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FLOATING EXCHANGE RATES' IMPACT ON
INTERNATIONAL TRADING

TUESDAY, APRIL 23, 1985

U.S. SENATE,
cOMMIr E ON FINANCE,

Washington, DC.
The committee met, pursuant to notice, at 9:30 a.m., in room SD-

215, Dirksen Senate Office Building, Hon. Bob Packwood (chair-
man) presiding.

Present: Senators Packwood, Danforth, Heinz, Wallop, Grassley,
Long, Bentsen, Moynihan, Baucus, and Bradley.

[The press release announcing the hearing, Senator Packwood's,
Senator Heinz', and Senator Grassley's prepared statements
follow:]

[Prm relem No. 85-019, Friday, Apr. 5, 1986

COMMIT ON FINANCE SCHEDULs Two HEARINGs ON FLOATINo EXCHANGE RATES'
IMPACT ON INTERNATIONAL TRADING "

The Senate Committee on Finance will conduct two days of hearings to examine
the viability of the international trading system in an era of floating exchange
rates, Committee Chairman Bob Packwood (R-Oregon), announced today.

Senator Packwood said his Committee would conduct the hearings in three ses-
sions over the two days-Tuesday, April 23, and Wednesday, April 24, 1986.

The Tuesday, April 23, hearings are scheduled from 9:30 a.m. to noon and again
2:30 p.m. to 4:30 p.m.

The Wednesday, April 24, hearing is scheduled 9:30 a.m. to noon.
All three sessions of the hearings are to be in Room SD-215 of the Dirksen Senate

Office Building.
"The size of accumulated and projected U.S. trade deficits, and the current ac-

count deficits, are unacceptable and reflect a breakdown in the international trad-
in4 system," Chairman Packwood said.

To lay the blame for this situation on the exchange rate for the dollar is merely
to beg the question of why our currency has appreciated, in spite of vast leaps in the
size of the U.S. current account deficit," he said. . . .

"Those who believed that a floating exchange rate system would operate to re-
store equilibrium in our international payments should re-examine their thesis in
light of modern movements of capital which overwhelm the effects of surpluses and
Jeficits in the trade account," the Committee on Finance leader said.

He said the Committee wants to examine the fundamental question of whether an
open market for dollars, free of government intervention to moderate the move-
ments in exchange rates, is compatible with free and open markets for traded goods.

Packwood said the Committee also wants to determine if assumptions reflected in
the international trading system are valid under the modern exchange rate system.

"The Committee wil! receive testimony on the broadest possible range of options
to deal with this situation," Packwood said.

(1)
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STATEMENT O SENATOR PACKWOOD

These hearings come at a time when the United States is accumulating trade and
current account deficits of unprecedented proportions. We all recognize that Federal
Budget deficits bear some of the blame for this imbalance. But these huge trade
deficits are also a reflection of a floating exchange rate system that has behaved in
ways that were not foreseen in 1973, when the Bretton Woods system of fixed ex-
change rates was abandoned.

We are living with an exchange rate system in which the dollar has appreciated
over 50 percent in five years against the other major currencies, and has fluctuated
by as much as ten percent within a two month period. These exchange rates now
respond overnight to massive capital movements which dwarf all expectations of a
decade ago.

fIronically, exchange rate volatility and speculative capital movements were two of
the evils which the architects of Bretton Woods sought to control through fixed ex-
change rates. These "Founding Fathers" of the international monetary system rec-
ognized that if they didn't manage money, at least in some degree, they might be
forced to manage trade.

Forty years later, we appear to be confronted by the same dilemma. The current
account imbalance and exchange rate volatility must be seen as just as much a
threat to the free trading system today as they were understood to be at the end of
World War II.

The hearings today are an opportunity to better understand the role of floating
exchange rates in the trading system. This should assist us in judging whether the
monetary system needs reforming in light of its trade consequences. Forming this
judgment is no mere academic exercise. For within the next few years, this commit.
tee will be asked to authorize a new round of multilateral negotiations. Such negoti-
ations could be the context for reform, or at least adjustment, of the international
monetary system.

OPENING STATEMENT OF SENATOR JOHN HEINz
I welcome these hearings on the trade deficit and exchange rates. They are

timely, and they are relevant. Our trade deficit reached a record $123 billion last
,year at the same time the dollar has appreciated over 50 percent against a' basket of
foreign currencies.

That the consequences of the status quo are disastrous is beyond debate. My Sub-
committee on International Finance and Monetary Policy has held hearings on this
subject virtually every year since 1981. Last year, witnesses as diverse as Paul
Volcker, Martin Feldstein, and Fred Bergsten agreed that the overvaluation of the
dollar was causing severe economic dislocations and indeed agreed that this overval.
uation was putting the equivalent of a tax on our exports while providing a subsidy
for imported goods. All agreed the dollar's strength was more reflective of world-
wide capital flows than trade flows and that this situation could not continue for
long without setting in motion what can only be characterized as the deindustriali-
zation of America. Unfortunately, with the exception of Dr. Bergsten, no one has
specific policy recommendations for fixing the current exchange rate system in
order to make it more reflective of international trading realities. We are planning
furthez'hearings on this subject this spring.

The Administration's policy on the dollar until recently can best be described as
one of benign neglect. What is worse, that policy has been pursued with consider-
able fanfare and pride. I recall at my Subcommittee's hearing in 1981, then Assist-
ant Secretar of the Treasury Marc Leland announced unequivocally that the Ad.
ministration s policy was not to intervene to influence the dollar's value. In my
judgment that was the wrong policy. But what was worse was to announce it public-
ly, thereby removing from the market the cautionary impact of uncertainty.

We have witnessed the fruits of that neglect over the past four years. Had we pur-
sued a more ambiguous approach designed to wage a degree of psychological war-
fare on the exchange markets, I suspect the result would have been a more modest
appreciation of the dollar.

At this point, however, it may be too late for that option, and more drastic propos-
als will need to be considered. One of them is the general import surcharge. An-
other is broader systemic reform which would mean an end to freely floating ex-
change rates. Like the other members of the Committee, I don't particularly wel-
come measures like these, but I expect many of our witnesses today and tomorrow
to warn us that failure to act now will leave no choice but to take mcre serious
action later.
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There are some recent signs, most notably from Treasury Secretary Baker, that
concern about the dollar has begun to penetrate the higher levels of the Administr-
tion, and there seems to be a new willingness to take the problem seriously and dis-
cuss it openly. Perhaps these hearings will stimulate some new thinking there as
well.

The alternative as I have mentioned, is literally the deindustrialization of Amer-
ica-the ship-ntienof o0rtir' factories, our production, and our jobs overseas. Already,
major companies in this country are announcing plans to close down American fa-
cilities and build new ones in Asin. That kind of action is irreversible once taken.
The tragedy of the last four years is that we have brought it u'on ourselves. I hope
that these hearings, added to those I have held in the past, will alert both Congress
and the Administration to the dangers of benign neglect and will lead to a more
aggressive policy.

STATEMENT OF SENATOR CHARLES E. GPlAssL

Mr. Chairman, the current foreign trade situation is a matter of great personal
concern to me. I am particularly grateful to you for holding this hearing on the role
of floating exchange rates in the international trading system, for as we all have
heard more than once, the value of the U.S. dollar is said to have a direct impact on
our inability to export American goods.

The world is truly an international trading community, with countries relying
upon one another for markets and products. However, massive trade surpluses and
deficits, such as the United States now faces, seem to jeopardize the system which
benefits so many.

Balancing the Federal Government's budget by reducing or limiting spending re-
mains one of my top legislative priorities. Federal spending must be restrained if we
are to bring interest rates under control and continue with the progress we have
made in lowering the rate of inflation.

Although we have made gains in reducing inflation and short-term interest rates,
long-term rates remain much too high. Much of this problem is because of the un-
predictable nature of monetary policy at the Federal Reserve. Money growth has
been erratic in recent years, and so lenders of money are asking for a high.risk pre-
mium as the price for loans.

Not only must the Fed moderate its monetary policy, but Congress must do its
part to bring interest rates under control. Long-term interest rates simply cannot
drop as long as Congress shows no commitment to reduce Government spending. In
borrowing money to finance the debt, the Federal Government crowds out private
credit, driving up interest rates.

With the strength of the U.S. ecomomy as well as the strength of the U.S. dollar,
we have seen massive capital inflow into this country. In some respects, this capital
inflow has helped to temper our own Federal deficit financing problems. Yet, at the
same time, it has aggravated other segments of our economy. We have seen our for-
eign trading partners benefiting not only on their capital investments, but also from
the strength of the dollar by making their goods much more price competitive. The
result has been a large influx of imported goods into the United States and the
crowding out of U.S. exports.

While there may be many solutions proposed here this morning, all of which I am
sincerely interested in hearing, I believe our first priority should be to deal with the
mounting Federal deficit. This is the opportunity we will all have in the next sever-
al weeks: To make an immediate, long-lasting and positive contribution to our trade
deficit and exchange rate problems.

The CHAIRMAN. Good morning. We are starting today the first of
a series of hearings on the trade deficit, the exchange rates on our
dollar, whether there is a relation between the two, and I must
admit as we start this subject, I find more experts at odds or at sea
on this subject than I even do the subject of tax reform. And by at
odds, I mean they are not quite as sure of their opinions as they
seem to be in tax reform. I am not sure that in either case they are"righter" or wrongerr" but they are more positive in the area of
tax reform than they are in the area of the trade deficit and
whether or not it is caused by the extraordinary exchange rate
fluctuations, and in the last few years-or the last, 2 years-the
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dramatic drop-or increase in the value of the dollar and the drop
in our trade balance. The witnesses that we have today, this after-noon, and tomorrow probably are as good an agregation of experts
as we could get on this subject. I hope at the end of it we have
some idea as to what we should do. I have read all of the state.
ments that were in as of last night. If your statements weren't here
by then, I have not had a chance yet to read them, They are in
conflict, and I don't mean that in any critical way. I would be sus-
picious if they were all in agreement. I hope by the time we are
done that we will have some idea, in addition to simply reducing
the, deficit, as to what perhaps we should do. Senator Moynihan
was next, and then Senator Bentsen, I think.

Senator MOYNIHAN. Mr. Chairman, I would like to thank you for
organizing these hearings, as we on this side and other interested
parties had asked you to do. I would like to welcome our first wit-
ness, Mr. Colby Chandler of the Eastman Kodak Co., and Bob
Roosa of Brown Bros., Harriman & Co., two New Yorkers. Mr.
Roosa is well known to this committee and has been over many
years. Once a Treasury official, always a Treasury proponent, we
look forward to hearing from him. I think it is especially impor-
tant, Mr. Chairman, that of all the businesses or the firms in this
country from which we will hear on the impact of the dollar's
value, I think alone and singularly the Eastman Kodak Co. has
spoken out on this matter. For the first time, I think, in their cen-
tury-old history, they have written to each of their 183,000 stock-
holders on the question of the dollar and the consequences. And
they produced a document, "The Dollar and Eastman Kodak Com-
pany,' which I would like to ask to be put in the record at this
point, making a very simple proposition. Kodak is a wholly com-
petitive concern in the world. They are the 10th largest exporter of
American goods, an international firm known the world over. The
more remote the places you get to in the world, the more you will
see Kodak film canisters-at'the tops of the Himalayas and the
depths of the Amazon jungles. They have been in Japan. They have
been operating in Japan for 50 years. There have been no com-
plaints about their arrangement there. They have 15 to 18 percent
of the market. They want to get more. They go head to head with
Fuji on the price of film. But they cannot live in a world economy
in which the dollar is so overpriced that their own exports are nec-
essarily uncompetitive. They have estimated that in the last 4
years the overpriced dollar has cost the Kodak Company $1 billion
in earnings. They make the point-not in any way in a threatening
manner, but simply a statement of reality-that if this continues,
the prospects of manufacturing here and selling abroad are. going
to just disappear, and the opportunities to manufacture abroad and
sell here are going to become unavoidably attractive. And a firm
such as Kodak could end up as a marketing firm, just as our'auto.
mobile companies are on the verge of becoming marketing firms
for actual machines built elsewhere and sold here. Some are la-
beled here but not produced here. I think we have an opportunity
to hear from the real world on a very real world subject, and I
thank you, Mr. Chairman, and I welcome our guests.

The CHAIRMAN. Senator Baucus?
Senator BAUCUS. Thank you very much, Mr. Chairman.
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Mr. Chairman, I would like to congratulate you for holding these
hearings on floating exchange rates and the international trading
system.

For 4 years the administration has claimed that there is nothing
wrong with the dollar's climb in value-indeed that it is a source of
pride. The President has even gone so far, as to say there is no such
thing as an overvalued dollar.

Sometimes I wish I too could see the world through such rose-
colored glasses. But I cannot-I see reality.

Mr. Chairman, the American wheat farmer is the envy of the
world in his productivity and efficiency. Ask him if he believes the
high dollar is a source of pride. Ask Caterpillar tractor-a company
held up as a model to the world; a company long world-dominant in
its field-as it begins to move facilities off-shore if it thinks there is
no such thing as an overvalued dollar.

Everyone outside the White House can see the damage. Just 2
weeks ago Secretary of State George Schultz attributed over half
the deterioration in our trade account to the dollar.

The dramatic appreciation of the dollar has many costs:
It makes U.S. products relatively more expensive and foreign

products relatively cheaper thus reducing the competitiveness of
our exports. Market share once lost may be very difficult to regain.

It has led highly efficient U.S. producers to shift production
abroad. Such a move usually portends a permanent loss of jobs.

It has eroded the value of existing foreign investments.
What is less often recognized Mr. Chairman is that the high

dollar has imposed costs on other nations as well. We tend to focus
on their expanding markets and their newly won foothold in our
markets. But there is another side to that coin as well.

The cost of dollar-denominated imports such as oil has skyrocket-
ed.

Savings which might have been used to finance investment and
long-term growth in these countries flowed instead into the United
States. This in turn has meant upward pressures on interest rates
as these countries seek to retain some savings. These higher inter-
est rates further depress their economies.

The debt service burden for the LDC's grows with higher dollar
interest rates and a higher dollar.

When the Bretton Woods system of fixed exchange rates col-
lapsed and was replaced by a system of manned floating the world
was a very different place. Then trade flows determined the supply
and demand for a currency and so its value. The situation of the
United States today was inconceivable: it would be impossible to
have such huge fiscal and trade deficits and a rising dollar. How,
however, capital flows exceed trade flows by about 25 to 1. The
demand for dollars is determined not by a demand for U.S. goods
but by its use in capital transactions. Thus today capital flows in
effect drive trade flows: it is the exchange rate as much or more
than the quality of the product that determines its competitiveness.

In addition, capital flows are much more volatile than trade
flows. Today's system is much less stable than it was expected to
be. Wide swings in currency values have hurt the trading system
as a whole.
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How long can an open trading system survive if nations feel they
must resort to barter or bilateral arrangements to counteract ex-
change rate volatility?

How long can American companies be expected to try to compete
with the equivalent of a 30 to 45 percent surtax attached to their
exports and a comparable subsidy attached to competing imports?

Mr. Chairman, I recognize there is a positive side to, our massive
capital inflow. Without these inflows we would have to finance our
Federal deficit from domestic savings. Interest rates would climb
and interest-sensitive sectors and industries would be devastated
even further. But I do not believe the path we are on now can be
sustained.

What can we do?
Obviously, some of the burden for action lies here at home. We

must act to bring our fiscal house in order. If we do so the Federal
Reserve will be willing to loosen up some and interest rates will
come down. Deficit reduction is a necessary condition for the
health of the trading system-but I doubt it is a sufficient one.

Mr. Chairman I will be interested during these sessions to learn
what these distinguished witnesses have to- say about floating ex-
change rates and the international trading system. How can the
volatility of exchange rates be reduced?

Is it possible to bring exchange rates more in line with purchas-
ing power parities? If so, would such a change be helpful?

When and how should intervention be attempted?
What other steps make sense?
But, Mr. Chairman, one other major question remains: Can any-

thing at all be done if the President refuses to see the problem?
I, for one, believe we cannot allow rose-colored glasses to blind us

to the realities confronting the international trading system. Mr.
Reagan may see nothing wrong, but everyone else does. We must
not crucify our producers on a cross of the overvalued dollar.

The CHAIRMAN. Senator Bentsen?
Senator BENTSEN. That was a voice from the West.
Senator BAUCUS. Sorry.
Senator BENTSEN. Yes. Mr. Chairman, I really want to congratu-

late you. I think your hearings are very timely in trying to figure
out what the international floating rates of exchange actually do to
trade. It is an issue of enormous importance. And the administra-
tion has paid so little attention to it, they haven't even bothered to
appear. And that makes your attention to it, Mr. Chairman, all the
more noteworthy and appreciated.

I was intrigued the other day by the President's statement at
your stock exchange, Senator Moynihan. When they asked him
what was going to happen to the administration's Economic Pro-
gram over the next 4 years, he said, "We are going to turn the bull
loose." Well, they certainly have, and it appears to me that it has
found the china closet. When he was asked at a press conference in
February about calls to rein in the overvalued dollar, he turned the
bull loose. He said, "it really wasn't a problem, it was a blessing.
He said I think the problem of the dollar today is that our trading
partners have not caught up with our economic recovery." Now,
that is what the President said.

I
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In saying that of course, he ignored the impact of 4 consecutive
years of huge Federal budget deficits-and the effect they have had
on the dollar. And that interests me because the President has sub-
mitted in each of those 4 years budgets with deficits from $100 to
$200 billion. He submitted them, yet he blames the Congress for
failing to curb the deficits. And then he calls for a constitutional
amendment to make the very budgets that he submitted illegal. Fi-
nally, he steadfastly denies that those deficits have any harmful
effect. The bloated dollar, he said, is not a problem of the Federal
deficit; it is a problem of foreign economies.

The fact is, we don't know enough about the causes of these very
harmful currency fluctuations. I am satisfied that those deficits in
the U.S. Federal budget are one of the key causes, but we need to
learn a lot more about such fluctuations before we come to grips
with them, and that is why I think these 2 days of hearings are
terribly important.

I noticed that Secretary of the Treasury Baker said things in
recent days that send some hopeful signals, that the administration
may at least be ready to enter into international discussions on
currency exchange. I haven't seeii anything from the President in
that regard. But the problem that Senator Moynihan was talking
about, the chairman was talking about, and Senator Baucus too-
that we get in a situation where we are exporting our manufactur-
ing base-is important. There is no way we can remain a great
Nation without a diversified manufacturing economy in this coun-
try.

When I see Kodak and some of these others lose market share, I
am concerned. You don't get market share back easily. You know,
they have fought and fought and fought to achieve that kind of a
position in the world economy. I was talking to the head of one of
the largest companies in the country, and he said what we are
going to do-and he said I have told my people-"we must retain
that market share, so we are going to move our plants overseas.
We are going to move them out there and hold that market share
and hopefully someday we will bring the plants back here." But in
the meantime, they will have invested hundreds of millions of dol-
lars of the stockholders' money overseas and the jobs will go over-
seas.

This country can't continue that way. Global competition is just
like a dash to the marketplace-a 100-yard dash-and with the dis-
parities in the currencies, you give your competitor a 30- or 40-yard
eadstart. That is tough competition. So, you increase your produc-

- tivity 20 percent in 1 year. I am not sure which company has been
able to do that, but if there is one, then he would have it wiped out
by what might happen to you in currency exchanges. It is pretty
difficult to plan long-term capital commitments. It is pretty difi-
cult to go to your. board of directors and get that kind of a commit-
ment to put the plant in the United States if there is going to be
that kind of disparity in currencies. Mr. Chairman, I am very
pleased you are doing this, and I look forward to learning a lot
more from gentlemen like Bob Roosa and the others who will testi-
fy.

The CHAIRMAN. Senator Long?
Senator LoNG. No, thank you, Mr. Chairman.
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The CHAIRMAN. The administration has indicated that they
would like to reserve testifying until after the Bonn summit. Hope-
fully, they will have something to bring back on this subject, but I
think they did not want to position themselves ahead of time and
have asked not to testify today or tomorrow but are willing to testi-
fy afterwards. We will start today with Mr. Colby Chandler, the
chief executive officer and chairman of the Board of Eastman
Kodak. I might say to all of the witnesses their statements in total
will be placed in the record, and as I indicated earlier, to the
extent that it was in last night, I have had a chance to read them
all. I hope to finish these hearings on time, and that means with
all the witnesses this morning, we are going to have to go right
through this morning and through the noon hour, if necessary, be-
cause we have other witnesses coming on at 2:30 this afternoon. So,
I would encourage the witnesses to stick with the time limits they
have been given, and rest assured that you will not get away with
just the statement-we will have ample questions when you are
done. Mr. Chandler, go right ahead.

STATEMENT OF COLBY H. CHANDLER, CHAIRMAN AND CHIEF
EXECUTIVE OFFICER, EASTMAN KODAK CO., ROCHESTER, NY
Mr. CHANDLER. Mr. Chairman, members of the committee. I am

Colby Chandler, chairman and chief executive officer of the East-
man Kodak Company, a 105-year-old manufacturer of consumer
and professional photographic goods, information management
products and systems, health science products, 'chemicals, fibers,
and plastics.

The effect of the strong dollar on U.S. industrial competitiveness
in the world marketplace is one of the most important issues facing
American business today. I commend the committee for calling this
hearing to focus on the issue, and I also appreciate the opportunity
you have given me to appear here this morning. -

Kodak has, from its beginning, been selling products throughout
the world. We have regularly ranked among the top U.S. compa-
nies in export sales. In 1981 we contributed a positive $1.6 billion
to the U.S. balance of payments. Since 1981, our trade balance con-
tribution has slipped, declining to $1.4 billion last year. About 35 to
40 percent of our revenues come from overseas, and about half of
that comes from products produced in the United States, where
about 20,000 of our employees are in export-related jobs. Their jobs
and many more around the world depend on Kodak products being
purchased in free and open competition. However, today the strong
dollar gives an unearned advantage to manufacturers abroad. For
example, importers can sell at lower prices because such goods
have been made at costs denominated in cheaper, local currencies,
thus allowing those competitors to gain market k'are without sac-
rificing profits. Or, second, importers can increase profits by hold-
ing prices level, then converting dollars from U.S. sales to local
currencies at advantageous rates of exchange. In either case, our
products become more expensive when compared to similar ones
made at nondollar-based costs. Consequently, we lose both sales
and earnings.
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Similarly in Europe, for each of the last 4 years, the "exchange
effect has been the same as handing our competitors a 15-percent

rice increase or forcing us to make a 15-percent price decrease.
ew companies anywhere could survive a 4-year compounded nega-

tive effect of that magnitude. Let's look for a moment at the last 4
years. We can calculate part of the exchange rate's annual effect
on earnings by translating our sales revenues abroad to dollars at
the current and prior year exchange rates. In 1984 this calculation
shows that the surge of the dollar reduced our earnings incremen-
tally about 60 cents a share. Cumulatively, over the past four
years, the strong dollar reduced 1984 earnings for Kodak earnings
by $3.25 a share or more than $500 million. But that actually un-
derstates the situation. It fails to account for earnings foregone due
to lost sales or lost margins. Using a conservative approach, count-
ing the calculated value as only half the actual impact. We esti-
mate our lost vrrnings per share in 1984 were actually $6.50. My
next few comments will clarify our submitted statement in this
regard. That $6.50 per share in 1984 represents $1 billion forfeited
in that year. If you add the cumulative effects for 1981, 1982, 1983,
and 1984, and compare with what the effect might have been had
the dollar stayed at its 1980 level the loss in retained earnings is
estimated to be $3 billion; $3 billion not available for investment in
jobs, in research, or in expansion, and $3 billion not available on
which to pay taxes.

Clearly, American multinational corporations have been dealt a
serious blow by the strong dollar. They will do all in their power to
cope. For Kodak suddenly moving manufacturing to other coun-
tries is not practical because of the long-lead time and the magni-
tude of investment required to construct a complex manufacturing
plant. We have not been sitting idly by. Our manufacturing com-
mitments are substantial. To ensure our technological lead, we in-
vested more than $800 million in research and development last
year, and we have budgeted $1.2 billion for capital improvements
this year. In spite of that commitment, we have had to modify our
approach in order to minimize the effects of the'-dollar:ITdo have
just a bit more. May I finish?

The CHAIRMAN. Go right ahead, sir.
Mr. CHANDLER. Thank you. We improved productivity 13 percent

last year. We consolidated manufacturing, purchased more foreign-
made parts, and located some assembly and subassembly work in
nondomestic locations. Perhaps, though, the most dramatic change
has been the purchase of whole new lines of finished products man-
ufactured abroad and supplied to us by other companies. Foreign
purchases of parts and products during 1984 by us were up 100 per-
cent over the prior year

My point is this: Continuing inequity in currency values will
force American companies-Kodak included-to trend more and
more to offshore manufacturing. That raises two basic points. First,
American's manufacturing base is vital. One recent survey in New
York State shows that every manufacturing job generates three
service sector jobs. And the second point was well stated by a lead-
ing retailer in my home city of Rochester who asked: Wat good
will it do to have lower priced merchandise coming in from over-
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seas if I have no consumers with jobs or dollars to spend? That
man was perceptibly seeing the long-term effect.

s: We are not asking for special treatment. We do not advocate var-
ious protective measures. We continue to support free trade even
though we are well aware that the abnormally strong dollar gives
offshore manufacturers an opportunity they have not earned. But I
also recognize that the issue of the dollar's strength does not yield
to simple solutions. As we discuss more fully in our submitted
white paper, its causes are numerous and complex.

The CHAIRMAN. I will have to ask you to wind down, Mr. Chan-
dler.

Mr. CHANDLER. Thank you. I have only two paragraphs left.
While low inflation and a strong U.S. economy have contributed to
the dollar's strength, high interest rates and the huge budget defi-
cit have worked to compound the problem. The deficit with its con-
sequences for the dollar must be dealt with promptly. It threatens
the future of American industry. We simply cannot give away our
competitive advantages by letting the dollar run along continuous-
ly and relentlessly. Thank you very much.

The CHAIRMAN. Thank you, sir.
[Mr. Chandler's prepared statement follows:]

THE Ermcs Or A STRONG DOLLAR BY COLBY H. CHANDLER, CHAIRMAN AND CHIEF
EXECUTIVE OFFICER, EASTMAN KODAK CO.

Mr. Chairman, members of the committee, I am Colby H. Chandler, Chairman
and Chief Executive of Eastman Kodak Company-a 105-year-old manufacturer of
consumer and professional photographic goods, information management products
and systems, health science products, chemicals, fibers and plastics.

The effect of the strong dollar on U.S. industrial competitiveness in the world
marketplace is one of the most important issues facing American business. I com-
mend the Committee for calling this hearing to focus on this issue... and I also
appreciate the opportunity you have given me to appear before you this morning.

I am not here to espouse economic theories. But I do % .3nt to share with you some
quantitative information regarding the effect of a strong dollar on a major, U.S.-
based multinational manufacturing concern.

Kodak has from its very beginning been selling products throughout the world. In
1983, we were the 1Gth largest exporting company in America, and last year our
exports helped us achieve a positive contribution of 1.4 billion dollars to the U.S.
balance of payments. [See Attachment A.]

In fact, we have regularly ranked in the top group of U.S. companies in export
sales.

About 35 to 40 percent of our revenues come from overseas ... and about half of
that comes from products produced in the United States where about 20,000 of our
employees are in export-related jobs.

Their jobs and many more around the world depend on Kodak products being pur-
chased in free and open competition. However, today that competition is distorted.

A strong dollar gives an unearned advantage to manufacturers abroad who com-
pete with U.S. manufacturers-in either our domestic or export markets. This
means, for example, that in domestic markets:

Importers can lower prices of goods they sell here because such goods have been
made at a cost denominated in cheaper, local currencies-thus allowing those com-
petitors to gain market share without sacrificing profits; or,

If they choose, importers can increase profits by holding prices level, then con-
verting dollars from U.S. sales to local currencies at advantageous rates of ex-
change.

In supplying international markets, Kodak's approach has been one of manufac-
turing balance. About half of the products we sell abroad are manufactured here.
The other half represents products manufactured in facilities outside the U.S., often
with materials supplied from our U.S. resources.
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In either case, our products become more expensive when compared to similar
ones made at non-dollar related costs. Consequently, we lose earnings because of de-
creased margins, lower volumes, or both.

For example-in Europe-in each of these last four years, the exchange effect has
been virtually the same as handing our competitors a 15 percent price increase or
forcing us to make a 15 percent decrease. Few companies have total margins as high
as 15 percent. So a one-year negative effect, to say nothing of a four-year compound-

* ed negative effect of that magnitude, is something most companies anywhere could
not survive.

I am mindful of the record-high levels the dollar has reached this year and also of
its moderation during the last few weeks, but look for a moment at the previous
four years. (See Attachment B.]

We can calculate part of the exchange rate's annual effect on earnings. This can
be done by simply translating our sales revenues abroad back to dollars, then com-
paring that with the value that would have resulted had the dollar stayed at its
value for the prior year.

The upward surge of the dollar from 1983 to 1984 reduced our earnings in the
latter year by about 60 cents a share. The cumulative effect of the strong dollar
over the past four years reduced Kodak's 1984 earnings by about $3.25 a share or
more than 500 million dollars. (See Attachment C.]

That actually understates the situation. It fails to account for earnings foregone
due to lost sales or lost margins. Our estimate that this calculation is indicative of
only one half to one third of the currency effect.

Using a conservative approach-counting the calculated value as only half of the
actual impact-we estimate our lost earnings per share were actually $6.50 or about
one billion dollars. That is the cumulative efe of four years of such changes on
1984 earnings. If we had not incurred those currency losses, our earnings would
show a four-year 15 percent compounded increase from 1980. Instead, our results
were 20 percent below those of 1980.

If we total our earnings over the past four years and compare them with what
they might have been had the dollar stayed at its 1980 level, the loss in retained
earnings would come to an estimated three billion dollars. Those dollars were not
available for investment in jobs, in research, or in expansion. . . or for payment of
taxes to federal, state and local governments.

Clearly, American multinational corporations have been dealt a serious blow by
the strong dollar.Ahey will do all within their power to cope, but there are limita-
tions.

For Kodak, suddenly moving manufacturing to other countries is not very practi-
cal because of the lead time and the magnitude of investment required to construct
a complex manufacturing plant.

But we have not been sitting idly by waiting for the dollar to come down. In a
growing worldwide photographic market, we are continuing to work hard to main-
tain ouv positions.

To ensure our technological lead, we invested more than 800 million dollars in
research and development last year. We have had an intensive effort underway for

--several years to improve productivity, and half of our 1985 capital budget will be
directed toward productivity and quality improvements.

Our efforts have been successful in that our 1984 productivity was up 13 percent,
or nearly four times the national average (which is at its highest in thirteen years).
Productivity efforts have included not only process and equipment
modification . . . but also reductions in worldwide employment which, at the st'trt
of this year, was down nearly 2 percent from 1980.

Kodak manufacturing commitments in the U.S. are substantial. To grow our ex-
isting base, we have budgeted more than 1.25 billion dollars for capital improve-
ments in the U.S. during 1985. In spite of that commitment, we have had to modify4 our traditional mode of doing.business in order to minimize the effects of the in-
crease in value of the dollar.

We have consolidated the manufacture of many products. We have located a
modest amount of assembly and sub-assembly work at our locations outside the
United States. We have bought more foreig-made parts from other manufacturers.

These efforts are all new to us, but perhaps the most dramatic change has been
the purchase of whole new lines of finished products manufactured abroad and sup-
plied to us by other companies. Foreign purchases of parts and products during 1984
W--re up more than 100 percent from the previous year.

My point is this: continuing inequity in currency values will force American com-
panies, Kodak included, to trend more and more to off-shore manufacturing.
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Being competitive in manufacturing cost is always our objective, but even the cost
advantages of a 13 percent productivity increase are not sufficient to offset the dra-
matic appreciation of the dollar.

Despite our use of a sophisticated currency trading operation, our exposure to cur-
rency fluctuations remains severe. And, here again, what is possible is very small in
comparison to what is needed.

It seems to me that the U.S. is in a serious situation with the very survival of its
manufacturing base at stake. At the very least, there has already been a setback
that will prevent many companies, in the foreseeable future, from returning to
former performance levels. Some industries may already be at the point where pro-
jected return on investment cannot justify construction of new plants, or even mod-
ernization of existing facilities.

We are not asking for special treatment, and we do not advocate import sur-
charges, quotas or other protectionist measures. We continue to support free trade
even though we are well aware that the abnormally strong dollar gives offshore
manufacturers an opportunity which they have not earned and which U.S. ccupa-
nies have not fumbled away.

But I also recognize that the issue of the dollar's strength does not yield to simple
solutions. As we discuss more fully in the attached White Paper on the Strong
Dollar, its causes are numerous, complex and interwoven. [See Attachment E.]

While low inflation and a strong U.S. economy have contributed to the dollar's
strength, high interest rates and the huge federal deficit have worked to compound
the problem.

Over the past 10 years, the deficit has increased from iess than one percent of the
U.S. Gross National Product to nearly five percent. Financing this deficit fuels real
interest rates, which are already high by historical standards and generally higher
than rates of return available elsewhere.

Borrowing made necessary by the public debt contributes to high interest rates,
which, in turn, contribute to the continued strengthening of the dollar-beyond
what economic realities would suggest.

The deficit-with its consequences for the dollar-must be dealt with promptly. It
threatens the future of American industry. We simply cannot give away our com-
petitive advantages by letting the dollar continue to rise relentlessly.

I would like to conclude by making just three brief points:
First, we view America's manufacturing base as-vital. It is the wells spring of our

economy. One recent survey in New York State shows that for every Job created by
manufacturing industry, another three jobs are generated in the service sector.

Second, we need to question the ultimate worth of relying on grand-scale import-
ing of goods made cheaper by virtue of the strong dollar. A leading retailer in my
home city of Rochester has asked this'question: "What good will it do to have lower
price merchandise. . . if I have no consumers with jobs and dollars to spend?"

And, last, let me emphasize that your work and leadership in seeking fair, direct
solutions is worth the strongest investment of time and talent. We hope to help you
make Americans more aware of the problems we face and the solutions we seek. In
fact, just last month we sent a special letter to Kodak shareowners discussing the
points we have raised here. (See Attachment F.] In their behalf, we again commend
your initiative in examining this issue.



* ** ~ ~ ~*-I*~

Koclak's Influence on thme
US. Balance of Payments"

10001

7O0

low

140 I

750

74 75 76 77 78 79 o 81 82 83 84.
°wwmdeq _Sft fro^ ibm/ e m ...... o v emoftb ~eO~~41lest mmm lm

-4

520



U.S. Exchange Rate
and Trade Deficit

Fluctuations In the U.S. dollar
relative to currencies
of 67 countries
(1970 = 100) A

U.S. merchandise
trade balance
billions of dollars)

I i II I I l I I
Ii I I

70 72 74 76 78 80 82 84 68 70 72 74
Years

20
0

-20

40

60

80

-100

-120

-140
76 78 80 82 84

soww:, U.S. Ospm"m f ComM.M

160
150

140

130

1201

110

100

90

--4

--

EI I I I



Eastman Kodak Company.-
Effect of Dollar ( Yw to Yow)

Earnings t Lost Mrwnkgs/hwm
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1981 164 1.00
1982 164 1.00
1983 107 0.65
1984 100 0.60

TOTAL $535 $325
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WXt'S PAPER U tUEStUUDOLLAR

OTRISV7I1G FACTORS

The factors contributing to the strong dollar are numerous, complex and

intertwined. An historical event Which helped set the stage for today's

strong dollar (as well as the weak dollar of the late 19701s) occurred In 1971

when the last links between the dollar and gold were severed. After that

date, currency values were allowed to float and many factors started to

influence currency values. The following widely recognized factors are

presently supporting the strength of the dollar:

1. Safe Raven. The United States is currently considered to be a safe
haven for investment because of our large and growing economy, our
political stability and our recognized position as a world leader.

2. U.S. [conomic Recovery. Since the last recession, the U.S. economy has

recovered sooner and at a faster rate than the other economies of the

world. The resultant expectation of greater growth in the U.S.

attracts foreign interests.

3. Capital inflow. During the last few years there has been a large net

capital inflow Into the U.S. which has added to the strength of the

dollar. This ts a relative phenomenon In that most data Indicate that

the absolute capital inflow Into the United States ban not risen

significantly however, the capital outflow from the U.S. has dropped

considerably as domestic banks have cut back on their loans to

developing countries.

4. Nigh Real Interest Rates. Although recently U.S. interest rates have

come down several points, our rates still remain high when compared

with interest rates of other countries in a context of expected low

U.S. inflation and continued economic growth.
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WIAT hGN? an 3Own W 1188 FAC""
The U.s. could Intervene in the currency markets to drive down the value

of the dollar. but there is reasonable agreement that such an effort would

have only limited effect on a day-to-day basis and would not give rise to

stability in the currency markets.

Often with international issues, a certain amount of "Jawboning" can be

effective. For example, the Administration might make statements that the

dollar should be lower and our policy will be to move it down in an orderly

manner. However, financial markets are typically fragile and such statements

may result In panic. Martha Seer, Federal Reserve board governor, has warned

that shuld market participants perceive, rightly or wrongly, any shift in

policy or economic circumstances that would make the growing proportion of

dollar assets in portfolios less attractive, the dollar would drop

precipitously, with potentially disruptive effect on financial markets."

Such a sharp drop in the dollar's value would give the V.s. economy an

inflationary shock.

Another approach would be to study and perhaps modify the floating

exchange rate system in cooperation with other major countries. Although such

an effort might take a considerable amount of time before various countries

would even gather to talk, and an even longer period before agreement on any

solution, nevertheless serious consideration should be given to pursuit of a

multilateral accord.

The difficulty with a multilateral apprrAch is that many other countries

are benefitting from the strong dollar whlih makes foreign goods nore price

competitive and has resulted In a large influx of Imported goods into the

U.S. Soe countries (importers of Oollar-denominated oil) may be willing to

negotiate but many other countries may not have any real incentive to

participate In a multilateral accord. Consequently, the U.S. should also seek

unilateral action It can take in an effort to moderate the dollar.



Lookhlng nov at the contributing factors reference above, s one would

seriously Vrge action to reduce the safe haven aspect of the Unite States.

Similarly, no one would suggest action to dampen the current U.S. recovery
which has been somewhat Utopian with its accompanying low Inflation and good
employment growth. Conversely, there Is not a lot more the U.S. can do to
enhance the recovery in the rest of the world. As it Is, we are purchasing an

ever increasing amount of goods from abroad# which resulted in a 19$4 trade

deficit of $123 billion. Given with those purchases, the other economies have

not recovered as rapidly as the United States.

Capital Inflow into the U.S. might be limited or prohibited in order to

reduce the value of the dollar. Such action would be contrary to the general
U.s. commitment to open markets and economies. It would also be untimely

after our recent success in pressuring the Japanese to open their capital

markets in order to raise the value of the yen. Restraints on foreign capital

are not the answer for two reasons: it would put significant upward pressure

on interest rates and would lead to protectionist action abroad which would

further hurt our already suffering exports.

That leaves interest rates as a primary area where U.S. policy has the

potential for significant influence on the value of the dollar.

INTIRBIT RATNS
There is widespread agreement that the competition between rapidly

increasing, record level federal government borrowing needs and the private

credit needs of a growing economy is placing an lcroasing demand on the

nation's savings pool. the result of this competition has been referred to as
a *crowding out" phenomenon causing interest rates to go up as fewer dollars

are available to met increasing credit needs. Arthur Levitt# Jr.. CM0e

American Stock exchange, has referred to this as a 'bidding up' process during
the current economic recovery in which our public and private sectors are
engaged in a bidding war for finite credit resources.
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however, as long as-t"growth potential of the g.. Is perceived as
greater than that of our trading partners, foreign capital flows into the U.S.

to augment our savings pool. A continuing net inflow of foreign capital in
search of maximum return helps finance our growing credit needs 0d eases
somewhat the upward pressure on interest rates.

Would a greater influx of foreign capital be helpful in pushing interest

rates down? Perhaps it would, but with the already open arket/econamy policy
of the U.S., there probably are no actions we could realistically take to

increase foreign investment. Seven if we could induce more Investment, it
would raise nationalistic concerns about undue foreign ownership in this
country. ore Importantly, it would also cause the dollar to increase in
value and further exacerbate our basic problem.

The growing U.S. economy is driving the increase in private sector credit
needs -- one of the ingredients in the Interest rate bidding war. No one

wants to dampen the current Uo.S. recovery nor should we attempt to do so.
Assuming we did choose to slow the recovery, the only effective way Is to
tighten the credit market which# in turn, would drive up interest rates!

Another approach which the U.S. might take in an effort to drive down
interest rates would be for the Federal Reserve to embark on a policy of
greater monetary growth. Paul A. Volcker, Chairman, Federal Reserve Board,
has acknowledged repeatedly that interest rates are too high for the long-term
health of the U.S. or the world economy. but att~mta to accomplish the
desired goal by excessive monetary growth would provide only very short lived
relief at best and would soon lead to inflation. Depreciation of the dollar
by Inflationary policies would have an adverse Impact on our current economic

recovery.

Volcker's view is that the greatest contribution the Federal Reserve can
make to lasting prosperity lies not in increasing monetary growth but in
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fostering the expectations as veil As the reality, that we can sustain the
hard-won gains against inflation. Nis position is that as we maintain

progress against inflation, interest rates should decline.

VEDZP.L DEFICIT

The only remaining part of the interest rate equation to be examined is
federal government borrowing. In 1984, the outstanding federal borrowing
(excluding tax-exempt notes and bonds) was nearly 48 of the total net demand
for credit. Those federal borrowing needs were driven by our record high and
growing federal deficit of over 8200 billion for 1984. Thus, the federal**
deficit appears to be the most significant point of attack on the problem of
interest rates* which in turn relate to the value of the dollar. The deficit
(unlike exchange rates) Is the one area In which the U.S. could take prompt,

unilateral action.

Our first priority should be to deal with the mounting federal deficit.
There should be a reasonable level of balance and fairness to any approach to
deficit reduction but any attempt to close the gap between federal spending

and revenue should first be directed toward the spending side. There should
be few if any "sacred cows', and jj areas of spending should be reviewed for
possible modifications, including defense and assistance programs. Careful
attention should also be given to the various cost cutting measures proposed
by the Grace Comission.

Tax increases in an effort to raise revenue to the level of federal
spending cannot be a preferred solution. Increased taxes reduce the earnings
remaining to go into the nation's savings pool. A smaller savings pool
available to meet growing credit demands would lead to higher interest rates.
however, if a large deficit still remains after adopting all rational spending
reductions and cost cuttirq measures, then and only then should attention be
given to a balanced effort to increase revenues.
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Exchange rates, in part, reflect a mix of fiscal and monetary policy.
Thus, a more restrictive fiscal policy (in the form of significant spending

restraint) may require modest relaxation of monetary policy in order to thread

the eye of the needle headi,- to termination/reduction of the dollar's rise

without also increasing inflation or dampening economic recovery.

A secondary objective should be to work with our trading partners to

review and possibly modify the operation of the floating exchange rate system,

or to determine what possibilities exist for greater coorMination of action in

fiscal and monetary policies. Such efforts could, over time, create a world

economic interaction which might moderate the dramatic swings in value of

various currencies and avoid future occurrences of the present problem with

the dollar or with other currencies.
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The CHAIRMAN. We 'operate in this committee on a first-come,
first-served basis on asking questions. The first one who was actual-
ly here was Senator Heinz, who had to go and testify at the Rules
Committee, as I understand, and Senator Moynihan was second.
Senator Heinz, do you want to go first?

Senator HEINZ. Mr. Chairman, I appreciate that. I will be very
brief. Rather than question a witness that I haven't heard, I would
just like to make a couple of observations on our hearings. I do
commend you for holding these hearings. They are timely and they
are relevant. Our trade deficit has reached $123 billion and, iron-
ically, the dollar during the time we have been building up this
huge trade deficit has been appreciating over 50 percent against a
basket of foreign currencies. I think the consequences of the status
quo are disastrous. I think that is beyond debate. My subcommit-
tee-the Banking Subcommittee on the International Finance and
Monetary Policy-has held hearings on this subject virtually every
year since 198. Last year we had witnesses as diverse as Paul
Volcker, Martin Feldstein, Fred Bergsten, and they all agreed as to
the seriousness of the problem-the overvaluation of the dollar-
and indeed specifically that it was not only causing severe econom-
ic dislocations, but it was putting the equivalent of a tax on our
exports, as Mr. Chandler has in substance testified, and providing a
subsidy at the same time for imported goods. And all agreed that
the dollar's strength was more reflective of worldwide capital flows
than trade flows and that this situation could not continue for long
without setting in motion what can only be described as the dein-
dustrialization of America. And I suppose we ought to throw into
the deindustrialization of America the depopulation, at least inso-
far as farmers are concerned, of rural America as well, because
those are the two main casualty groups.

Unfortunately, with the exception of Dr. Bergsten, no one had
specific policy recommendations for fixing the current exchange
rate system in order to make it more reflective of international
trade relationships and realities. So, we are planning, depending on
these hearings, further hearings on this subject this spring, Mr.
Chairman.

The administration's policy on the dollar until recently can best
be described as "benign neglect." What is worse, that policy has
been pursued with considerable fanfare and pride. I recall at our
hearings back in 1981 that then Assistant Secretary of the Treas-
ury, then Marc Leland, announced unequivocally that the adminis-
tration's policy was going to be not to intervene to influence the
value of the dollar. In my judgment, that was the wrong policy,
and what was worse was to announce it publicly and thereby
remove from the market a cautionary impact of uncertainty. We
have witnessed the fruits of that neglect over the past 4 years. Had
we pursued a more ambiguous approach and one designed to wage
a degree of psychological warfare on the exchange markets, I sus-
pect the result would have been a far less dramatic appreciation of
the dollar. Now, I suspect that at this point the genie is out of the
bottle. It may be too late for that option, and more drastic propos-
als are going to have to be considered. One of them is the general
import surcharge that has been discussed a great deal. Another is a
broader systematic reform which could mean an end to the freely



27

floating exchange rates that we have had for the last decade. Like
other members of the committee, I don't particularly welcome
measures like these, but I expect many of our witnesses today and
tomorrow will warn us that failure to act now will leave no choice
but to take more serious, more drastic, and maybe somewhat more
counterproductive action later. There are some recent signs-most
notably from the Secretary of the Treasury, Jim Baker-that con-
cern about the dollar has begun to penetrate the higher levels of
the administration. And there does seem to be a new willingness to
take the problem seriously and discuss it openly. Perhaps these
hearings will stimulate some new thinking there as well. The alter-
native, as I have mentioned, is literally the deindustrialization of
America, the shipment of our factories, our production, and our
jobs overseas. Already major companies in this country are an-
nouncing plans to close down American facilities and build new
ones in Asia. That kind of action is frankly irreversible, once
taken, and the tragedy of the last 4 years is that we have brought
it largely upon ourselves. I hope that these hearings, added to
those that I and others have held in the past, will alerq both Con-
gress and the administration to the dangers of benign neglect and
will lead to a more aggressive trade policy. Thank you very much,
Mr. Chairman.

The CHAIRMAN. Thank you. The order that I have is Moynihan,
Packwood, Baucus, Bentsen, Long, and Danforth. Senator Moyni-
han?

Senator MOYNIHAN. I would like to give Mr. Chandler a little
more time, if I could just yield it to him, and to say that as a firm
functioning in the real world, you have seen the value of the dollar
seem to become disengaged from the value of products and increas-
ingly reflect some other kind of exchange relationship. Do you have
any sense of what happened that you could tell this committee?

Mr. CHANDLER. I would certainly encourage listening to some
monetarists who are skilled in this field, but it seems to me that
when you look at the interest rates on Government bonds in the
United States versus foreign, there is about a 70 basis point spread
for the last 3 years, which is a bit ironical considering that this is a
safe haven for money, that we are paying 70 basis points more
than other countries. I think that clearly reflects the demand for
dollars to fund the deficit. Now, correcting a deficit is a slow proc-
ess, and as much as we urge it, and as much as we urge it by re-
ducing Government expenditures, it will be a slow process. Inter-
vention in correcting the currency market is a real possibility
which I believe must be undertaken very carefully.

Senator MOYNIHAN. Could I press you on that, sir? There is a
great deal of talk about balancing the budget, and there is this
stop-me-before-I-kill-again amendment being proposed. [Laughter.]

But the agreement that has been reached between our distin-
guished former chairman, the majority leader, and the White
House about the budget resolution-that we were supposed to take
up yesterday and didn't-adds about $425 billion to the deficit in 3
years. That is the deficit reduction package. So, we are not going to
get that. Absent that, in the real world, what would you do? You
would think in terms of intervention?
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Mr. CHANDLER. Yes; and I would turn to some sophisticated mon-etarists-and I believe there will be some testifying here today-
who could in detail say how to do that, but I do think that that is
working on curing the symptom rather than the disease.

Senator MOYNIHAN. Yes, sir, but in the real world, that may be
sometimes your only actual option.

The CHAIRMAN. Excuse me. When you said curing the symptom,
did you mean interfering in the exchange rates?

Mr. CHANDLER. Yes.
The CHAIRMAN. All right.
Senator MOYNIHAN. Again, thank you very much, Mr. Chairman.

We have had a lot of persons come before this committee and they
wanted one of two things. Either they wanted quotas, or as one of
them most recently said, they wanted their share of the Japanese
trade deficit. Here is someone who his come to talk about America,
and we thank you for it.

Mr. CHANDLER. Thank you.
The CHAIRMAN. I noticed in your statement that you said you are

a chemist, not an economist. That does not disqualify you from tes-tifying in economics in any way, shape, or form. You are more
qualified than most of the people who come before this committee,
regardless of your academic training and background.

Mr. CHANDLER. Thank you.
The CHAIRMAN. Do you think that-I want to go a little further

than what Senator Moynihan said-if this budget package that we
are considering is adopted-if it is adopted, and that is "iffy"--I
don't know if we have the votes to do it or not-we indeed do lower
the deficit from an ag ate of about $700 or $725 billion over the
next 3 yearsto$400 to $425 billion. At least, it is a step in the
right direction, and if we were to project that out the deficit is
narrow because a good portion of that is achieved by eliminating
S programs. So, your savings compound year after year. If that
budget Package is adopted and if the deficits start moving toward
zero over 6 or 7 years and people who lend money have confidence
that we have enacted the laws to get there, will that in and of
itself be enough to reverse this rather dramatic situation you cur-
rently describe?

Mr. CHANDLER. As we have said, it is a very complex matter, and
it is natural to want to have sim le one-to-one cause and effect un-
derstanding of relationships, andI do not think that applies here.
However, I would believe that a near affirmative answer to your
question would be appropriate.

The CHAIRMAN. Would be what?
Mr. CHANDLER. A near affirmative answer, that in a practical

sense, it isn't reasonable for us to expect this to be corrected over-
night. We would hope that the endless increase in the value of the
dollar would be truncated and that we would see some reversal.
And I think that American business can live with a solution that
over time restores our deficit to something like 2 percent of GNP,
which is a more historically normal relationship, and it would
seem to us that that is a prudent course.

The CHAIRMAN. If I may paraphrase it, what you are saying is
that if it isn't the only step, it is certainly a major step in the right
direction.
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Mr. CHANDLER. Yes.
The CHAIRMAN. What do you think about floating versus fixed

exchange rates? Let's assume we are moving down on our deficit
and we have adopted this budget package. Would you at that stage
leave the exchange rates floating, or do you think we should go
back to some kind of fixed rate?

Mr. CHANDLER. Our feeling is that a purely fixed rate would not
be the way to go. We would not want to return to that. There are
compromise ideas, partially fixed, which could be considered. I
think on balance I would rather see us work on the fundamentals
of deficits and managing trade and making American companies
more competitive and then let the currency markets determine the
value. What we have .today is this unusual demand for capital
coming into this country which does not result in a free market for
the currencies. The competitiveness of American companies is very
key here, and we have twoproblems there. One is we penalize sav-
ings in America. If we could reward savings with our tax structure
and supply a source for credit, and second, we double tax corporate
dollars. We do discourage capital formation, and if we could en-
courage capital formation and encourage savings, American compa-
nies in the multinational world markets would be more competi-
tive.

The CHAIRMAN. I am tempted to ask you whether you think the
Treasury reform bill moves us in the direction of encouraging sav-
ings in capital formation--

Senator MOYNIHAN. Go ahead, Mr. Chairman.
The CHAIRMAN. No, no. That is for another time. [Laughter.]
Does it make any difference if we close the deficit by cutting

spending or increasing taxes?
Mr. CHANDLER. I think it does, yes. I think that cutting spending

is clearly preferred because raising taxes increases the burden on
the productivity sector of the economy.

The CHAIRMAN. If we do nothing, is Kodak going to have to do
the equivalent of indexing its foreign contracts or something like
that to accommodate for tremendous fluctuations in currency.

Mr. CHANDLER. I am not sure we can do that.
The CHAIRMAN. I am not sure you will have to.
Mr. CHANDLER. We do hedge our billings in the currency market,

and essentially in terms of the time lapse between shipment of the
product and the remittances, we are quite effective in hedging that
switch in currencies.

The CHAIRMAN. How do you do that?
Mr. CHINDIER. Buy forward. We buy foreign currencies forward,

and in the last 4 years we have offset potential losses of $112 mil-
lion. In other words, those numbers I have given you would be
about $100 million worse-

The CHAIRMAN. I take it that because of the volatility, you have
got a fair number of personnel devoted to this sole problem of the
exchange rates and how much foreign currency to purchase and
when and where?

Mr. CHANDLER. That is correct. We do.
The CHAIRMAN. Senator Baucus?
Senator BAUCUS. Thank you, Mr. Chairman. Mr. Chandler, my

questions really follow up on the ones asked by my colleagues.

49-032 0 - 85 - 2
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First, I would like to begin by saying how impressed I am with
your testimony that although your company's productivity has in-
creased 13 percent-four times the national average-still the high
U.S. dollar is causing you to lose market share and earnings. I
wonder if you could describe in a little more detail how difficult it
will be for Kodak to regain its market share when the dollar
begins to fall against other countries' currencies? Could you de-
scribe what you would have to go through and what the prospects
are of regaining your market share?

Mr. CHANDLER. There are two aspects of that-the market aspect
and the manufacturing aspect. In the marketplace, as has already
been said by members of the committee, regaining market share is
extremely difficult. It is usually done by foregoing profits and cut-
ting prices in order to reestablish a market position, and that is
done at great sacrifice to earnings.

Senator BAucus. So, that would mean an even further drop in
earnings?

Mr. CHANDLER. Correct. Yes. Now, a really more serious
matter-and long term, because it is a long-term factor-is reestab-
lishing your manufacturing capability. Once a mature industry,
such as the chemical industry, is in the position of shutting down
its plants, I think it is highly unlikely that those plants or plants
like them can ever be rebuilt under our current economic situa-
tion. The return on investment is not attractive enough to justify
putting the money in the plants. What we have now in America
are established manufacturing facilities in which plants are largely
depreciated, and the investment being made currently is t keep
the plants upgraded, and that is a much smaller incremental in-
vestment year by year than building entirely new plants. Now, if
we were to shut down those plants and 5 years later try to start
over, that would be equivalent to starting brand-new factories.
Now, that would not swing.

Senator BAUCUS. Now, I suppose to some degree that leads us to
the cost of capital. Is that correct?

Mr. CHANDLER. Yes.
Senator BAucus. Would you go into that now? Why is return so

low?
Mr. CHANDLER. It is a free marketplace. The competition in the

marketplace-some people like to use the term it is the fact that
we are running below capacity. When factories are running below
capacity, the price tends to pass the benefit onto the consumer, and
I am all for that-I am not trying to criticize that-but it does, in
mature industries reduce the return on investment to a marginal
level so that the poor producers are forced out.

Senator BAUCUS. And why will the plants not be started up
again? Or why will you not be able to build new plants?

Mr. CHANDLER. All right. I took hypothetically a 5-year period. In
that period of time, obsolescence would completely render a 5-year-
old plant as not usable, and it would probably be cheaper to build a
new pant than to try to make up for 5 years of obsolescence, which
would not be there if you stayed in production and put in small
amounts each year to try and maintain them at a competitive edge.

Senator BAucus. Could you in some way sort of rank or assign a
value to various steps. And by the way I was going to make the
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same comment that the chairman made; that as the head of a
major company you are more than qualified to tell us what you
think we should do here. Could you rank reducing the deficit, say
$50 or $60 billion in the each of the next 2 years, changing our tax
laws however necessary to help make the U.S. cost of capital more
competitive, and some kind of intervention in the currency mar-
kets? Which do you think is most important? If you could rank
them and assign weights, it would help us a little bit.

Mr. CHANDLER. I would sequence them exactly as you have, Sena-
tor, in the question. I would put the deficit reduction first. I would
put steps to improve America's competitiveness second, and inter-
vention third. And hypothetically, weighing them, I would tend to
go 60/30/10.

Senator BAUCUS. Now, deficit reduction of $50 to $60 billion each
of the next 2 years has been suggested. Is that about the right
amount do you think or would you go further?

Mr. CHANDLER. That is a long way from my base of knowledge. I
would simply press as hard as we could to *et the maximum reduc-
tion. I really could not judge that quantitatively.

Senator BAUCus. Thank you very much.
Mr. CHANDLER. Thank you.
The CHAIRMAN. Senator Bentsen?
Senator BENTSEN. Mr. Chandler, you are an impressive witness,

and I am glad to hear your comments because you represent a com-
pany that has been out on the edge of technology in your industry,
and it is a growth industry. Having these kinds of concerns and
problems with the disparity of the dollar as compared to other cur-
rencies is of concern to me.

The chairman backed off from a question, but I am not going to
back off because I was thinking about it as he said it.

When I was chairman of the Joint Economic Committee, we
brought out a recommendation to encourage capital formation, sav-
ings, and modernization of the productive capacity of the country.
And what the administration proposed in 1981 went along those
lines, and I voted for it. Now, I am looking at something that seems
to be 180 degrees the other way, and I am having trouble changing
my mind as fast as they seem to have. We are a society that has a
great propensity for consumption, as opposed to Japan. It seems to
me that we have a tax bill proposed to us that is going to further
encourage that, and I don't see the encouragement of capital for-
mation. I see a reversal of the cash flow that was available through
the ACRS for the kinds of incremental modernizations you are
talking about, much less building a new plant. Would you help me
to make up my mind?

Mr. CHANDLER. In my opinion, the most serious challenge the
chief executive of a major corporation has is capital formation. The
generation of cash flow to replace and modernize plants is the key
to the future of the company, and in the past recent years if you
look at what has happened to American corporations, they havemoved in the direction of funding largely by debt-maybe I should
say largely-in large measure by debt and debt financing is bor-
rowing from the future, and while it is better than no capital for-
mation, it is not the best. It seems to me that from America's
worldwide competitiveness as a nation, America gets its money
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back many times over when it is spent on capital formation. That
it is in the interest of this country to form capital because that
first produces jobs to put the capital in place. Second, it produces
jobs to operate the capital, and those jobs generate earnings that
the-the goods that come out of the capital generate earnings at
the corporate level, and to me it is unthinkable to tax the process
that generates capital because that capital pays off this country
two or three times back. And it is a very critical part of the life-
blood of a company.

Senator BENTEN. I think I understand that answer. Thank you
very much.

Mr. CHANDLER. Thank you.
The CHAIRMAN. Senator Long?
Senator LONG. We are looking forward to one, when its full effect

is felt in 1990 that is expected to put $45 billion of additional taxes
on business. Some of the big items are the elimination of the in-
vestment tax credit, the ACRS, and capital gains. And that, of
course, will help finance an 8-percent cut in individual taxes. Is
Lhat going to help with this problem of the deindustrialization of
America?

Mr. CHANDLER. Mr. Long, if it would also perhaps make it attrac-
tive for people to invest in equity in a company and not be taxed
on the dividends, it would be very helpful. I think it also would be
helpful on the face of it without that caviat if the maximum tax
rate for corporations is reduced and if the tax plan is more equita-
ble among companies. At least then, the competition within this
country, which is a different subject from what I was addressing
this morning, the competition within this country is more equitable
due to the tax structure-that would be favorable.

Senator LONG. I am just looking at the figures. There is a $45
billion tax increase on business, and although it is true that the
businesses would get a lower rate, but by the time you get through
adding it all up, business in general is paying $45 billion more.
Now, my impression is that those who are going to benefit most
from that rate cut are people like those in the grocer business, not
necessarily those in the manufacturing industry. Have you ana-
lyzed the President's tax plan to see how you would come out as,
far as the manufacturing business is concerned?

Mr. CHANDLER. Our effective tax rate is close to the statutory
level, I believe, and if hypothetically, the tax rate were lowered to
35 percent, we would benefit as a corporation. Therefore, I think
that you could say that strong profitable, multinational corpora-
tions that are paying at the statutory level on taxes-the upper
limit-are going to benefit.

Senator LONG. Do you think that that would offset the loss of the
investment tax credit and the ACRS?

Mr. CHANDLER. They are close to a wash. Yes.
Senator LONG. Thank you.
The CHAIRMAN. Senator Danforth?
Senator DANPORTH. Mr. Chandler, you are not an economist, I

am not an economist. I don't know what to do about the problem of
the value of the dollar. Let me see if you agree with my hypothesis.
My hypothesis is that something has to be done about it.

Mr. CHANDLER. I agree.
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Senator DANFORTH. That is to say that while we are not clear as
to what the answer is, we all hope that the answer is getting the
budget deficit under control and t hat we will succeed in getting the
budget deficit under control. If that doesn't work, then we are
going to have to find something that does work, but one way or an-
other we have to get the value of the dollar to a reasonable level so
that it doesn't operate as a 25- to 50-percent tariff against Ameri-
can exports and conversely a subsidy for foreign imports. Are we
on the same wavelength?

Mr. CHANDLER. Yes, we are.
Senator DANFORTH. Now, one official of the administration said

privately a week or two ago that the problem of the dollar is taking
care of itself, and he had reference to the fact that the dollar has
been declining over the last few weeks and presumably because of
the savings and loan associations in Ohio, or some other reason.
And he was very relaxed and casual in saying that this is a prob-
lem that is taking care of itself. Do you think that it is taking care
of itself?.

Mr. CHANDLER. No, I do not. I think we have had prior occasions
in which there have been some temporary interruptions in this
upward side, but there has not been anything fundamentally
changed at this point.

Senator DANFORTH. So, the fact that the dollar has been going
down in recent weeks-I mean, we are glad it has, but it is not the
kind of thing that should lead us in the Government to relax our
concern.

Mr. CHANDLER. If the dollar stayed for the rest of this year right
where it was yesterday, our incremental effect in 1985 on earnings
would be at least half what it was in 1984.

Senator DANFORTH. Now, this committee deals with trade policy,
and we have long debates and discussions in! the committee on
what to do about trade policy and how to handle unfair trade prac-
tices of the Japanese and what to do about trade with Mexico and
so on and so forth. Those are very interesting issues, but am I cor-
rect in my thought that even if we had the soundest, the best con-
ceived, and the best operated trade policy, if we don't address the
problem of the value of the dollar, we are simply not going to be
able to compete on international markets? That this is the sine qua
non of fixing the trade problem?

Mr. CHANDLER. I believe that, yes. I used the number of a cumu-
lative 15 percent per year price effect that we have lived with for 4
years in our company, and that means-take a country like West
Germany where we market products that a Japanese manufacturer
can be 50 percent below us in price. An American company really
does not compete effectively in that circumstance. It is a life or
death situation as far as we are concerned.

Senator DANFORTH. Let's suppose that we do get the budget
under control and we are able to reduce it, maybe even below 2
percent-deficit 2 percent of gross national product, and it turns
out that it has a perverse effect. Some people are suggesting that-
that it makes our economy seem even more sound and more of a
safe haven and that the value of the dollar goes up, not down, as a
result of that. Do you think that we should then be considering
other things to do about the value of the dollar?
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Mr. CHANDLER. That is a good point, and I think that that is
reason enough to give serious consideration to the experts on inter-
vention and to have a parallel program under consideration there.
I personally do not know what I would recommend, but I know
there are people that have some good thoughts on that, and they
are sitting in the row behind me.

Senator DANFORTH. Great. I am in total agreement with you that
this is not the time to come forward with some unusual scheme to
redress the problem of the dollar, that the best medicine is the nat-
ural medicine of getting the budget deficit under control, but you
darned well better have your team of experts there in the wings
waiting to suggest whatever the next best approach is.

Mr. CHANDLER. I believe that is right, and it is long term and
short term. In the long term, these fundamentals like reducing the
deficit are the correct direction to go in our opinion. For short term
we may need intervention.

Senator DANFORTH. Thank you, sir.
Mr. CHANDLER. Thank you.
The CHAIRMAN. Senator Grassley?
Senator GRASSLEY. I got in a little bit late, Mr. Chairman, so I

don't know whether I ought to take the time of the committee. I
would like to put a statement in the record and I guess I would like
to emphasize that unless we do something about the budget deficit,
all these other things are going to remain big "if's" and we ought
to get that out of the way as a No. 1 priority. The other thing I
would like to suggest to the committee is that if you read the histo-
ry-and this isn t in my statement, but if you read the history-of
the 1960's when the Williams Committee came on the scene, the
think-tank approach, task forces of Government people, industry
people, and union people, business leaders, and we were going
through some of these very same problems then. And, I think
maybe since we do have a lot of these unknown questions, and we
don't know whether the budget deficit is going to take care of
itself, we ought to think in terms of some high-level approach of
experts on this subject to look at it again so that we aren't 1 or 2
years down the road if we do get the budget deficit under control,
still holding hearings like these facing these questions. And I
would suggest that for consideration on the part of the committee
and particularly the chairman and any of the witnesses that are
here today.

The CHAIRMAN. A point well taken. Are there other questions of
the witness?

[No response]
The CHAIRMAN. If not, Mr. Chandler, let me simply say if you are

at all typical of your profession, I would welcome other chemists to
testify at length. You are an excellent, excellent witness, and your
statement was superb.

Mr. CHANDLER. Thank you, Mr. Chairman.
Senator MOYNIHAN. It is not his profession-it is the weather in

Monroe County. You tend to activities of the mind-there is not
much else to do. [Laughter.]

The CHAIRMAN. Thank you very much for your excellent testimo-
ny.
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Mr. CHANDLER. Thank you. You have been a very gracious com-
mittee. Thank you very much.

The CHAIRMAN. Next, we will take Mr. Robert Roosa from Brown
Brothers Harriman & Co., a man whose reputation and presence is
well known to this committee.

STATEMENT OF ROBERT V. ROOSA, PARTNER, BROWN
BROTHERS, HARRIMAN & CO., NEW YORK, NY

Mr. ROOSA. Thank you very much, Mr. Chairman, for this oppor-
tunity. I was abroad when the invitation arrived, and I got your
permission to submit a statement rather late in the game, and the
full statement is about ready to be typed and will be submitted as
soon as I can get home and have that done tomorrow. Meanwhile, I
have provided an excerpt, and I will summarize that very briefly. I
think we start off with the benefit of an incredibly useful analysis
that has come from the members of this committee, and I don't
have to repeat, except to confirm, my own agreement with the feel-
ing that the floating exchange rate systeir as we now have it, and
the benign neglect the administration up to now has displayed with
respect to it, is leading us on a course implied by your own ques-
tion, Mr. Chairman, that it does actually mean that we can never
achieve the free and open market trading system toward U.S.
policy has actually been directed ever since World War II and for
which the GATT was designed.

We are going backward, more into protectionism, - more into
barter and countertrade, more into the export of jobs. We are get-
ting, as some of you have said, a deindustrialization. We might
even call it the depopulating of the agricultural sector. All of these
are consequences of an overvalued dollar, and to refuse to call it
overvalued is semantics--on the part of this administration. It is
overvalued in relation to any relationship as to the goods prices,
the services prices, the productivity or the performance of coun-
tries that are engaged in trade with this country or around the
world. And the difference has arisen, as several of you have made
so clear, because of the fact that in the well-integrated, highly so-
phisticated capital markets of this modern world, capital move-
ments in response to any whim or change of sentiment can so
dominate the actual going exchange rate that the going rate will be
far different from what the fundamental exchange relationship
among prices would otherwise be. We have developed an enormous
gap, and, therefore, the problem to deal with is how to bring the
actual market rates closer to the purchasing power relationships
which used to dominate before the significance of capital move-
ments was so great.

Now, of course, we have always had some distortion introduced
by capital movements, and that isn't altogether new. It is simply
that the scale is now so great that we have to take a fresh look.
Consequently, I think we first of all have to commit ourselves
again to the fundamental American proposition that we believe in
free and open markets, both for trade and for capital, and, there-
fore, the solution is not capital controls-although I was a trans-
gressor myself. Senator Long will remember when I invented the
interest equalization tax, among other things, and John Leddy
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helped put it through-but I learned my lesson. I don't think cap-
ital controls of that kind, even though the Japanese are now con-
sidering them, are appropriate. Instead, we have to find ways in
which we can exercise or introduce coordinated countermeasures,
and I view that not just as intervention in the foreign exchange
markets, but in a much broader sense. And to that end, I have
made three suggestions.

The first is that the five countries whose currencies represent
the IMF's SDR, the same five who very often meet as the "Group
of Five," should take a further step beyond this casual and infor-
mal contact that occurs among finance ministers and central bank
governors from year to year and become a formally organized
center on exchange rates, under the surveillance of the IMF. The
Center should aim at doing two things: first, continually appraising
the direction of change that would be appropriate to bring the
going exchange rates closer to the fundamental relationships then
existing among these five countries. They account for so much of
world trade and they represent so much of the foreign exchange ac-
tivity of the world that the worldwide influence would be great if
we got these five coordinating their efforts on the basis of the
frank appraisal of what direction or what zone is appropriate in
getting exchange rates back toward the fundamentals in the under-
ying price and performance relations among these major coun-
tries. After that, second, they have to concert an action program,
and a major part of that action program today would start, of
course, with getting the U.S. deficit down. But I don't agree with
the implication that some have given here that getting the deficit
down is enough. As a matter of fact, it is a good first step. There is
a second step which I would introduce immediately, and Scott
Pardee will tell you all about it, and that is for the United States
to begin purchasing very heavy amounts of the major foreign cur-
rencies in this Voup. Not only will that help edge the dollar down,
but it will provide the Government with a sufficient reserve supply
of currency so that in the event things turn around and the dollar
begins to plummet, you do have an available reserve of currencies
to use to cushion the decline. That, Mr. Chairman, is the essence of
what I want to propose, and I will be glad to discuss it as opportu-
nity affords with the questions that arise in your minds.

[Mr. Roosa's prepared statement follows:]
PREPARED STATEMENT OF ROBERT V. ROOM, PARTNM, BROWN BRoTHzRS HARRIMAN

& Co.

STABILIZING THE EXCHANGE OF LEADING CURRENCIES

Mr. Chairman, it is again a privilege to appear before this Committee. Your invi.
tation comes as a nice coincidence. For only two weeks ago, Secretary Baker in the
spirit of a new Treasury team taking a fresh look at the world's trading and mone-
tary system, was in Paris indicating a readiness to probe for further promising lines
of international cooperation. And exactly twenty-four years ago this same month, in
the same city and at the same organization,-I was in Paris as Under Secretary for
Monetary Affairs in a new Treasury team, making similar suggestions in the con-
text of those times.

To be sure, the times have certahily changed, but the fundamental aims remain
the same-to maintain conditions for the world system as a whole in which trade
and payments among countries will normally reflect the prices, productivity, and
performance of each, in which incipient individual deviations from the norm become
self-correcting, and in which (as a result) growth with stability will be promoted ev-
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errwhere. Your statement in calling these hearings, Mr. Chairman, succinctly iden-
tifies the impairment of those aims today, as manifested most glaringly in the mam-
moth U.S. deficits on trade and current account, and in the paradoxically high
value of the dollar against other leading currencies. Indeed, the logic of all past ex-
perience with the "adjustment process' has been turned around. Determination of
the dollar's exchange rate with other currencies has for the past several years been
detached from the fundamentals.

If purchasing power parity, and the relative performance of individual economies
were still paramount determinants, the D-mark/dollar exchan rate would surely
be closer to two than to three; the yen/dollar, closer to 200 tan to 250- and the
pound sterling, closer to $1.75 than to $1.25. Nor would there be such wide oscilla-
tions among these rates which have sometimes approached 10 percent within a
single week.

In my own view, this "same floating exchange rate system can, with appropriate
U.S. involvement alongside other leading countries in exerting direct concern over
these exchange rates, become a reliable payments environment capable of sunport-
ing a viable international trading system. That is why l was delighted while in
Europe to read of Secretary Baker's offer to host a meeting to consider improve-
ments in the working of the world monetary system, and I heartily endorse his sug-
gestions that that focus should be on the convergence of economic policies, on assur-
ing exchange rate stability and on the need for fuller IMF surveillance of the coun-
tries' economic performance (Financial Times, April 13, p.1). Before briefly mention-
ing my three principal suggestions for innovation in the U.S. participation in the
international monetary system, I should note my own conviction that the floating
system as it now operates will make survival of the GATI concept impossible.
Indeed, intensifying uncertainties and erratic behavior of exchange rates will drive
more and more trade into mercantilist patterns.

With respect to the monetary system, my first suggestion is for a modest forward
step in organized relations among the leading countries. My second concerns the
methodology and content of a new action program. My third concerns the orienta-
tion of U.S. economic policy, within the framework of the two preceding proposals.

(1) Organized relations among the leading countries.-The five countries whose
currencies determine the value of the IMF's countries whose currencies determine
the value of the IMF's Special Drawing Rights must collectively take their interna-
tional obligations more seriously, and work more closely together, if there is to be
reasonable hope for meaningful stabilization among their exchange rates and thus
for most other currencies. This does not simply mean reaching agreement on coordi-
nated central bank intervention in the foreign exchange markets. Much as that is to
be desired, it would fall far short of the real objectives unless intervention, when
and if appropriate, were reinforced by synchronized action in the domestic monetary
and fiscal policies of each country. And in markets often dominated by capital flows,
even reinforcement through putting each domestic house in order would not be
enough; it must be supplemented by action influencing capital flows. For until the
exchange rates resulting from capital transactions can come close to the underlying
relations among the prices and performance of the five countries, distortions as gro-
tesque as those of 1984 and today will still occur.

This does not mean direct control of any kind over capital movements. Instead
opportunities must be found to rely on the forces of the market-through interest
rates, or through governmental borrowing of other currencies, or governmental pur-
chasing of other currencies-to bring about countermovements that may offset cap-
ital flows which would otherwise pull the prevailing exchange rates away from the
underlying real relationships.

(2) Defining the benchmarks for alternative action p.rmm -Whether labeled as
"target zones' or "equilibrating range", or an equalizingn range", or an "optimal
range", or merely as a "frame of reference"--some identifying guideline is needed
to give an understandable focus to any negotiations that aim for stability in the ex-
change rates among the leading countries. The real-purpope, of negotiations? which
begin by agreeing on the "zone" or "direction of change" that is suitable torthe
exchange rates among the key currencies, is to use the negotiations concerning ap-
propriate corrective action a usable benchmark. Once there is agreement that
market rates should be heading toward some range or zone in which they would
more nearly balance the underlying price and performance relations among the key
countries, then the operational negotiation can really begin. The negotiators will
have to agree on appraising the forces that produce the existing disjunction or gap
between the going market rates and the real rates underreeath, and then proceed to
consider the actions which each participating country could take to help reduce that
gap. The negotiation will involve appraising the comparative degrees of sacrifice or
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compromise to be accommodated in making reasonable tradeoffs as to monetary
policy, fiscal policy, or the purchase or borrowing of each other's currencies.An established consultative framework in which the exchange rates, and influ-
ences bearing upon them, were under frequent periodic review, would have two
kinds of advantages. One would be to crystalize recognition of those influences of
greatest significance for moving all five economies toward a harmonized conver-
gence. The other would be that such continuous appraisal would preclude any fixa-
tion on rigid conditions or formulae so that there would be enough "flex" in the
exchange rates to accommodate significant changes in comparative advanttte
among the five economies. All aspects of this new approach should be developed in
conjunction with the management of the International Monetary Fund and remain
continually under IMF surveillance.

(3) The orientation of U.S. economic policy.-I have just returned from extensive
travels and contacts in Europe with two arresting views. One is that much -f the
financial world is literally holding its breath. Trade and current account deficits of
our size, it is said, are so abnormal by any standard that they simply must end soon
and possibly with that ending will come a plummetkvg downward of the dollar. The
second clear impression, as stated pungently by an official of the European Econom-
ic Community, is that Europe is ready and eager to participate in any proposal for
joint corrective or defensive action that the U.S. may propose. He did add that we
should not count on Europe unless Japan also joins in any cooperative effort; but a
former senior Japanese official who overheard the comment assured me that Japan
was at least as ready as Europe to join in a mutual effort. The time is clearly ripe
for the new Treasury team to take the lead-a lead in cooperation, not domination.

As a first effective demonstration of a new U.S. commitment to help reduce the
instability of the floating rate system, the Treasury should authorize the Federal
Reserve to expand the government's holdings of foreign currencies. The total could
well rise from the present $8 billion (equivalent) to $50 billion (equivalent) or more
through steady purchasing in the market, thereby gradually easing the dollar ex-
change rate down. Any unwanted side effects on the U.S. money supply could read-
ily be sterilized through techniques as old as the Tripartite Monetary Agreement of
1937. And the announced intention gradually to acquire DM, yen, or other leading
currencies, could help strengthen those currencies by offsetting any current inflows
from those currencies into the dollar.

To be sure, the effect of expectations could be to make foreign holders of dollars
wary. But to counter the risk of any sudden run out of dollars, the Fedeinl Resere
would have its newly acquired holdings to use to staunch a run. Moreover, it would
also have access to $25 billion (equivalent) or more through drawings on the existing
swap lines.

There is still more than the U.S. can do in other sectors of vulnerability for the
international monetary system. As Secretary Shultz said so clearly at Princeton a
few days ago, decisive action to reduce our own domestic deficit-could lead to fur-
ther declines in our own interest rates. Lessening the spread of our interest rates
above others may further reduce capital inflows, and perhaps even spur a revival of
some capital outflows from the United States. Any move toward more realistic
dollar rates can surely help turn the pattern of our external deficits in a more fa-
vorable direction.

Lower dollar interest rates could help, too, by reducing the debt burden of many
of the developing countries. There could be further help for the Latin American
countries, most of whom peg their currencies on the dollar and have thus been
crowded out of some U.S. markets by competitors from Europe or Japan whose cur-
rencies and prices have gained so much competitively from the overvalued dollar.

Perhaps I should be so daring as to suggest that the U.S. has its foreign policy
priorities wrong in this hemisphere. Nicaragua may be an important token for re-
sistance to potential Communist infiltration. But Brazil or Argentina or Mexico, or
a dozen other countries in this hemisphere are still precariously balanced as to their
survival as free enterprise economies. They need much more explicit U.S. support.
Our trbde policies and- our participation and contribution to the IMF and IBRD
need an orientation centered on the study revival of genuine private enterprise
economies throughout this hemisphere.

So even in advance of Secretary Baker's meeting, but as an earnest of the inten-
tion to move the U.S. back to the center of the concern shared for so loag by our
allies, there is scope for decisive action. Noze of the exchange rate rigidities of the
old gold standard can ever be revived as the route back toward stability; the moving
parts of the world economy are too diverse for that now. We will have to live with
floating rates. But such rates can, by reflectin the fundamentals of the real market
forces in the prices and productivity of each leading country, be managed discreetly
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and jointly in the common interest of the world economy. I hope the Committee will
urge the Treasury to embark on such a course.

The CHAIRMAN. Senator Heinz?
Senator HEINZ. Mr. Chairman, thank you. Mr. Roosa, you sug-

gest that the G-5 basically use their trade relationships and bal-
ances as a method of trying to figure out what is the right value of
the dollar-and the other currencies. Is that practical, taking into
account capital flows, not just trade flows?

Mr. RoOSA. Yes, I think it is practical. As a matter of fact, in
their own discussions, and of course, I don't pit in on them now, but
this goes back even to my day, these questions are discussed, and
there is no question on the part of any of the four-exempting our
own Treasury-that the dollar is overvalued because of the impact
of capital flows and that, therefore, first of all a directional change
in exchange rates is appropriate. Whether or not they would ever
agree on how far it should go, all would agree that something
ought to start and ought to keep moving from the level we have
now reached, even with the current modest decline.

And then second, when it comes to implementing this, there are
various things that can be done. Now, I have talked with Prime
Minister Nakasone about this. And there are two ways of doing it..
I mentioned that on the one side we buy foreign currencies. On the
other side, they can borrow dollars and then use them to buy yen.
They have done it once for $100 million. They now have the au-
thority through their own Diet to do this on a larger scale.- They
haven t done it because it is futile to do it unless it is part of a co-
ordinated program and unless it is something in which all five of
the major countries agree they are pursuing the appropriate
course. Now, as far as this is concerned, you are saying: Is it practi-
cal? Of course, in anything that involves international agreement,
there is going to be all kinds bf slippage. The important thing is to
get a momentum going.

Senator HEINZ. You mention, and it is most encouraging that
you do so, that Japan would be willing to participate in some kind
of corrective or defensive action here.

Mr. RoOSA. Yes.
Senator HEINZ. Would you say that over the last 2 to 3 years

that Japan has made every effort to internationalize their curren-
cy, theyen, or have they been somewhat reluctant to do so?

Mr. ROSSA. They have been slow, but it is a very odd paradox,
that in responding mainly to our pressure, but partly from that in
Europe, in 1982 they decided that they would begin to unfreeze the
constraints of their own market on the export of capital. Now, the
odd result of that is that in 1983 they had such a large outflow of
capital that, of course, it reduced the value of the yen. It kept driv-
ing it down. In 1984, the export of capital was even larger, roughly,
the overall figure net is something like $35 to $37 billion equiva-
lent. And that is a major factor.

Senator HEINZ. Should we be surprised about that?
Mr. RoosA. No.
Senator HEINZ. I don't mean we should be surprised when a

country that has large trade surpluses exports capital. That is
almost inevitable.

Mr. RoOsA. Absolutely.
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Senator HEiNz. Those kinds of relationships can only be changed
over time.

Mr. ROOSA. Oh, yes.
Senator HEiNZ. men direct investment takes place in the Japa-

nese economy, it changes, to a certain extent, the structure of their
economy. Let me just ask you this because my time is about toexpire. You have suggested a hedging of currencies in effect. Is
there some wny of guarding against some of the side effects of our
purchases and holding of these various currencies? Are there any
methods of sterilizing them?

Mr. RooSA. Oh, yes, indeed. I cut my teeth on that in the tripar-
tite monetary agreement of 1937, and I only joined the Federal Re-
serve Bank after that was being unwound, but the technique is
there and it can be done.

Senator HFJNZ. Last question. Has the dollar's value peaked and/
or has it bottomed?

Mr. ROOSA. I have made this mistake before, so I had better be
careful. I hope that it has peaked and that the present oscillation is
something that may be eventually succeeded by further decline,
but I think it is a continuous judgment that occurs in the market-
place itself., I recognize the point made earlier that it is possible if
we do get a major reduction in our own domestic budget deficit,
and it is on a trajectory that looks as though we are genuinely
going further and further down, this may so reenthuse the foreign
investor-he may think, by golly, the United States is -finally back
on a sound track-that it may move us in the other direction, and
capital may begin to flow in again. So, I don't rule out that possi-
bility, but then I say we must be dealing with the capital flows.
And there are ways in which, through coordinated action, that can
be done.
" Senator HEJNZ. Thank you.

The CHAIRMAN. Senator Moynihan?
Senator MOYNIHAN. Mr. Secretary, I want to ask you about that

tripartite monetary agreement of 1937. That is durability, sir.
Could you tell us more about the proposal to increase the Federal
Reserve's holdings of foreign currency from $8 billion to $50 bil-
lion? How do you do that? And may I say, in that context, are you
thinking here not just of the question of the dollar going up, but
the possibility of the dollar collapsing?

Mr. ROOSA. Oh, yes. Covering both sides.
Senator MOYNIHAN. Yes.
Mr. ROOSA. The initial effect of announcing a program without

indicating day by day how much you are spending, of using Federal
Reserve funds to buy foreign currencies, it is just the same thing
we do in using the swap line except that you buy them outright
instead of having a temporary cross-holding of currencies. And it is
possible that the counterpart of that would create more dollar li-
quidity inside this market than is consistent with Federal Reserve
policy, and the normal way of sterilizing or neutralizing that is
through offsetting domestic open market operations, which is some-
thing that the trading desk of the Fed of New York is equipped to
do. I established the system for following., that in 1953, and they
still use the same measures and the sanle way of being able to
guage and offset is there for use any day.
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Now, in terms of the total amount, the stabilization fund isn't
big enough. It isn't likely to swell enough so that the Treasury
could hold a large part of this. It has to be a Federal Reserve hold-
ing. Nonetheless, the use of any such balances under our laws and
Constitution can be exercised by the Fed only with the Treasury's
permission, or with the Treasury's guidance. So, it becomes a genu-
ine Government operation. And as far as the other side of this is
concerned, we could get to a point where the dollar begins-or
gives evidence of beginning to plummet-an actual run develops
because that breaking point has been reached with the rest of the
world knowing, as several of you have mentioned, that this is an
intolerable situation, that it simply cannot go on forever, and even-
tually you reach the breaking point and money begins to run and
runs to D-mark or the Swiss franc or the yen or even French franc
or sterling. In that event, then having a substantial reserve stock-
pile makes it possible to feed that back into the market, and of
course-this is only incidental-you make a lot of money on that.
The swing in the currency-we used to do that when I was in the
Treasury. We built up the stabilization fund that way, but that
wasn't the purpose, but it just happened to be a nice byproduct.

Senator MOYNIHAN. Is this something that we must do by legisla-
tion or is this something where a decision can be made between the
Treasury and the Federal Reserve?

Mr. ROOSA. Treasury can make that decision
Senator MOYNIHAN. Thank you very much.
The CHAIRMAN. Senator Baucus?
Senator BAucus. Thank you, Mr. Chairman. Mr. Roosa, as I un-

derstand your basic point, it is that the dollar's value has not
become detached from basic fundamentals. You state that some co-
ordinated intervention by the five major countries would somehow
help here. I am still unclear about something. That is, why do you
think capital flows become so independent of trade flows?

Mr. RoosA. First of all, there is always in a world where there
are opportunities for the free movement of capital opportunities to
take a speculative run when you see a situation that you think is
going to improve. If the currency seems to have been rising, there
will be some marginal-oh, it is much more fundamental than
that. This is only the beginning, but what fundamentally has hap-
pened is-well, there are actually at least five reasons for the flow,
but the condition that enables it is that under the inspiration of
very creative banking practice in American leading banks and
those abroad, the international capital markets around the world
now for at least the last 4 or 5 years have become so much more
efficient in the capability of handling enormous volumes of--

Senator BAUCUS. But why has that greater efficiency resulted in
an overvalued U.S. dollar?

Mr. ROOSA. Because in this period five factors were at work. One
we have already mentioned-the big interest spread, and we know
that interest rates have been--

Senator BAUCus. There seems to be agreement on that. Number
one is the interest spread.

Mr. ROOSA. And that is partly related to our big Government def-
icit. No. 2 is the usual safe haven consideration, that with the
world in turmoil there are people who just feel this is a safer place
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to be. A third is the attraction of the American business perform-
ance as it emerged following the recession of 1981-82, which also
became a significant attraction. A fourth is simply that, because
the dollar in a world where trade has begun to improve where the
dollar is the major vehicle currency for the conducting of trade, it
becomes useful to begin accumulating dollars, dollar balances, the
earnings on dollars, simply as part of the working capital for fi-
nancing a growing volume of trade. And then, the fifth is the spec-
ulation that I mentioned.

Senator BAUcus. All right. Now as to the fourth, it would seem
to me that once businesses and nations has accumulated enough
dollars for the transaction of trade, then inevitably currency values
would start more accurately to reflect fundamentals so that should
take care of itself.

Mr. RoosA. Yes. That should help.
Senator BAUCUS. That part should self-correct. What I hear you

saying is that the basic solution, therefore, is the more fundamen-
tal one that Mr. Chandler suggested: reducing the deficit and get-
ting interest rates-real rates-down. We hope we will always have
a safe haven here, though.

Mr. RoOSA. Yes, yes.
Senator BAucus. We don't want to do much about that.
Mr. ROOSA. We certainly don't.
Senator BAUCUS. So, of the five causes that you listed, the only

one that we can attack it seems to me. is--high interest-rates,
through reducing the deficit. But you seem to be saying in addition
that we need some coordinated action by the five major countries.

Mr. RoosA. Yes, because given the almost quiveringly sensitive
movement of funds in the international markets now, as long as
the United States from time to time has these unique attractions,
there will be flows here, but don't misunderstand me-3 or 4 years
from now the flows may be the other way. Remember 1978, the
dollar was weak. And that can happen again. I am just saying that
in this world of floating rates, we really will benefit-the whole
world will benefit-if there can be a more coordinated approach
taken by the five responsible countries.

Senator BAucus. I have some trouble imagining successful use of
the coordinated approach because in times of nationalism it is diffi-
cult for individual countries to think in the longer term of the
world's best interest. That is, they think in the short term. A
system of fixed exchange rates would force governments to impose
the necessary fiscal and monetary discipline to keep the country's
economic house in order. Governments don't like fixed rates
cause the system tends to require a discipline which governments
prefer to avoid.

Mr. RoosA. Surely.
Senator BAUCUS. That is one reason we have this problem. Gov-

ernments like to go onto flexible rates, because such a system
masks underlying problems when different countries in different
parts of the world have different economic policies. Add to that the
free flow of capital-and capital goes to those countries where
there is a better rate of return-and the situation is magnified. I
think we are living nov, on borrowed time in the United States
with these big budget deficits.



43

Mr. RoosA. Sure. ,
Senator BAUCUS. So, I am just wondering if it might make some

sense to go back, if not to fixed rates, to something closer to fixed
rates than today.

Mr. RoosA. You see, that should be the end result of the ap-
proach that I am suggesting.

Yes, as these five, or it may well start out with only three for
that matter-the Japanese, Germans, and the United States. As
long as they recognize in each case, this isn't just altruism. This is
to protect each country's position--

Senator BAUCUS. I appreciate that, and I agree with you. My
time is up. I just don't know how much confidence I have in other
countries. Thank you.

Mr. RoosA. Right. Thank you.
The Chairman. Senator Long? I apologize, Russell, Lloyd is next,

I'm sorry. Senator Bentsen?
Senator BEWMrsEN. Mr. Roosa, I will go ahead because I want to

further explore what Senator Baucus was talking about. You have
capital flows now that are estimated all the way from $30 trillion
to $50 trillion through the financial markets, which dwarf the
trade flows that are estimated at around $2 trillion. That means
currency transactions are maybe 20 or 25 times as much as goods
transactions worldwide. Prior to World War II, you saw floating
rates somewhat discredited because of the very nature of the fluc-
tuations in rates, and you also had substantial capital flows. Today
you are seeing a situation of this rising protectionism at about the
same time as these currency and trade distortions. Certainly, I
agree that we don't want to go back to the excessive rigidity of
Bretton Woods, but we certainly want to get away from the exces-
sive gyrations that we see today.

Mr. ROOSA. Absolutely. Yes.
Senator BENTSEN. And you made a recommendation. I would like

to give my time to you to further explore the feasibility of these
countries working in concert to accomplish a reduction of these gy-
rations. So, would you further elaborate your views?

Mr. ROOSA. Yes. Of course, the proof will be in the testing, but in
my view, the urge is evident in the way in which they, at all the
summits of all seven countries, repeat every year their commit-
ment to getting a convergence of economic policy, but nobody
really does anything about it. What we need is something that is
more formally and regularly organized in which the subject is how
do each of these three or five participating countries begin criti-
cism and consultation among themselves to determine what are the
major courses of action which can lead to this convergence. And
what that is going to mean, of course, is the first time they sit
down they are going to tell us to cut the U.S. deficit, but let's hope
that can already be underway. But then, beyond that--

Senator BENTSEN. Would you repeat that?
Mr. ROOSA. I said the first time the group were to sit down if one

of the conclusions would be that a source of the imbalance comes
from the U.S. domestic deficit, and therefore, one of the conclusions
of such a negotiation would be that first of all the dollar is too
high. The other rates should begin to come up, the dollar should
come down, or the direction it should be in. But one step is the U.S.
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deficit should come down. This, of course, they say now, but it
doesn't have the same force or effect-certainly not on our own
Treasury-unless we are already in a much more systematic and
sustained relationship which has the sort of further validation that
it is known to the world that this is where the key countries are
accepting their own responsibility at the same time advantaging
themselves in the only way that is possible because we can't go
back to a fixed rate system.

I have used-I guess I was the first to invent,-a phrase that
everybody treats derisively-target zones. I started that in Japan
over 10 years ago. Now, the trouble is that people think that target
zones only mean intervention by central banks at the margi. That
is a useful thing, but that is not enough. My concept is if you can
get agreement on what the target zone is, start with what the di-
rection of change ought to be, then eventually what the zone is,
this becomes a discipline that Senator Baucus was mentioning that
at least has some relationship to what we used to get from the dis-
cipline of the gold standard. It will signal to the participating coun-
tries what are the major domestic policy moves that they ought to
be considering in order to make the system and themselves, for the
longer term, enjoy the benefit of a more nearly stable exchange
rate system. Now, the second thing, apart from this, there will be
the occasion for what Chairman Volcker has called coordinated
market intervention, and that, too, we have a swap line we can
draw currencies for, but if we have a big stockpile of currencies
that makes it even easier, we can then have intervention. And you
will hear from Scott Pardee and others who have real trading expe-
rience that it is possible to smooth out these 5- and 10-percent wild
gyrations that now also add to the uncertainty in ways that I think
impair the growth of trade, for us and for others.

The Chairman. Senator Long?.
Senator LONG. I gain the impression that you did not feel that a

reduction of the deficit-and that is all we can hope to do in the
foreseeable future-is going to solve this problem of the overvalued
dollar. It may help some, but there is a lot more to it than that,
and even if we reduce the Federal budget deficit by $50 billion, the
dollar will still be a very severe problem.

Mr. RoosA. Yes. Yes.
Senator LONG. Now, I happen to think that that is a safe predic-

tion. I think that you are correct in that, in terms of what we can
hope to do. Let me just tell you from what I hear from talking to
Democrats and Republicans and seeing what I think we can do, if
we do not have a tax increase, we are not going to get this deficit
down by any $50 billion. And even that $50 billion figure is predi-
cated on assuming that this expanding economy keeps going the
way it has been going, and that, Mr. Roosa, is not a safe assump-
tion, and you know it just as well as I do.

Mr. ROOSA. I do, yes.
Senator LONG. As a matter of fact, we don't see any real relief in

view of a meaningful nature that people like our friend from
Kodak here-Mr. Chandler-who testified about the problem his
company sees. Now, we obviously need to work for something dif-
ferent than we have here, and I regret to say that usually the Con-
gress doesn't act until something gets desperate. It has got to get
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horrible to get bad enough so that Congress as a whole will say, my
goodness, something has got to happen-let's get going. Where can
we turn for leadership? Who has some answers? Let's try to do
something. I see you are nodding-you agree with that. That is
how it was when you were in Government.

Mr. RoosA. Sure. Oh, yes.
Senator LONG. Just the fact that it was bad wouldn't get the Con-

gress to act. It would have to get horrible. And at that point, they
would say something must happen-let's do something. So, we fi-
nally get together and move with something to try to solve the
problem.

Mr. RoosA. Sure.
Senator LONG. Now, what were the five countries that you think

might be able to control this situation of these exchange rates? The
United States, Japan, and who else?

Mr. RoosA. Germany.
Senator LoNG. Germany, and the U.K. and who else?
Mr. RoOSA. The U.K. and France.
Senator LONG. All right.
Mr. ROOsA. The likelihood of France coming in is not as great.

The U.K. is also marginal. The other three, I think-or the other
two-I am reasonably sure.

Senator LONG. Now, it seems to me that these countries are
learning to like this situation. At first, they thought that it wasn't
a good deal for them, but the more they see us closing down our
plants and them expanding to take up the slack, the mote they like
it. I hear from the steel people, for example, that they had mills
over in France or in Norway that were not efficient compared to
ours, but now those plants are being expanded and reopened while
ours are being shut down over here. So, those people are getting to
like this thing, and the more Americans move their investments
overseas, the more those foreign countries will like this trend.
Now, I just have the impression that if we are going to achieve an
agreement that is to our advantage, the United States is going to
have to lead off with some kind of rather drastic step to get every-
body's attention and to compel them to work with us. You will
recall that when John Connally was the Secretary of Treasury he
started out announcing a 10-percent surcharge and then tried to
work to negotiate from there. Does it occur to you that there might
be a need to do something of that sort to try to get the situation
under control?

Mr. RooSA. Yes, and as you know, the President has the author-
ity right now to do that, and he can impose that import duty-the
same 10 percent. I have talked to President Ford about that just
within the last few weeks, and he reminded me that, of course, he
had done it. So, this is certainly a bargaining instrument to use.
Now, I hope that it doesn't have to be imposed, but if anybody
needs a club in the closet, this is an effective one.

Senator LONG. I have tried to talk to businessmen who are look-
ing at the problem. I find myself asking how long can we keep this
up? By the time this year is out, we are going to be the biggest
debtor in the world. We are even a bigger debtor than Brazil is,
isn't that right?

Mr. ROosA. Absolutely. Yes.
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Senator LONG. Give it 5 years, and we will be a bigger debtor
than all the rest of the world put together.

Mr. RoosA. We surely *illf Yes.
Senator LONG. Now, I don't know how long we can go with that

kind of thing before the whole house of cards falls in. It seems to
me that the answer should be that I don't want to find out. [Laugh-
ter.]

I assume that you are thinking somewhat in those terms your-
self, Mr. Roosa.

Mr. RoosA. Yes, yes.
Senator LONG. I hope that you will continue to give us your

advice and some others will because somebody is going to have to
come up with some ideas, and I don't see them coming from the
administration, I regret to say.

Mr. RoosA. I hope there is a chance, based now on the opening
indications that our new Secretary has given, as they realize that
they are not really near the edge of a cliff and therefore they had
better do something or else. And as that comes through to them
and they know that it is not just the domestic budget deficit that
has to be dealt with, I think something may come out of this pro-
posal for a new monetary conference, and I hope that the results-
by the way, I think that the chairman's formulation of questions
for this hearing are about the best I have ever seen. It is a succinct
sorting out of what the real issues are, and I think as you acquire a
record here in the next couple of days and if the new people at the
Treasury will sit down and really think about it, they will find
some seeds in here that are worth planting.

Senator LONG. Thank you so much.
The CHAIRMAN. Senator Danforth?
Senator DANFORTH. Mr. Roosa, I regret that I was not in the

room during your testimony. I was unfortunately called out. I have
read your testimony and listened to your answers, your responses
that were put to the questions that were put to you. I really think
you have made a major contribution to our thinking in this area.
You have one sentence in your statement, one clause in your state-
ment, which I think deserves repeating. You say: "I shou d note my
own conviction that the floating system as it now operates will
make survival of the GATT concept impossible." That cannot be
more strong.

Mr. RoosA. No. I intended it to be strong.
Senator DANFORTH. You are not saying that this is just one of a

number of problems in a difficult trade situation. You are saying
that GATT cannot be made to work as it was intended to work
unless the problem of the dollar is somehow solved.

Mr. RoosA. Yes. Yes. I am currently chairing a group, and I just
got this started about 4 or 5 months ago, to put together everything
I can on this whole question of countertrade, the way in which that
has had to develop under the pressure of the overvalued dollar. Of
course, it started in Eastern Europe because totalitarian countries
use it, but now it really is growing. And this, if anything, is the
clearest challenge to the GAIT system that has emerged, and the
fact that it has been spreading in the last 4 or 5 years is itself a
very ominous warning.



47

Senator DANFORTH. Now, other than the three specific sugges-
tions that you made, which I think are. very helpful, the second
thing that strikes me about your testimony is that we shouldn't be
waiting. Is that correct?

Mr. RtooA. Yes, it is.
Senator DANFORTH. The thought was let's see if we can get the

budget under control and hopefully someday we will pass the
budget resolution-maybe, maybe not-and the battle of the budget
will go on and maybe that will have an effect on the value of the
dollar, but your view is that while we should certainly proceed
with the budget, we should 4egin forthwith to deal with-or to find
other methods such as your intervention method of dealing withthe problem.Mr. ROMA. Yes. Yes. That is exactly what I feel and would urge.

Senator DANFORTH. And when somebody in the administration
said, as he did, within the last week or so, the problem of the dollar
is taking care of itself, you would simply disagree with that.

Mr. RoosA. I do. Yes.
Senator DANFORTH. I don't know of any other question to ask you

at this point, Mr. Roosa, other than to compliment you on your tes-
timony and to say that I think you have certainly focused our at-
tention on this serious problem. Do you have anything else that
you would like to add?

Mr. RoosA. I would just add that on this notion of the dollar
taking care of itself, it is possible that something may happen-and
you can conjure up various trigger points to make it occur. When
the dollar takes care of itself by actually plummeting because con-
ditions of the whole state of world psychology becomes so upset and
disturbed-if we have a wave now of 100 more bank failures in the
agricultural sector or even if one of the ma)or international banks
were to go to the wall-that kind of thing can then generate
enough of the reverse psychology to begin a run against the dollar,
and in that situation it is not just correcting itself-it is going to go
to another extreme. It pulls it so far the other way that we are just
being battered from one side or the other.

Senator DANFORTH. And the mechanism you suggested would
protect against that as well.

Mr. ROOSA. That is the thought.
Senator DANFORTH. Not just the overvaluation but--
Mr. RoOSA. That is the thought.
Senator DANFORTH. Yes. Thank you, sir.
The CHAIRMAN. Senator Wallop?
Senator WALLOP. Thank you, Mr. Chairman. Mr. Roosa, let me

just toss out a question because I can't come to grips with the
answer, but if dollar flows are indeed detached from trade flows, is
it possible that ve lost the means to measure trade from the early
days of this century, where it was all barrels of wheat and pairs of
shoes and automobiles? It beems to me if capital flow is 15 to 20
times the trade flow, can't we assume that there is something we
are not measuring? Can all the rest of that be speculation, or is
there some intellectual transfer, or something else that is taking
place that is not in the traditional measurements?

Mr. ROOSA. I wouldn't say that we have lost the capacity to
measure. I think it is important to realize that these very large fig-
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ures for capital flows represent what are fundamentally paper
transactions. A large part of them will never represent an actual
transfer of those funds. When the contract expires, the marginal
difference is settled. Those contracts disappear. Some new con-
tracts are written. So, the actual transfer of physical bank deposits
or other tangible evidences of currency and exchange is much
smaller than the calculated totals of these transactions, the trans-
actions just in a day in the Chicago Mercantile Exchange you
know, swamp out the daily figures for world trade. So, it is clear
that we are talking about two different kinds of measurement, two
different sorts of calculations, but it is also true that in these now
highly sophisticated capital markets with' money able to move so
quickly and on very small margins, and when the predominant
drift recently has been toward the United States that you will de-
velop inevitably exchange rates which are out of line with what
anybody would try to calculate as, you know, this is a fuzzy con-
cept, but to try to get to what we used to call purchasing power
parity. I have done it. I thin! everybody who will testify here has
done it, and you will come up with slightly different figures, but I
did at least put my neck out-not very far-in the statement. It is
in my full statement, and I think it is in the one that I excerpted.
But at least everybody knows that capital movements have now
given us a D-mark rate of 3 to the dollar, and we know that the
actual goods-to-goods ratio is a lot closer to 2 than to 3.

Senator WALLOP. I recognize that but something is driving people
besides curiosity to make these transactions, and I am just wonder-
ing if there isn't something that we are not measuring that is a
legitimate measure because purchasing power parity in a world
like this doesn't have a hell of a lot of relevance to some sectors of
the economy.

Mr. RoosA. No, certainly not. And of course, we have had debates
in the profession since the beginning of the century, anyway, as to
how to measu e it and what is relevant in the measurement, but
the concept nonetheless has a basic meaning and that is why I indi-
cate-and it is my own suggestion-that we can't try to pick pre-
cise rates as aiming points. Talk more in terms of zones of reason-
ableness that would bear some close relation to the price compari-
sons.

Senator WALLOP. To finish, let me ask two questions. The first is
how $50 billion in foreign reserves would have any effect on $20
trillion worth of capita) flows? And the second one would be if that
is a valid measure, what would happen if we measured the trade
deficit between Kansas City and New York?

Mr. RoOSA. Those are two nice questions, but the first is that if
that magnitude seems small, the important thing is the evidence
that this is going to be done. The participants in the market don't
know how much is going to be there every day. They know that it
may be going on. This has the effect then of swinging those per-
formers in the market who have been going for the most part all
one way, swinging them in parallel with the direction that the in-
tended U.S. purchases are going. And in that sense, it makes per-
fectly good sense from a profit point of view. They will get in today
on a ride up in the yen or the D-mark, which is clearly promised by
the fact that the U.S. Government itself will be buying more of
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them. So, you will get the market itself reinforcing what the offi-
cials do, and the magnitude, therefore, can be much greater.

Now, as to the balance of payments among parts of the country,
of course, this has challenged the economic analysts forever. And it
is partly affected, as perhaps your question implies, by differing
conditions in the productive plant or productive capability. New
England has been high, been down, gone back up again, and these
changes are the sorts of changes in-when I talk here about these
things, I talk-about prices, about piioductivity, and about perform-
ance. And I think all three have to be gauged, and that is what hasto be done if you are trying to calculate what is that flow-the
lower it now is as to the Sun Belt part of the country. But nobody
can really calculate it, you just have a sense that it is tending that
wa

Senator WALLOP. My own observation would be that that might
have a similar parity with the world's economy as it is much differ-
ent now than it was a decade ago.

Mr. ROOsA. Yes. Yes.
The CHAIRtMAN. Senator Bradley?
Senator BRADLEY. Thank you, Mr. Chairman. Mr. Roosa, let me

thank you very much for your testimony. I personally found it very
helpful, and I would just like to clarify a couple of points. You said,
as I understand it, and I apologize for missing the formal part of
the presentation, that you believe that the contemplated amount of
deficit reduction would be insufficient -to se, a soft landing of the
dollar in the next year or so. Is that correct?

Mr. ROOSA. Yes. I would like to have everything we can get, but
it just isn't sufficient.

Senator BRADLEY. Right. So, you don't think that it is enough?
Mr. RoosA. Yes.
Senator BRADLEY. It would be better from your standpoint if we

had a much biger deficit-reduction package; is that not true?
Mr. RoosA. Uh, yes.
Senator BRADLEY. You also said that you felt that it was possible

for the group of five through a policy of intervention to get the
dollar down over a certain period of time. Is that not correct.

Mr. RoosA. Yes; it is intervention in the broader sense, not
merely intervening in the exchange market, but by collaborating in
the critical development and influence on each other's internal
p licies-monetary policy, borrowing policy, externally or internal-

and so on.
Senator BRADLEY. So, you would like to see an expansion of the

kind of group of 10 central banker meetings where people meet and
talk more broadly about macroeconomic policy, monetary fiscal
policy?

Mr. RoosA. Yes, and I suggest here in terms of getting meaning-
ful interaction that the group should be small, and I suggest the
logical thing of taking the five who are included in the SDR.

Senator BRADLEY. Now, did you say anything about the advisabil-
ity of trying to restructure Third World debt?

Mr. ROOSA. No; I didn't get into it in this statement. I do have
just a passing-I think I included it in this excerpt-paragraph. I
feel that we do have a very serious American concern in this hemi-
sphere that we, of course, have properly supported the IMF ap-
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Sroach and, in the case of Mexico, we moved in quickly with U.S.
unds on a short-term basis. What I regret is that the administra-

tion is spending so much time, good will, effort, and energy on
Nicaragua when I think the threat to private enterprise in this
hemisphere is rtill great in Brazil, it is still great in Argentina, and
it is certainly great in Chile. We have big problems to take care of,
too, and we should be devoting a lot of our own financial expertise
in the Government to working toward helpful additional ways in
which the United States can bring them along. I don't want to
make a frightening analogy but right now, if you just look back,
1981 the place where the international debt world was beginning to
crumble was Poland, and it took 1982 before it got to Mexico and
then it spread, and you know that story. Right now, Poland is
coming back. It is coming back because of a number of things, but
one of them is that the Russians-I just visited with the Governor
of the Central Bank in Russia about 4 weeks ago-and he did it
sort of against his will-but they did provide a lot of marginal as-
sistance, and have kept vrovi ing it to Poland, more than he
wanted to. And as a banker, he just didn't think they were er-
forming as they should, but the Russians took-of course, it is their
zone and they have a different approach, so I don't want to stretch
the analogy-but, my golly, the way in which they are bringing all
of Eastern Europe back to bankability, and we are just standing by
and letting South America--

Senator BRADLEY. SO, yOU are saying that austere IMF condition-
ality and a U.S. administration that turns its head away from the
political repercussions of such austerity is a greater threat to pri-
vate enterprise than the Sandanistas.

Mr. RoosA. It is at least equal, and I don't think we are giving it
equal attention.

Senator BRADLEY. I don't want to go down that road. You made
the point, and I just wanted to clarify it. Buc my interest in asking
you about the deficit reduction, a willingness to intervene, and the
Third World debt problem is this: Do you agree that to the extent
that we act on all three of those areas, the action in any one of
those areas can be less severe?

Mr. RoosA. Yes. Oh, yes. And indeed--
Senator BRADLEY. And the reverse of that as well?
Mr. RoosA. Oh, yes.
Senator BRADLEY. Our refusal to act on the dollar or Third World

debt puts great pressure on the deficit which we cannot reasonably
expect to meet, given the political realities.

Mr. ROOSA. Yes. Oh, absolutely. Yes.
Senator BRADLEY. Thank you.
The CHAIRMAN. Are there further questions of Mr. Roosa? Sena-

tor Baucus?
Senator BAUcus. One quick one. Mr. Rcosa, what would Japan do

if the shoe were on the other foot?
Mr. RoosA. That is a hard one.
Senator BAUCUS. Just your best guess.
Mr. ROOSA. My best guess is that they would, assuming now that

they were in a position being in a serious deficit-and they were
for a long time. They would do what happened to me when I was in
the Treasury and they came to me, and I know what they did.
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They just simply adopted an IMF-type restraint program in order
to bring themselves back around. What they did-and I am trying
to remember-I think they had little recessions even before I was
in the Treasury, sort of around 1954, maybe 1957, 1960-61-every
time one of these things came and they were slipping, they actually
reduced domestic spending. They held taxes steady, and they, oddly
enough, increased their central bank discount rate. And every time
it produced the right recovery. I am not saying that formula would
always work, but it is clear from that sequence that the Japanese
when they are slipping behind are prepared to take internal disci-
plinary action of a more effective kind, perhaps because of the way
their political structure works, than we seem to be able to do.

Senator BAUCus. The point is that Japan wouldn't let this thing
slide.

Mr. RoosA. They wouldn't. No.
Senator BAucus. Thank you.
The CHAIRMAN. Senator Bradley?
Senator BRADLEY. Thank you, Mr. Chairman. Just one quick

question. What do you say to those people who claim that it is im-
possible for the United States or even the group of five to selective-
ly intervene to get the value of the dollar down? Who say that-

Mr. ROOSA. The magnitudes are too big?
Senator BRADLEY. Yes; it is going to be a 2- or 3-day phenomenon.

You have got all this Eurocurrency money. It is going to be specu-
lating against you, and you will not be able to sustain the effort
over time.

Mr. ROOSA. Yes. I think the answer, to be a little glib about it, is
that no intervention as such is going to be enough. It has to be pup-
ported by reinforcing action. Now, in the case of these three or five
countries, there would have to be evidence that the United States
really was moving on its domestic deficit. There would undoubtedly
have to be evidence that as far as Germany and Japan are con-
cerned that they are both aggressively moving to develop domestic
consumption of domestically produced products, instead of import-
ed products. As you know, the Japanese savings rate is at 18 per-
cent, the German at 12, ours at 6. You have quite a disparity to try
to close, and in each case they would be pressing us to impinge
more on consumption as far as the impact of our taxes are con-
cerned, and we would be pressing them to impinge more on savings
and get the consumption up. Now, that might not work, but these
are the avenues of deliberation that would be logical to come up in
such a discussion. And whatever did evolve, some clear evidence
that action was being taken in each of these three countries-if it
were the three-to reinforce, to show that they are committed to
following through behind the initial results of intervention would
be necessary, or it would file. And it would have to be coordinat-
ed. Now, we haven't had real coordination. I mean, Volcker has
been here to testify to that several times, and I hope we are getting
to the point where we might even see that.

Senator BRADLEY. Mr. Chairman, could I just ak one more ques-
tion, or would you rather go on?

The CHAIRMAN. I am not sure anybody else has any more ques-
tions, so why don't you go ahead, although we have four more wit-
nesses to go.
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Senator BRADLEY. All right. Just one other question. If you look
at the trade deficit that we have now, and you look then at the net
capital flows, would it be fair to say that given the present mix of
policies, foreigners are choosing to buy U.S. Government securities
more than they are choosing to buy U.S. goods and that's what this
does is simply split? One segment of our economy is better off-
those who can sell securities-and the other segment of our econo-
my, that has to sell goods, is a lot worse off, given the present mix?

Mr. RoosA. Yes; that is certainly right, and the consequences of
it, of course, are that it has led some to think that there is no prob-
lem about running a big government deficit because half of it-
two-thirds of it really-is now financed from foreign funds.

Senator BRADLEY. But it is not a problem for those who can sell
securities?

Mr. RoOSA. Yes.
Senator BRADLEY. Thank you.
The CHAIRMAN. Mr. Roosa, thank you very much. Excellent testi-

mony.
Mr. RoosA. Thank you, Mr. Chalrnan.
The CHAIRMAN. Next, we have a panel of Mr. Gary Hufbauer,

senior fellow, Institute for International Economics, and Mr. Scott
Pardee, executive vice president, Discount Corp. of New York. Mr.
Hufbauer, thank you very much.

STATEMENT OF GARY CLYDE HUFBAUER, SENIOR FELLOW,
INSTITUTE FOR INTERNATIONAL ECONOMICS, WASHINGTON, DC

Mr. HUFBAUER. Thank you, Senator. I will be very brief because
you have my statement, because Mr. Roosa covered the key points,
and because I have a hoarse throat.

The first point I would like to address is pre-1973 thinking on the
relation between floating exchange rates and the balance of trade
in goods and services. In the 1960's it was widely believed that a
system of floating exchange rates would work to maintain an ap-
proximate balance between imports and exports. If, for example,
imports of oil sudden',. shot up-so the story was told-the ex-
change rate would decline' exports would then go up, and imports
of all other products would decline. In short, the exchange rate
would act as a corrective mechanism to restore equilibrium. In this
story, short-run capital flows played a passive role, and their pur-
pose was to finance temporary imbalances. Long-run capital flows
were thought to be relatively stable. This piece of intellectual histo-
ry is important because as it turned out, and as testimony earlier
this morning has indicated, the floating exchange rate system has
not worked as an automatic mechanism to restore balance in goods
and services trade. Instead, capital flows, short term, long term,
huge, and volatile, have come to dominate the determination of ex-
change rates and trade flows.

Let me turn to the experience between 1973 and 1984 concerning
the relationship between changes in the balance of trade an
changes in the real exchange rate. In my statement, I have used a
very simple test to indicate whether annual real exchange rate
changes were trade driven, as the textbook model of the 1960's pre-
dicted, or were capital driven, as recent experience would suggest.
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The test is as follows. If the current account position improved be-
tween 'last year and this year, and if the real exchange rate got
stronger over the year, I say that was a case where the exchange
rate was trade driven. Conversely, if the current account improved
but the exchange rate got weaker, I judge the exchange rate to
have been capital driven. The improved trade position in the
second case may be helping the exchange rate go up, but the net
outflow of capital dominates the picture with the result that the
exchange has in fact been pushed down.

For the United States, the 12-year record is 3 trade-driven years
and 9 capital-driven years. For Germany the record is six and six.
For Japan it is 8 trade-driven years and 4 capital-driven years. So,
if we take these three economic giants, on balance the textbooks
were &bout half right and they were about half wrong. In particu-
lar, the textbook story was quite wrong for the United States, and
it was generally right for Japan. In retrospect, most economic
events are understandable, and this outcome can be explained by
the huge international capital flows and the growing use of the
dollar as the world currency.

Finally, I would like to turn to the connection between the Gov-
ernment budget deficits and the current account position. In recent
years-say, beginning about 1983-the old textbook story of trade
balances and exchange rates has been largely replaced by a new
story. In this new story the budget deficit receives special promi-
nence. The story goes somewhat as follows. The rising budget defi-
cit drains the pool of savings, interest rates rise, foreign capital
flows in, the exchange rate is bid up, and the balance of trade
worsens, both to accommodate foreign capital and to finance the
budget deficit. Looking at the record for-the last 10 years, the pre-
dicted correspondence between changes in the fiscal deficit and
changes in the current account occurred in 3 years for the United
States, but it did not occur in 7 years. For Germany the record was
six and four, Japan four and six.

I conclude from this simple exercise that the budget deficit and
the current account deficit are not twins. They may not have the
same parents Probably they are cousins. I think a glance at the
sources and use of national savings, which appears in my state-
ment, shows that a larger budget deficit can be offset by many
events in the economy, and need not necessarily be offset by a cur-
rent account deficit. Thank you.

The CHAIRMAN. Mr. Pardee?
[Mr. Hufbauer's prepared statement follows:]
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1'OATING EXCHANGE RATES.
TRADE DEFICITS, AND BUDGET DEFICITS

Statement

Gary Clyde Hufbauer
Senior Fellow

institute for International Economics

My statement is addressed to three questions.

First, how did contemporary observeiz tn the late 19608 and

early 19708 expect a system of floating exchange rates to work in

terms of the connection between balance of trade changes and

exchange rate changes?

Second, what has been the observed relation between balance

of trade changes and exchange rate changes since the inauguration

of floating exchange rates in March 1973?

Third, how strong is the connection between government

budget deficits and balance of trade deficits?

1. Pre-1973 thinking on the relation between floating exchange

rates and the balance of trade in goods and services.

In the 1960# it was widely believed that a system of

floating exchange rates would work in the following manner,

starting from a position of equal imports and exports of goods

and services:

(a) An adverse "shock' (higher income, crop failure, etc.)

would cause the country's imports to rise or exports to drop

(b) The trade deficit would create an excess supply of the

national currency in the foreign exchange market;
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(c) The exchange value of the national currency would drop;

the country's exports would become cheaper to foreigners and its

imports would become more expensive to citizens;

(4) Exports would increase, imports would decrease, and, as

a result, balance would be restored in the country's trade in

goods and services.

A favorable "shock" would set a reverse chain of events in

motion: the exchange value of the national currency would rise

and again balance would be restored in goods and services trade.

In this story, short-run capital flows played a passive

role. Their purpose was to finance temporary imbalances in the

trade account. Long-run capital flows were thought to be

reasonably stable. If a country had a net long-run inflow of

capital, then it would run a persistent trade deficit to the same

extent; if a country had a net long-run outflow of capital, then

it would run a persistent trade surplus.

Many illustrations of this view may be culled from the

textbooks of the 1960s and early 1970s. Some examples follow.

Walter Krause, International Economics, 1965, p. 91:

[Cihanges in the rate of exchange serve to equilibrate the
supply of and demand for foreign exchange because they entail, in
effect, an alteration in the prices of internationally-traded
oods and hence lead to modification in the course of tradetself. . ...

The effect upon the United States of an appreciation of the
dollar (a depreciation of the pound sterling) is to discourage
its exports to, and to encourage its imports from, Great Britain
(since dollars come to have increased purchasing power when used
to acquire British goods and pounds sterling come to have reduced
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purchasing power when used to acquire American goods).
Conversely, a depreciation of the dollar (an appreciation of the
pound sterling) discourages British salas to the United States
and encourages British purchases from the United States. ...

Peter B. Kenen, International Economics, 1965, p. 58

If exchange rates were free to fluctuate, an excess demand
for foreign currency would cause the dollar to depreciate. It
would depress the price of the dollar in terms of foreign
currency or, what is the same thing, would raise the dollar price
of foreign currency. This change in the exchange rate could, in
turn, alter the flow of trade. if the French franc were selling
for $0.25 to start, a French car costing 6,000 francs would sell
for $1,500. An excess demand for foreign currency that raised
the dollar price of the French franc to $0.40 would raise the
dollar price of the French car to $2,400. Americans would buy
fewer French cars. Similarly, an American machine costing
$10,000 would at first sell for 40,000 francs, but only 25,000
francs after the depreciation of the dollar. French industry
would buy more American machines. A decrease of US automobile
imports, however, will be reflected in the U.S. demand for
foreign currency and, therefore, in the supply of dollars on the
foreign-exchange market. Likewise, an increase in US machinery
exports will be reflected in the French demand for US dollars.

Robert K. Stern, The Balance of Payments: Theory and
Economic Policy, 1973, p. 71:

It should be clear from our discussion that under a systems of
freely fluctuating exchange rates the process of balance-of-
payments adjustment works automatically through the changes which
occur in imports and exports in response to changes in relative
prices associated with exchange-rate variations. Thus a
balance-of-payments deficit or surplus can exist only In an
incipient sense in view of the automatic equilibrating forces
always at work. These forces are, of course, part and parcel of
the competitive market-equilibrium adjustments that will occur in
the tespective countries in accordance with our assumptions. We
know from the theory of comparative advantage that under
competitive conditions free international trade will result in an
optimal allocation of resources for the world as a whole. A
system of freely fluctuating exchange rates is to be looked upon,
therefore, as the monetary counterpart of a system of free
international trade. The essence of the argument in support of
freely fluctuating exchange rates Is to be understood accordingly
in terms of optimal resource allocation. As will become clear
shortly, our criterion of optimality is to be interpreted with
respect to the present-day system of the adjustable peg in which
government intervention often results in the misallocation of
resources.
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Charles P. Kindleberger, international Economics, Fifth
edition, 1973, p. 381 (describing the Laursen-Metuler model of
flexible exchange rates):

Let us set the stage by noting the balance of-payments
behavior of the economy. When changes in the demand for exports
or supply of imports occur, the economy adjusts to then readily
and smoothly by means of changes in the exchange rate and
costless and speedy reallocations of domestic resources. If, for
example, the demand for exports falls off, the exchange rate will
depreciate to the point where newly induced exports, or reduced
imports, automatically offset the original change. If the demand
for exports increases, exchange appreciation leads to
displacement of incremental exports, or the stimulation of
incremental imports, to match the initial change. The balance of
payments is always in balance. The amount of spending on
domestic resources is constant, as a first approximation, because
the change in foreign spending on exports is matched either by
other changes in spending on exports, as a result of
depreciation, or by other changes in spending on the domestic
output of import substitutes, as imports change. if exports
fall, for example, and imports fall to match, the decline in
foreign spending for exports is counterbalanced by an increase in
domestic spending on import substitutes. This calls for a smooth
and frictionless transfer of domestic resources from the export
sector to the import-competing sector.

Qualifications to the basic story can be found, especially

in advanced expositions of the floating exchange rate system.

But vintage 1960/1970 university students and government policy

makers can be forgiven if they came away thinking that floating

exchange rates would, over a short period of time, ensure

approximate balance in a nation's trade in goods and services

(making due allowance for ustablel long-term capital flows).

This piece of intellectual history is important because, as it

turned out, the floating exchange rate system has not worked as

an automatic mechanism to restore balance in goods and services

trade. Instead, huge and volatile capital flows--both short-term

and long-term--have come to dominate the determination of

exchange rates and the balance of trade in goods and services.
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2. Experience between 1973 and 1984 concerning the relationship

between changes in the balance of trade-and changes in the

real exchange rate.

Table 1 sumarizes the record for the three economic giants,

the United States, Germany and Japan, over the period 1973 to

1984. The table gives the annual current account position (i.e.,

the balance on trade in goods and services), expressed as a

percentage of Gross Domestic Product (GDP). The table also gives

the change In the real exchange rate from one year to the next.

Real exchange rates are defined to reflect each country's

geographic composition of trade and changes in its wholesale

prices and unit labor costs. The underlying estimates of real

exchange rates were calculated by my colleague, John Williamson.
1

I have used a simple test to indicate whether annual real

exchange rate changes were Otrade driven' (T)--as the textbook

model of the 1960s predicted--or "capital driven* (C)--as more

recent experience might suggest.2 The labels OT' and 'CO could

also be thought of as 'Truth' or 'Consequences'.

If the current account position has improved between last

1. John Williamson, The Exchange Rate System, Institute for
International Economics, Washington, September 1983.

2. The use of real exchange rates in this test, rather than
nominal exchange rates, takes into account inflation rate
differentials between countries. Differencies in inflation
rates would be expected to alter nominal exchange rate over
a period of time, quite apart from the impact of changes in
the current account.
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year and this year and if the real exchange rate has gotten

stronger over the year, I judge the exchange rate to be "trade

driven". Just as textbooks predicted, a stronger balance of

trade in goods and services has led to a higher real exchange

rate. 3 Likewise, if the current account has worsened and the

exchange rate is weaker, I judge the exchange rate to be Otrade

driven.0 Over time, "trade driven" exchange rates should work to

correct departures from equilibrium in the trade account.

If the current account has improved but the exchange rate

has gotten weaker, I judge the exchange rate to be st:apital

driven." The improved trade position may be helping the exchange

rate, but the net outflow of capital dominates the picture, with

the result that the exchange rate has been pushed down.

Likewise, if the current account position has worsened but the

exchange rate has gotten stronger, I judge the exchange rate to

be "capital driven." This is the story of the United States

since 1981: a weak balance of trade and a strong dollar. As

that experience indicates, Ocapital driven exchange rates need

not work to correct departures from equilibrium in the trade

accounts in fact, they can work in just the opposite direction.

An examination of Table I shows that, overall, "T'" are

less numerous that "C's'. For the United States, the 12 year

record is only 3 'TIs' and 9 "Cls. For Germany, the record is 6

OT's" and 6 "C's'. For Japan, the record is 8 "T's" and 4

3. In fact, forces other than the stronger balance of trade may
have pushed the exchange rate up, but I give the benefit of the
doubt to the textbook story.
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6C'6. All told, Table I has 17 NT'sw and 19 sC's m .

On balance, the textbooks of the 1960s were about half-

right. That means they were half-wrong. In particular, the

textbook story was badly off the mark for the United States, but

it was generally right for Japan.
4

This outcome is not surprising In view of the explosive

growth of international capital flows and the growing use of the

dollar as a world currency. In 1974, some 0.2 million currency

futures contracts traded on the International Monetary Market.

In 1983, the volume reached 11.9 million contracts. Meanwhile,

Central Banks continue to hold some 70 percent of their foreign

exchange reserves in dollars, and a very large proportion of

foreign debt and third country trade is denominated in dollars.

Is there any reason to worry If exchange rates are "capital-

driven" rather than "trade-driven8? To a foreign exchange trader

or a Wall Street banker, it probably makes very little

difference. So long as transactions are brisk and he guesses

right on tomorrow's exchange rates# the world is fine.

To a farmer selling soybeans in Europe, or a steel producer

4. According to an analysis by William R. Cline, the textbook
story worked better before 1581 than after. See William R.
Cline, OGlobal Consequences of U.S. External and Internal
Disequilibria,' Stanford University, Conference-on United
States-Mexico Trade and Financial Interdependence, September 15-
17, 1983.

Incidentally, the magnitude of yen appreciation over the past
four years has been far smaller than the textbook story would
suggest. The Axtent of yen appreciation has come no where near
correcting Japan's current account surplus.
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competing with plate and sheet from Korea, the picture looks

rather different. He cares a great deal about the level of

exchange rates. When th6 U.S. dollar is 35 percent overvalued,

as it was in the first quarter of 1985, he knows the meaning of

pain.

3. The connection between government budget deficits and the

current account position.

The old textbook story of trade balances and exchange rates

has almost been replaced by a new story. In the new story, the

budget deficit receives special prominence. Often associated

with the name of Martin Feldstein# the new story has been told

countless times by editorial writers, foreign statesmen, and TV

commentators. Briefly, the story runs as follows

(a) A rising government budget deficit drains the national

pool of savingel

(b) Interest rates rises

(c) Foreign capital flows in, attracted by high interest

rates;

(d) The exchange rate is bid up and the balance of trade in

goods and services worsens, both to accommodate the inflow of

foreign capital and, indirectly, to finance the budget deficit.

According to this story, the government budget deficit and

49-032 0 - 85 - 3
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the current account deficit are fraternal twins. What does the

experience of the last decade say?

Table 2 records the government fiscal deficit (federal and

subfederal) as a percent of GNP for the United States, Germany,

and Japan. It also records the current account position as a

percent of GDP.5 According to the fraternal twin story, an

increase in the fiscal deficit should be matched by a decrease in

the current account position. Table 2 shows the supposedw

change in the current account position that would result if the

fraternal twin thesis held up. Table 2 also shows the OactualO

change in the current account position.

Economics is not an exact science, and I do not apply an

exacting test to the fraternal twin thesis. If the supposed"

change in the current account exhibits the same sign as the

*actual" change, a OTO is recorded in Table 2. Otherwise an "F"

is shown.

For the United States, the predicted correspondence occurred

in 3 of the past 10 years--in other words, 3 'T'sO and 7 OF's'.

For Germany, the record was 6 OT's* and 4 OF'sO. For Japan, 4

OT1S9 and 6 "F'S.

5. Gross national product (GNP) and gross domestic product (GDP)
are virtually the same for large countries such as the United
States, Germany, and Japan.



The budget deficit and the current account deficit are

certainly not twins. They may not even have the same parents.

Perhaps they are cousins.

A glance at the sources and uses of national savings--shown

in Table 3 fcr the United States for 1984--suggests that a larger

budget deficit could be offset by various changes other that an

increase in foreign capital inflows. There is no logical reason

why a change in the budget deficit should be precisely offset by

a change in the current account deficit.

Clearly there is a twin relationship between the total

sources and the total uses of savings. Apart from any

statistical discrepancy, the two must be equal. But because the

totals are twins does not mean that any particular components are

twins.

A larger government deficit could push up interest rates and

drive down gross private domestic investment. Or it could

stimulate economic activity, boost prices, and raise gross

business savings. Other scenarios could be told.

There are many good reasons to reduce the federal budget

deficit. It is certainly possible--I would say likely in present

circumstances--that a reduction in the budget deficit would help

bring down the trade deficit, mainly through its impact on the

exchange value of the dollar. But history gives no guarantee

that a reduction in the budget deficit will be matched by a

reduction in the current account deficit. Conversely, it is
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certainly possible that the current account deficit can be

sharply reduced even without a significant cut in the budget

deficit.

4. Conclusions

Contrary to the teachings of the 1960s and 1970s, "shocksN

in the balance of trade are not reliably followed by self-

correcting changes in the exchange rate. Contrary to the

teachings of the 1980s, government budget deficits do not

necessarily find a mirror reflection in the balance of trade. In

both these stories, the exchange rate was regarded as a passive

mechanism, waiting to transmit forces originating elsewhere in

the economy. In my view, the stories have gone wrong because, as

often as not, the exchange rate leads a life of its own, driven

by *animal spirits" that inhabit the world of financial

speculation. I concede that, if the U.S. Congress is concerned

about the balare UL. trade in goods and services, it should

persuade the Secretary of the Treasury to take a decidedly more

sympathetic attitude towards managing the exchange rate. Some

wars are too important to be left to the generals, and some

prices are too important to be left to the market. The exchange

rate is one of those prices.

in testimony delivered before this Committee on June 28,

1984, I outlined three Ounorthodox" solutions for the U.S. trade

deficit.6 Those solutions involve deliberate changes in the

exchange rate, or other changes in relative prices, that would
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promote U.S. exports and retard U.S. imports. That testimony

bears rereading, but I will not bore you by repeating itti message

at length.

Briefly

1. My preferred short term solution involves coordinated

exchange rate intervention by the Central Banks. The objective

of intervention vould be to rocket the mark and the yen, and to

correct the dollar by about 35 percent. Over a period of years,

this correction would improve the U.S. trade position by about

$110 billion--about $3.2 billion for every 1 percent correction

in the trade-weighted value of the dollar.7 A correction of some

35 percent could simultaneously increase U.S. gross business

savings by $100 billion annually, thereby providing domestically

much of the savings that now come from abroad.8

2. The United States and other GATT countries should allow

adjustment at the border for direct taxes. Permission for

adjustment should, however, be given to countries only after they

have experienced both significant overvaluation of their

6. Gary Clyde Hufbauer, "The U.S. Trade Deficits Three
Unorthodox Solutions,* Statement before the Subcommittee on
Trade, Senate Committee on Finance, June 28, 1984.

7. This estimate is extrapolated from Stephen MarrLs'
forthcoming study on Deficits and the Dollar, Institute for
International Economics, Washington.

8. This estimate assumes that the traded goods sector of the
U.S. economy amounts to about $1,000 billion that a 35
percent exchange rate correction would increase prices for
this sector by 10 percent and that, in the short run, higher
prices would be translated into larger gross business
savings.
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currencies and large current account deficits. With an average

border tax adjustment of about 5 percent that was not matched by

our trading partners, the United States might improve its current

account position by about $16 billion annually.

3. Surplus countries, such as Japan, should unilaterally

liberalize their government and non-government barriers to

trade. According to my very rough guesstimates, if Japan totally

liberalized, Japan's increase in imports from the United States

would be about $10 billion, and Japan's increase in imports from

all countries would be about $17.5 billion. These amounts would

help reduce the projected 1985 Japanese current account surplus

of $37 billion.
9

9. The reduction in the current account surplus might be
somewhat less than the increase in imports, because higher
imports might depress the yen, thereby stimulating Japanese
exports.
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Table 31 United States sources and uses of savings, 1984.

Billion
dollars

Sources of savings

Personal savings 157
Gross business savings 520
Foreign savings (equals

current account deficit, with
minor ad ustuents) 95

State and local surplus 50

Total sources 622

Uses of savings

Federal deficit 175
Gross private domestic 637

investment

Total uses 812

Statistical discrepancy 10

Sources Estimated from data given in Council of Economic
Advisers, Economic Report of the President, Washington, 1985.

STATEMENT OF SCOTT E. PARDEE, EXECUTIVE VICE PRESIDENT,
DISCOUNT CORP. OF NEW YORK, NY; FORMER SENIOR VICE
PRESIDENT, FEDERAL RESERVE BANK OF NEW YORK AND
MANAGER FOR FOREIGN EXCHANGE OPERATIONS, FEDERAL
RESERVE SYSTEM
Mr. PARDEE. Thank you very much. The dollar's strength over

recent years has benefited many Americans but has hurt others to
the extent that corrective action may be necessary.

In the 1970's, the reverse was true. Some exchange rates are
clearly wrong in a policy sense. Market dynamics play a major role
in the emergence of wrong exchange rates. Exchange rates can
move 1 or 2 percent in a matter of minutes, 5 percent or so in a
matter of days, 10 percent or so in a matter of weeks, and 50 per-
cent or so in a matter of a year. Exchange rates do not rise or fall
in a vacuum. A rate which is driven to extreme levels merely by
market forces will very soon begin to affect the rest of the econo-
my. Instead of having an exchange rate adjust to underlying eco-
nomic conditions, there is the risk to the economy that domestic
prices and jobs will adjust to exchange rates which have been
pushed to exaggerated levels. At times a stampede psychology
takes hold and there is a full-scale run on the currency, just as
there is a run on a bank. Such are extreme examples of the kind of
disorderly conditions which are used as a rationale for direct inter-
vention by the authorities in the exchange market.
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Unfortunately, central bank intervention has become a value-
loden term for people of various economic persuasions in this coun-
try. I have conducted intervention operations for the Federal Re-
serve and the U.S. Treasury from the years 1975 to 1981. Interven-
tion is not a panacea. Not to intervene, however, leaves our Na-
tion's currency at the mercy of market forces. It also leaves active
intervention policy totally in the hands of foreign authorities. Cen-
tral bank cooperation is strictly in the U.S. self-interest. Through
our willingness to intervene we can get the authorities of other
countries to cooperate with us. By leaving the field of action com-
pletely to them, the United States loses a good deal of influence on
the foreign exchange operations of foreign governments.

For the first time since the war, the United States now faces ef-
fectively a common dollar policy among the major European coun-
tries. They act in concert in intervention in the currency markets
for the dollar .whether the United States is-willing to join or not.
What to do? I cannot overemphasize the damage that the United
States fiscal deficit is doing to us. Much of that has been reviewed
here already. I also think that too much is being asked of the Fed-
eral Reserve to conduct a variety of policies in view of the many
objectives that it has. The Federal Reserve needs additional policy
tools to deal with these problems, each in its own way.

Specifically, I feel that the Fed should have a greater freedom to
intervene in the exchange market than has been allowed by the
U.S. Treasury in recent years. Otherwise, we risk dilemma situa-
tions where the Federal Reserve might be forced to ease monetary
policy because the dollar is strong or to tighten monetary policy be-
cause the dollar is weak and when such actions are not justified for
domestic reasons. My suggestion at this point is one that befits the
strategic importance of the dollar in the United States and to the
free world. A further sharp rise in dollar exchange rates is not in
our interest at this time. At the same time, a sharp reversal of the
dollar which could cumulate just as easily as has the rise is not in
our interest either.

I believe, therefore, that this is the time to begin building a stra-
tegic currency reserve in German marks, Japanese yen, Swiss
francs, and other major currencies. The purchases would be on a
day-to-day basis, market conditions permitting. The effect, of
course, would be to lean against the wind to moderate the rise of
the dollar. On days when the dollar might be easing or flat, then
the program could be suspended. Then when the dollar declines,
which sooner or later it will, the United States authorities will
have some reserves to feed back into the market to lean against
the wind and avoid an inflationary overshooting in the opposite di-
rection. Second, I believe that the Federal Reserve should be al-
lowed to become a regular modest participant in the market. The
operation of accumulating a currency reserve would help. It has no
assurance of continuity. One means of participating might be for
the Federal Reserve to conduct open market operations through
both the domestic open market desk and the foreign desk. Foreign
central banks frequently use exchange market operations-swaps
and the like-to add or drain liquidity. Another technique would
be for the foreign desk to make markets to interbank dealers when
trading becomes especially ragged, that is, to be prepared to buy
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and sell currency when market makers aren't sure of their footing.
We conducted such operations successfully a number times in the'
late 1970's and early 1980's. These and other kinds of operations I
could suggest are highly technical, but they would work toward re-
storing the breadth, depth, and liquidity of the exchange market.
That is my statement, Mr. Chairman.

[Mr. Pardee's prepared statement follows:]
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THE RIGHT APPROACH TO WRONG INTEREST RATES

SCOTT E. PARDEE

EXECUTIVE VICE PRESIDENT

DISCOUNT CORPORATION OF NEW YORK

No exchange rate for the dollar is the right rate for

everyone. A strong dollar benefits the American consumer by

keeping inflation down at home and enhancing our purchasing power

abroad. For the same reason it benefits U.S. industries which

depend heavily on foreign suppliers of raw materials or compo-

nents. And it encourages foreign investment in U.S. equities,

bonds, real estate, and many other assets. For the Administra-

tion, the strong dollar has been considered a badge of success in

other areas---8 sound economy, low inflation, political

stability---which enhances America's prestige and bargaining

power in world affairs. For the U.S. Treasury, the strong dollar

has facilitated the marketing of U.S. government securities to

foreign investors at a time when the huge fiscal deficits are

absorbing the lion's share of domestic savings. For the Federal

Reserve, the strong dollar has kept a cheok rein on inflation.

But the dollar's strength has also created many serious

problems. It has hurt many U.S. industries competing with for-

eign producers and has led to a severe loss of jobs in some of

those industries. It has clearly dampened the growth of ONP over

recent quarters and could conceivably lead to negative growth in

the quarters ahead. For the Administration, the strong dollar

has generated increased pressure for protection by those domestic

industries which have been hurt, and by those Americans whose

jobs have been lost or threatened, in direct challenge to the
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nation's commitment to free markets and liberal trading prac-

tices. Protectionist action here would surely invite retaliation

abroad, with little net gain for either U.S. or our trading

partners---and perhaps even a net loss to all. As it is, the

strong-dollar has complicated the Administration's direct rela-

tions with foreign leaders who are unwilling to accept that the

weakness of their currencies against the dollar should be oon-

sidered a badge of failure for them and their policies. This is

why foreign exchange matters are so hotly debated at Economic

Summits these days. Nor is the strong dollar an unmitigated

blessing for the Treasury. Slower growth at home means lower tax

revenues than otherwise, swelling the fiscal deficit which must

be financed. And for the Federal Reserve, slow growth compli-

cates monetary policy, forcing the Fed to maintain an easier

policy than it might otherwise want in its efforts to wring in-

flation out of the economy.

There is thus a case to be made for doing something to keep

the dollar from becoming in some sense too strong---such that the

damage outweighs the immediate benefits. This would mean taking

nation to keep the dollar from rising sharply again in the ex-

change markets and perhaps even to push it down from current

levels.

I would like to stress that in the 1970's we had the op-

posite problem. The weak dollar helped some Americans and hurt

others. Ultimately the damage became so great, in terms of In-

creasing inflation here and the loss of confidence in the U.S.

abroad, that the U.S. authorities took action to halt the dol-

lar's slide and even to turn it around.
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With so many conflicting interests in the market, it is

impossible to say what should be the right exchange rates for the

dollar, but there are levels which are clearly wrong in a policy

sense. I will not try to define "wrong rate" specifically for

the same reason the drafters of the Articles of Agreement of the

International Monetary Fund decided not to define *fundamental

disequilibrium" as the rationale for adjusting an exchange rate

parity under the Bretton Woods fixed rate system. It is a-matter

of judgment for the authorities in power at the time. On those

occasions, action should be taken to avoid an even further ad-

verse awing in rates or even to correct the excessive swing which

has already occurred. Ideally, the authorities should take ac-

tion to avoid the conditions from which wrong rates emerge in the

first place.

The emergence of wrong rates frequently has les to do with

economic fundamentals and economic policy than with market

dynamics. For any exchange market participant, trading curren-

cies is a very hazardous business. Markets are effectively open

around the clock. Events in any part of the world can spark a

surge of buying or selling of dollars, Daily turnover these days

averages some $200 billion. Nevertheless, some players deal in

large amounts and can Influence rates by the trades they do or by

the very rumor that they are buying or selling---the Foreign

Trade Bank of the Soviet Union is perhaps the most discussed

swinger in the interbank market right now, and there are others.

In markets other than foreign exchange, there is a certain virtue

in being a cotrarian. In foreign exchange markets today it is

suicidal. The best strategy is to find the trend and then ride

It---or as they say in the currency pits in Chicago, the trend is
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your friend. Exchange rates oan move 1 or 2% or so-in a matter

of minutes, 5% or so in a matter of days, 10% or so in a matter

of weeks, and 50% or so in a year. Generating a trend or oatch-

Ing one right is exceedingly difficult. Sudden shifts in market

psychology can lead to sharp swings in rates and to punishing

losses to those who are caught in the wrong position. Volatility

forces market makers to step back, widen their bid-asked spreads,

and to cover long or short positions quickly. In this environ-

ment, the market loses depth, breadth and resiliency, and ex-

change rates can rise or fall cumulatively, driven by the

dynamics of market forces.

Exchange rates do not rise and fall in a vacuum. A rate

which J% driven to extreme levels merely by market forces Will

very soon begin to affect the rest of the economy. Instead of

having the exchange rate adjust to underlying economic condi-

tions, as the textbooks suggest, there is the risk that the

economy---that is domestic prices and jobs--- will adjust to ex-

change rates which have been pushed to exaggerated levels.

The textbooks suggest that counterbalancing forces Will

quickly emerge within the exchange market, and normally this hap-

pens. At times, however, a stampede psychology takes hold and

there is a full-scale run on a currency, Just as there is a run

on a bank. Everyone wants out at the same time---all sellers and

no buyers.

I have seen several such runs in my own experience, on the

dollar and on other currencies, and they are frightening in them-

selves. They are extreme examples of the kind of "disorderly

market conditions" which are used as the rationale for direct
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intervention by the authorities in the exchange market. This

intervention is done by the central bank buying or selling cur-

renoies in the market, operating with.balances at hand or from

credit lines.

Unfortunately, central bank intervention has become a

value-laden term for people of various economic persuasions in

this country, something to be for or against in an ideological

sense. It is also a controversial concept in the market, where

the decision to intervene pits the central bank against the very

market participants who are profiting from the trend the central

bank is trying to stop. Is intervention necessary? Does it

work? Is it profitable? Some people say yes to all these ques-

tions, some say no. I am a pragmatist. Sometimes intervention

has been necessary, sometimes it works, and sometimes it is prof-

itable. At other times it can be disastrous.

Intervention is not a panacea. If fiscal policy is too

expansive, if monetary policy is too expansive, if an Administra-

tion loses the confidence of traders in the markets, then inter-

vention can be counterproductive except as a means of buying

time---a holding action--or as a means of damage control---a rear

guard action. For all the talk about the strong dollar, right

now I believe that the next big move for the dollar will be low-

er. The fiscal deficit and the trade deficits are Just too

large, and foreign investors are becoming increasingly chary of

placing new funds here.

Not to intervene however, leaves our nation's currency at

the mercy of market forces. It also leaves active intervention

policy totally in the hands of foreign authorities. Since the
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early 1960's, I and others in the internati'wal financial com-

munity have extolled the virtues of central bank cooperation.

This is strictly in the U.S. self-interest. Through our willing-

ness to intervene we can get the authorities of other countries

to cooperate with us. By leaving the field of action completely

to them in the last four years, the U.S. has lost a good deal of

our influence on the foreign e%change operations of foreign

governments. For the ffrst time since the war, the U.S. now

faces effectively a common dollar policy among the major European

countries. They act in concert in intervention in the currency

markets for the dollar whether or not the U.S. is willing to

join.

By not itervening, the U.S. authorities lose touch with

the market. A central bank that is not a regular participant in

the market is not going to get complete and accurate information

on what is happening. Foreign exchange traders are after all

businessmen and women, and many of them are unwilling even to

answer the phone unless they believe the call could .ult in a

trade.

What to do? I cannot overemphasize the damage that the

huge fiscal deficit is doing to us. To the extent that the defi-

cit has raised interest rates here, it has contributed to the

strong dollar that has hurt so many sectors of the U.S. economy.

Until now, foreign investors have remained confident in the out-

look for the U.S. However, no nation in history has run a large

deficit for very long without ultimately undermining the value of

its own currency. Unless the fiscal deficit is curbed, it is
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just a matter of time before the confidence ebbs and the dollar

falls.

I also think too much is being asked of the Federal Reserve

right now---to keep the economy going, contain inflation, keep

the financial system sound in the face of widespread credit prob-

lems at home and abroad, adjust to a world which is increasingly

deregulated, and, if necessary, to counter disorderly conditions

in the exchange market. The Federal Reserve needs additional

policy tools to deal with these problems, each in its rcwn way.

Specifically, I believe the Fed should have greater free.

dom to intervene In the exchange market than has been allowed by

the treasury in recent years. Otherwise we risk the dilemma of

having the Federal Reserve forced to ease monetary policy because

the dollar is strong or tighten, monetary policy because the dol-

lar is weak when such actions are not Justified for domestic

reasons.

This dilemma is real. In recent months the U.K. authori-

ties chose to deal with an excessive decline of the pound ster-

ling by intervening only modestly while tightening monetary poli-

cy drastically, Jacking up interest rates to astronomical

levels--a risky approach in view of the high unemployment level

in that country. By contrast, the West German authorities re-

sponded to a weakening of the mtrk against the dollar by inter-

vening forcefully, in coordination with other central banks while

tightening monetary policy only modestly--seeking to avoid ag-

gravating domestic unemployment. Right now, both strategies seem

to have worked, but the one based on forceful intervention Was
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less risky as far as domestic jobs were concerned. The interven-

tions ---which totaled more than $10 billion---were also highly

profitable, by more than $1 billion in view of the dollar's

subsequent 10% decline. That's good trading by any measure.

My suggestion at this point is one which befits the

strategic importance of the dollar to the U.S. and to the Free

World. A further sharp rise in dollar exchange rates is not in

our interest at this time. At the same time, a sharp reversal of

the dollar, which could cumulate Just as easily as has the rise,

is not in our interest either. The United States government has

over the years stockpiled strategic materials, against dire but

unforeseen contingencies. The U.S., unlike other countries, has

never amassed a foreign currency reserve, depending on our gold

stock during the Bretton Woods days, and on the Federal Reserve

swap network and other credit facilities when we needed curren-

cies during the 19601s and 1970's. The credit facilities are

still tn the books but the spirit of cooperation which made them

work is gone. The next time around, the defense of the dollar

will have to be conducted largely by the U.S. before other

countries could be persuaded to join in on any form of coopera-

tive venture.

I believe, therefore, that this is the time to begin build-

ing Just such a strategic currency reserve, in German Harks,

Japanese Yen, Swiss Francs and other major currencies. The pur-

chases would be on a day-to-day basis, market conditions permit-

ting. The effect, of course, would be to lean against the wind,

to moderate the rise of the dollar, On days when the dollar

might be easing, or flat, the program would be suspended. Then
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when the dollar declines--which sooner or later it will--the U.S.

authorities will have some reserves to feed back into the market,

to lean against the wind and avoid an inflationary overshooting

in the opposite direction. If the fiscal deficit is not curbed,

if the Federal Reserve Is forced to monetize it, if inflation

revives in the U.S. for whatever reason, the dollar could again

become the whipping boy of the exchanges, with profound implioa-

tions for trade and financial markets, not to speak of our

prestige.

Second, the Federal Reserve should be allowed to become a

regular modest participant in the market. The operation in ao-

cumulating a currency reserve would help but has no assurance of

continuity. One means of participating might be for the

Federal Reserve to conduct open market operations through both

the domestic open market desk and the foreign desk. Foreign cen-

tral banks frequently use exchange market operations, swaps and

the like, to add or drain liquidity. The Federal Reserve might

consider similar operations. Another techniqut would be for the

foreign desk to make markets to interbank dealers when trading

becomes especially ragged, that is, be prepared to buy or sell

currencies when market makers are unsure of their footing.

Transactions would be reversed as soon as trading conditions are

restored. We conducted such operations on several occasions in

the late 70's and early 80's. They generally had the effect of

calming the market and helped gain the respect of the dealer com-

munity. We also made money at it. By this means we improved our

information flow and could be much more effective when conducting

larger scale interventions. These and other kinds of operations

I could suggest are highly technical, but they would work toward

restoring the breadth, depth, and resiliency of the exchange

market. I have no plan for reforming the international monetary

system. I Just think we should try to make the system we have

work better.
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The CHAIRMAN. Senator Moynihan?
Senator MOYNIHAN. Mr. Pardee, could we ask you about some-

thing that has been, I think, the continuing theme of our inquiries
today? How do we get from where we are to where you would like
us to be? Is this something that, basically, Treasury has to decide
and to which the President must agree, or is this something Con-
gress can give direction to? It is very hard for an amorphous group
such as ours to make as precise a kind of decision that you are
talking about. You have had experience in this, and we do follow
leadership. In the absence of leadership, we are trying to forr~ulate
some route of our own, but it is going to be incoherent at best. How
would you like to see this? Where is the locus of initiative in this

PARDEE. With foreign exchange policy, the ultimate decisions

rest with the President of the United States, conducted through the
U.S. Treasury-that is the first priority here. These matters have
been discussed at economic summits. It would be up to the Presi-
dent to step back from his earlier statements and accept more
intervention than before. It can be done in the context of language
that has already been used. As a rationale for intervention, coun-
tering disorderly conditions covers a very wide spectrum. It is up to
the Secretary of the Treasury as well. However, I am pleased that
this meeting is being held. There has been no national debate on
the issue of intervention for many years. A sense of Congress-a
sense that this is something that has to be done-could sway the
balance of the debate within the administration.

Senator MOYNIHAN. So, you think that if the Finance Committee
reached some reasonably coherent judgment, just our saying so
would have some effect? You are saying that these hearings are a
beginning.

Mr. PARDEE. It is more than we have right now. There are a few
lonely people who are suggesting that something should be done
and to bring it together in this forum would be very helpf al.

Senator MOYNIHAN. All right. Thank you very much.
The CHAIRMAN. Senator Baucus?
Senator BAucus. Thank you, Mr. Chairman. I think all of us in

this room think that something should be done. Senator Long
stated the problem very well when he said he doesn't know how
much longer we can go on, but he doesn't want to find out. The
question I have is somewhat along the line of other questions. How
do we get people's attention in this country, in the administration,
or in other countries? There is a lot of talk and a lot of theory
here. It is a somewhat abstract problem. People don't really feel
that directly. They know that they are losing jobs, but they don't
know quite why they are losing jobs. The link is a little bit indi-
rect. Do we need something like an import surcharge to get peo-
ple's attention?

Mr. PARDEE. It is difficult in this environment. A strong currency
benefits many people in the United States, just as it hurts in many
others. It is more a question of mobilizing the people who feel that
there is something very wrong. I think slapping on other measures
won't necessarily solve the problem.

Senator BAUCUS. I'm not asking about a solution but about how
we get their attention.
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Mr. PARDEE. The only way-I was in the Federal Reserve for
many years and have been in markets for many years. I would
agree with Senator Long-experience shows we need to have a
major crisis and get everybody upset. I would like to avoid a crisis
by any means, and this is one way.

Senator BAucus. If there is to be some kindof market interven-
tion, I would assume that this country-the Federal Reserve and
Treasury-has to prepare to go all the way. That is, we can't say
there is going to be intervention and then just pay lip service to it.

Mr. PARDEE. Yes.
Senator BAucus. Are we prepared to do that, do you think?
Mr. PARDEE. I don't think under the current philosophy of the

administration--
Senator BAucus. What if the philosophy were different? Do we

have the ability to buy enough Japanese yen or Deutschmarks to
do all this?

Mr. PARDEE, Yes, we do.
Senator BAUCUS. Can we go far enough to back it up?
Mr. PARDEE. Yes, we can, as long as we have the political will to

do it.
Senator BAUCUS. So, it is really a question of will and philosophy

more than it is a question of ability?
Mr. PARDEE. Right.
Senator BAUCUS. Mr. Hufbauer, I was curious about your recom-

mendation, that we have a border tax adjustment. Why do you rec-
ommend that?

Mr. HUFBAUER. Let me preface my answer, Senator Baucus, by
saying I fully subscribe to what has been said about exchange
rates. The first and foremost thing that needs to be done is to have
a managed policy of exchange rate intervention. When it comes to
border tax adjustments and other measures, the numbers indicate
that their effects are very much smaller than anything that can be
done by the exchange rate.

The CHAIRMAN. Could you repeat that?
Mr. HUFSAUER. Yes. The exchange rate is the decisive part of

this story. I think other things can be done, and I mentioned two of
them, recalling some testimony I gave before the Senate Finance
Trade Subcommittee a year ago. But anything else after the ex-
change rate is going to fall in the small numbers realm.

Put in that context, my reason for advocating a system of border
tax adjustments is that present GATT system does not correctly
treat direct taxes--especially Social Security taxes and corporate
income taxes. As you know, Senator, indirect taxes can be adju
at the border, but direct taxes cannot. I believe that the GATT
system ought to be amended to allow adjustment at the border for
direct taxes.

Senator BAUCUS. I appreciate that. What do you think of Mr.
Pardee's suggestion of a strategic reserve? It has a lot of appeal for
me. Maybe it is a way for the administration to get off of its ideo-
logical--

Mr. HUFBUE-OA, that is an absolutely great idea. I have pro-
pounded that same idea. I didn't give it the name Strategic Re-
serve, but that is a geat title because it recalls our response to the
oil crisis. We should proceed to acquire this $50 billion or $70 bil-
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lion of foreign exchange. Indeed, to not build a Strategic Reserve is
imprudent policy.

If I could just take 20 more seconds, the first step is to change
people's minds. When we talk about the exchange market, we are
really only talking about a handful of people whose minds need to
be changed. There is the Chairman of the federal Reserve, and his
views may not need to be changed. There is the new Secretary of
the Treasury, and he has been ambiguous. And then there is Mr.
Sprinkle, and we know his views-he is dead set against any man-
agement of exchange rates. And then, of course, all important,
there is the President.

Senator BAUCUS. He is pretty important.
Mr. HUFBAUER. He is very important. But I think a change of

mind on exchange rate policy is nowhere near as difficult as a
change of mind on budget policy. Budget policy cuts right across all
of society, and decisions are made by many players. In exchange
rate policy, a relatively small handful of people make the decisions.

Senator BAUCUS. As a practical matter how do you get other
countries to participate? The other four countries that we are talk-
ing about here?

Mr. HUFBAUER. It may be-as one of the earlier interchanges
suggested-that while the Japanese and the Germans and the Brit-
ish and the French say they don't like the strong dollar, in fact
they may like the strong dollar very much. But right now, we could
ride with their rhetoric, which is to bring the dollar down. Howev-
er, the initial steps would have to be taken by the United States.
That wouldn't be so unusual because, in the past, when other coun-
tries have had misaligned currencies, our policy has been: get out
of the soup yourself. Self-help might have to be the first step. '

Senator BAUCUS. You think we may have to go it alone a little
bit then?

Mr. HUFBAUER. We could take a very decisive step. The talk of
$50 billion Strategic Reserve, correctly played-and Mr. Roosa
went through how you would play it-could make a very great deal
of difference. The curious thing today is that foreign central banks
have so concentrated their external reserves in the dollar. They
have about 70 percent of their foreign exchange reserves in the
dollar, which is a grossly disproportionate amount, given the size of
trade flows. As they saw the dollar weaken, they might very well
come along and diversify their reserves.

Senator BAucus. Thank you very much.
The CHAIRMAN. Senator Danforth?
Senator DANFORTH. Gentlemen, as I understand it, the two of you

are in the same position and also Mr. Roosa is in the same position.
Is that right? I mean, there may be some little differences between
you, but is it essentially the same view that is being taken by both.
of you and Mr. Roosa?

Mr. HUFBAUER. Absolutely. We may be the only three people
whom you could find with this view, and you have got them all to-
gether in the same room. [Laughter.]

Mr. PARDEE. There are shades of difference, however.
Senator DANFORTH. But as far as we are concerned, I mean at

this stage of our consideration of this matter, it is the same posi-
tion, and the position is that the exchange rate problem is a very
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serious problem, that it is badly damaging the trade picture, that it
is in the best interests of the United States to reduce the size of the
deficit of the Federal budget but that that is not going to do the job
of fixing the exchange rate problem, and that the time has come to
consider a more interventionist policy, particularly in concert with
other countries with respect to relative values of currencies.

Mr. HUFBAUER. Could I just make one small qualification? It
might happen-notwithstanding the statistical and other evidence
in my testimony-that correction of the budget deficit would move
the dollar down and take care of this episode of misalignment. But
I think if we see how the world financial system is likely to develop
over the next 10 or 15 years, we must recognize that with move-
ments of capital being so large, other episodes of misalignment of
the U.S. dollar and other currencies are very likely to recur, quite
apart from what nations do in terms of fiscal discipline. So, there is
a longer term problem in addition to the immediate U.S. problem.

Senator DANFORTH. Do you view this as a long, nagging problem
or does it have the potential for true disaster?

'Mr. HUFBAUER. It has the potential for true disaster. I think
there is a worthwhile debate as to whether the soft landing de-
scribed by Mr. Pardee is the correct way out or a hard landing. I
think a story can be told, which I haven't told in this statement,
that the hard landing is, in fact, a better way out, but any way out
means pain, and if it becomes a route, it could certainly translate
into a disaster.

Mr. PARDEE. I want to endorse that point, that we could be faced
with disaster in either direction. That is, we could have another sit-
uation in which the dollar is rising sharply in the exchange
market, and the other central banks, the other governments-
again perhaps because they are ambiguous in their attitude toward
a strong dollar or a weakness of their own currency-may step
back. Then, we could have a full-scale run into the dollar away
from other currencies, further distorting trade patterns and plac-
ing strains on the structure of our trade and financial arrange-
ments. Also, to the extent that it overshoots the dollar is as on a
pendulum in the exchange market. The further it swings in one di-
rection the further it will go in the other direction when it swings
back. So, the other scenario is the dollar could collapse. I am in the
bond market. One of our great fears as bond dealers is the day that
we get calls from our European customers to sell 7-year notes, 2-
year notes and long bonds. When at the same time, the United
States Treasury is offering $20 billion in a refunding. That will be
hell on wheels for anyby who is in the bond market. It will be
the kind of crisis that Senator Long was talking about. It will occur
in the context of a declining dollar, implying a loss of confidence in
the dollar and in our bond market.

Senator DANFORTH. If you were in our shoes, would you begin
work right now in either addressing the question of legislative rem-
edies or in bringing some pressure on the administration to take
the steps that you are recommending?

Mr. PARDEE. Pressure on the administration is probably suffi-
cient. I can't see legislative remedies. Maybe expressing a sense of
Congress might help. It is totally within the power of the adminis-
tration to change to the type of mechanism I have suggested.
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Senator DANFORTH. Thank you.
The CHAIRMAN. Do you foresee any possibility in the scenario

you painted about your foreign bond holders saying sell our 7-
year's and sell our 2-year's, at the same time Treasury is coming
out with a new issue-that you could have no bidder on the Treas-
ury issue?

Mr. PARDEE. At a price, we would have a bidder. It is part of our
job as primary dealers in U.S. Government securities to make a
bid, particularly to good customers that we have worked so hard
over the years to develop. It wouldn't be a high bid, however.

The CHAIRMAN. Is there a possibility that the Treasury might be
surprised at the bid if they wanted to market their $20 or $30 bil-
lion in new issues to float the deficit for a month?

Mr. PARDEE. That is exactly what I am suggesting-that you
could have a much worse market situation than you have had
before, given the combination of the size of the offerings by the
Treasury and the now very massive holdings of U.S. Treasury secu-
rities by private foreign individuals who have no interest necessari-ly in supporting our market.

The CHAIRMAN. Thank you very much.
Mr. HUFBAUER. I would like to briefly follow up on that, because

I think Mr. Pardee's remarks get to the crux of the soft landing/
hard landing scenario. If we adopt policies which regularly ensure
that the exchange rate drops, lets say, by 1 to 2 percent a month,
then I think it is almost certain that the European holders of
bonds will place those phone calls. The interest rate differentials
will not be great enough to pay for them to continue to hold U.S.
securities as against their exchange rate losses. On the other hand,
if the exchange rate abruptly drops by another 10 percent-as it
has moved 10 percent this last month-it puts the Europeans and
other holders in the position of saying, well, we have taken a cap-
ital loss, but maybe the best thing is to continue holding our dollar
assets. Then we would not see the sales of bonds by foreigners that
would translate into an increase in interest rates. That is the main
reason that I see for giving the hard landing story some sympathet-
ic listening.

The CHAIRMAN. You are saying that under the hard landing that
they have already taken the capital loss so quickly that they will
figure we have bottomed out, and there is no point in getting out
now.

Mr. HUFBAUER. Exactly, Senator.
The CHAIRMAN. Senator Bradley?
Senator BRADLEY. That is an intriguing idea, but that assumes

there is a bottom. And you know, if you say hard landing means
we will quickly go down to 30 percent versus going down 10 per-
cent for 3 years in a row, you assume it is just going to go down 30
percent, which I don't think you can be sure of, right? It could go
down 40 percent.

Mr. HUFBAUER. Exactly, Senator, and I think that--
Senator BRADLEY. So, there is a balance to be looked at here. One

is to say proceed cautiously, try to get a soft landing. The other is
to say take the big risk, see how far it will go, and we bet the
whole system won't be destroyed. Given a choice, I would rather
proceed cautiously. Do you agree, Mr. Pardee?
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Mr. PARDEE. There is no bottom.
Senator BRADLEY. There is no bottom?
Mr. PARDEE. There is no bottom in international financial mar-

kets. People will continue to sell and they will borrow to sell.
Senator BRADLEY. So, in other words, tulips could drop by 100

percent.
Mr. PARDEE. And people will borrow to sell more.
Senator BRADLEY. Now, let me ask you this. I don't know which

one of you mentioned that a 10-percent decline can occur in a
matter of weeks, 30-percent decline in a matter of months, or 50
percent in a matter of years. It seems to me that the pound kind of
increased relative to the dollar about 20 percent in a matter of
days. Isn't that a kind of symptom of the kind of instability in the
exchange system itself?

Mr. PARDEE. This was a snapback from an earlier sell off for the
pound sterling. The British Goverment decided to raise interest
rates to 14 percent. They squeezed the market. They did not inter-
vene much. The German authorities did the opposite thing. They
intervened heavily, and they did not tighten monetary policy very
much, and their currency also rose by 17 percent. So, it is a ques-
tion of whether you have your central bank tighten up monetary
policy at a risk of jobs, or whether you intervene judiciously to
handle the exchange market separately.

Senator BRADLEY. I take it from your answer that you just gave
that you don't agree with people in the Treasury who say that the
real determinant of foreign capital flows to the United States is the
belief in the return on equity and the entrepreneurship of the
American economy, that it is within the control of foreign govern-
ments, i.e. the central banks, to create an economic circumstance
where that foreign capital' could flow back to their countries?

Mr. PARDEE. I agree with the broader philosophy to a point.
Many investors that we work with do believe in the United States,
believe in our future, are negative about "Eurosclerosis" and s&.mi-
lar negative terms.

Senator BRADLEY. But none of them were the people who put
their money back over--

Mr. PARDEE. No, they still have their money here.
Senator BRADLEY. When the interest rate went up. Is that right?
Mr. PARDEE. Yes. They still have their money here, but it is the

people who were the speculators, and there are some very large
players in the market, including the Foreign Trade Bank of the
Soviet Union, who were taking advantage of the vacuum in the
market to push the dollar up. No one else would take on these
speculators, and it was up to the central bank, in effect, to be the
counterforce.

Senator BRADLEY. What would you say if you were someone who
has witnessed this over a period of time as to what percent of that
market is speculative and what percent is kind of long-term inves-
tors in the stability of America?

Mr. PARDEE. If you take the year as a whole, the kinds of capital
flows that you and I would understand from the economic text-
books amount to some 90 to 95 percent. The other 5 percent is spec-
ulative fluff. In a market context, however, when all of a sudden
the word gets around the market that the Russian is in buying dol-
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lars, then people will buy dollars. The dollar could rise 1 or 2 or 3
percentage points, just in that context, because no one else will
stand up and say I will sell $500 million at that point or $300 mil-
lion, or whatever is necessary to do the trick.

Senator BRaDLEY. Are you saying that the Russians play a ma-
nipulative role in this speculative element of the exchange rate
market? I mean, I didn't realize they were that big a player. I
thought the Euro currency markets were fairly big and that they
were fairly small.

Mr. PARDEE. They are very big players. There are a number of
other big players, including some European corporations. It is a
role that has been played over the years by a number of players,
but right now it is what is called the "red man" in the exchange
market.

Senator BRADLEY. The what?
Mr. PARDEE. The red man.
Senator BRADLEY. The red man. Let me ask one other question

for your opinion. What would be the effect on the exchange rate if
the United States adopted a number of protectionist policies? Let's
say we decided to really protect autos, cut back on the amount of
foreign imports. Let's say we really decided to protect electronics,
cut back on the amount of imports. What would be the effect on
the value of the dollar?

Mr. PARDEE. Probably not much in the immediate term because
the exchange traders would expect quick retaliation by other gov-
ernments. It might lead to some of these speculators being more
cautious. The measures might influence the dollar either way.
The might actually cause a decline because people have been con-
cerned about the broader effects on the U.S. markets of protection-
ism. They could also lead to a rise in the dollar on the cutback of
imports. In several, they would lead to more instability, I think, be-
cause traders would not know which way to jump.

Senator BRADLEY. What do you say, Mr. Hufbauer?
Mr. HUFBAUER. I say that it is unpredictable as to whether re-

striction on a particular product or restriction across the board, for
example an import surcharge, would cause the exchange rate to ap-
preciate or to depreciate. If you read the textbooks, the exchange
rate would appreciate. It is the old trade-driven story which I have
recounted in my testimony. But it is quite possible that exchange
traders and people around the world will say the United States hasjust lost control. The United States is giving up on the GATT. The
United States is giving up on the world trading system. We had
better retreat to the Swiss franc or we had better retreat to gold.

Senator BRADLEY. So, you are saying that you think people might
decide that no matter how stable the United States is politically,
that they want their money in gold.

Mr. HUFDAUER. Or whatever.Senator BRADLEY. If you had a shock to the world trading system,
you know, I thought that might lead to a down turn in world trade,
which might lead to a deflationary circumstance which is how
much is your gold going to appreciate?

Mr. HUFBAUER. Sure. You are right, it could be wrong to go into
gold. I am not saying that gold necessarily goes up. But what I am
saying is that one can tell a story in which gold goes up because of
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great uncertainties about the external economic policy of the
United States or the Swiss franc goes up as a haven currency.
Equally plausible is the notion that the dollar would go up. People
might say that the United States is dealing with its trade deficit.
That is a compelling argument for the dollar. At the same time,
the United States is dealing with the budget deficit, and that is
even more compelling. And so, therefore, foreigners might buy
more dollars. The outcome is quite uncertain.

Senator MOYNIHAN. If I may interrupt, we still have two very
distinguished witnesses. I want to thank this panel. You have given
at least this Senator an idea for getting their attention downtime.
How do you like this headline: Communist Bankers Out To Destroy
American Industry? [Laughter.]

Senator BRADLEY. We will call them Communists, not reds.
[Laughter.]

Senator MOYNIHAN. We thank you both very much, gentlemen.
And now for our two concluding witnesses this morning. We have
the great honor to have Mr. John Leddy, who is one of the archi-
tects of the American postwar trade policy-exactly that policy
which Mr. Hufbauer suggested people might be concluding would
be abandoned if we were to move in the direction that Senator
Bradley speculated about-and Mr. Robert Best of Allen-Best Asso-
ciates. Mr. Leddy, we welcome you back to this committee.

STATEMENT OF JOHN M. LEDDY, FORMER COMMERCIAL POLICY
ADVISOR, DEPARTMENT OF STATE, WASHINGTON, DC

Mr. LEDDY. Mr. Chairman, it is a great pleasure and privilege to
be here. I must say you are addressing a very, very important sub-
ject, and I just hope that this committee can find a way out of the
mess we are in. I think, as you know, I have been asked to testify
on a fairly simple historical point, which might be of interest to the
members of the committee. And that point is this: What did the
American trade negotiators-not the financial people-the mone-
tary side was at this time in the hands of the Treasury exclusive-
ly-but what did the trade people on the American side do when
they were negotiating the GAT and rearing for it, what did
they have in mind about the future of the exchange rate system? I
can tell you that they were very conscious of the close link between
the exchange rate and the trade barrier problem. The primary con-
cern which they had in mind, unlike today, their primary concern
was the fear that currency devaluation would be deliberately used
by nations as a means of pushing out exports and restricting im-
ports; a kind of beggar-thy-neighbor policy. You see,I am now talk-
ing about the period from about 1943 to 1947. The beginning trade
talks started in 1943, and the GATT was concluded in Geneva in
1947. And the leaders of the American team-Will Clayton, Harry
Hawkins, and Clair Wilcox are no longer with us-but all of this
was in their minds, and they also recalled the period of the 1930's
and in particular the London Economic Conference of 1933 which
illustrated this connection in a very vivid, sharp way. The United
States had raised its tariffs to an all-time high in the Tariff Act of
1930. The British had, in 1932, increased their tariff and intensified
imperial preference, damaging American exports throughout the
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Empire. And you had retaliation against the United States world-
wide, and world trade and finance Was in a shambles. So, the
London Economic Conference of 1933 !was called to see whether
something could be put together, whether you could call a stand-
still to trade barrier rises, and then began to push them down. But
the key point was would there be a stabilization of currencies.
None of the countries were willing to go ahead in reducing trade
barriers unless you could have a stabilized currency system. And
this issue then came to President Roosevelt. He temporized with
that for a while. There was a period-if anyone is interested, they
ought to read Dean Achison's "Morning and Noon," which is an ac-
count of it from the fellow who was on the inside of this byplay-
but Roosevelt finally decided that we could not agree to stabilize
the dollar because he wanted to use it to raise prices, a devaluation
in effect, which was just what foreign nations were concerned
about. And when the message came to the Conference, that col-
lapsed the London Economic Conference of 1933. And I think the
lesson is clear that there is a linkage here. I had spent a little time
with Bob Roosa in the Treasury some years ago, and I was fascinat-
ed with his discussion here today. I have always regarded him as a
kind of a genius in this field. I would only quarrel with one or two
points that he made about the import surcharge, but nevertheless,
thanks very much for having me here, and I hope I have contribut-
ed a little historical enlightenment if you didn't already have it.

Senator MOYNIHAN. Mr. Leddy, if my colleagues would permit
me to say it, I was a student of Harry Hawkins, and I remember
with great vividness his sense of exactly what you are saying. Com-
petitive devaluation, and beggar-thy-neighbor policies, were the
great sin in the 1930's. And those men were not talking about
something that led to a 3-percent decline in the standard of living.
They were talking about something which in their view led to the
Second World War. It led to Bergen-Belsen. It led to Hiroshima. It
led to a lot of things that we would just as soon have not have hap-
pened. Now, Mr. Best?

[Mr. Leddy's prepared statement follows:]
STATEMENT OF JOHN M. LEDDY, FORMER ASSISTANT SECRETARY OF STATE AND TREAS-

URY AND AMBASSADOR TO THE ORGANIZATION FOR ECONOMIC COOPERATION AND DE-
VELOPMENT

Mr. Chairman, I am here to testify on a single point: the assumptions held by the
original negotiators of the General Agreement on Tariffs and Trade (GATT) regard-
ing the stability of international exchange rates in the postwar period. I was a State
Department commercial policy advisor and a member of the American team that
formulated proposals for and negotiated the GATT and the International Trade Or-
ganization (ITO) during the years 1943-1948. The leaders of the American team, no-
tably Will Clayton, Harry C. Hawkins (principal trade adviser to Cordell Hull) and
Clair Wilcox, are no longer with us. I will do my best to reflect what I believe to
have been the thinking of the American trade team about the relationship between
exchange rate policy and trade liberalization. Here I must emphasize that in the
United States monetary policy was virtually exclusively in the hands of the Treas-
ury Department, which cont ,)lled the negotiation of the Bretton Woods Agree-
ments.

It is safe to say that the American trade negotiators of GATT were deeply con-
scious of the exchange-rate problem. A major concern was the fear that exchange
rates, notably competitive devaluations, would, as they had in the 1930's, be used to
deliberately stimulate exports and reduce imports at the expense of other countries.
A beggar-thy-neighbor policy, in short. The American negotiators were also well
aware that the London Economic Conference of 1933 had collapsed because of the



90

exchange-rate problem. At the time world trade and finance were a shambles: the
Smoot-Hawley Tariff of 1930 had led to world-wide retaliation. England greatly in-
creased its tariffs and intensified the imperial preference system. Exchange con-
trols, barter agreements and restrictions of all kinds were on the rise. A purpose of
the London Conference of 1933 was to call a halt to rising trade barriers and pro-
ceed to roll them back. To achieve this, however, the conferees consider-d it essen-
tial to stabilize the exchange rate system. When President Roosevelt sent his mes-
sage to the Conference that the U.S. would be unwilling to enter international com-
mitments to stabilize the dollar exchange rate (expressed in gold), the Conference
collapsed. Dean Acheson's book "Morning and Noon" well describes how the U.S.
decision on this critical issue was made.

Returning to the GATT negotiations, international trade talks between the
United States, the United Kingdom and Canada began in 1943 but did not enter the
stage of serious negotiation until 1945. The GATT negotiations, on a wide multilat-
eral basis, began in 1946 and concluded in 1947. Meanwhile Bretton Woods had
taken place in 1944, the International Monetary Fund was an accomplished fact and
all of the trade negotiators knew that the future monetary system would be a coop-
erative one with exchange rates based on established par values which could be ad-
justed from time to time through IMF procedures.

In sum, the American trade negotiators of the GATT were concerned about the
exchange rate problem and conducted their negotiations in the assurance that this
problem would be properly managed through the IMF.

STATEMENT OF ROBERT A. BEST, PRESIDENT, ALLEN-BEST
ASSOCIATES, LTD., WASHINGTON, DC

Mr. BEST. Thank you, Senator. While I don't go quite as far back
as John Leddy or Bob Roosa, I must say this is a bit like home
week. After graduate school, my first job was with the Treasury
under Bob Roosa and his then-deputy Paul Volcker. Subsequent to
that educational experience, I spent 12 years with this committee,
which was the most valuable and cherished experience of my life.

Mr. Chairman, I have to commend you for the questions that
were asked in the press release. They really indicate that you
cannot deal with these issues, which form a kind of a seamless gar-
ment, as if they were hermetically sealed in separate containers.
Indeed, domestic fiscal arid monetary policies are intetelated and
have international consequences, and you can't totally separate
trade policy from international monetary policy.

I also want to commend the staff for the document they pro-
duced, which not only gives a historical perspective on the problem,
but points out the paradoxes. I noticed on page 18 of your staff doc-
ument, that the yen has appreciated with respect to the dollar
some 25 percent since 1980, and later on on page 25, there is a sta-
tistic indicating that the U.S. competitiveness has declined 28 per-
cent, all while we are experiencing $30 to $40 billion bilateral trade
deficits with Japan. That is not explained in the textbooks under
any theory that I know of under a flexible exchange rata system.

Let me just spend the last minute or two discussing what I be-
lieve to be the fundamental solutions. I don't think there is any
single solution. I do believe that we have to get down to the funda-
mentals, and that includes dealing with the U.S. domestic deficits.
After all is done on the expenditure side, I think this committee is
going to be faced with a decision on taxes. And I would suggest
that maybe some useful time could be spent deciding if we are
going to have a tax increase, what should be the nature of it? My
own preference would be some kind of a consumption tax, be it a
value added or Btu or some tax of that kind.
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The summit offers a great opportunity to set in motion a process
that relates international monetary issues to trade issues. Some
day soon we will realize that the alternative to a realignment in
currencies is, in fact, a surcharge. I believe that the "great power"
may come to recognize that unless there were to be a sort of "great
power agreement" relating the monetary and trade issues that the
United States will ultimately be forced by the nature of the prob-
lem to adopt some kind of surcharge, which would be in effect a
substitute for a currency realignment-a very poor one, I believe,
but the political reality of the situation will push us in that direc-
tion. Thus, I agree with Bob Roosa about moving toward a flexible
band system. He has a better name for it, but it would essentially
target currencies within a band and allow the band to move. The
underlying support for that would be a more regular system of co-
operation and coordination by the monetary authorities-the cen-
tral banks-internationally.

With regard to commerical policy, the United States should
adopt a commercial policy that eliminates forever the kind of drop-
ping of the lead ball on our foot which we engaged in a number of
times in the 1970's. For example, in 1973, we embargoed the export
of soybeans. You couldn't do a more damaging thing in your rela-
tionship with Japan than to deny a basic ingredient of their food
supply. And later on, in the late 1970's, we embargoed the export
of Alaskan oil to Japan. Now we are trying desperately to sell
them coal, which unfortunately they are buying from Canada, Aus-
tralia, South Africa, and the People's Republic of China. I don't
think we can engage in a unilateral embargoing of exports-and be
arguing constantly that we have to have greater market access in
Japan. I think we are at sixes and sevens on that. On the other
hand, as I indicated in my statement, Japan's great trading compa-
nies, in their own self-interest, ought to be giving "preferential
treatment" to the goods made in the nation whose market absorbs
the bulk of their exports-the U.S.A.-particularly during times
when the overall bilateral relationship is so one-sided. I see the red
light has gone on, and I always try to be observant of this commit-
tee's rules.

The CHAIRMAN. You are very generous. Thank you.
[Mi; Best's prepared statement follows:]

PREPARED STATEMENT OF ROBERT A. BEST, PRESIDENT, ALLEN-BEsT AsSOcIATEs, LTD.

Mr. Chairman, and distinguished Members of the Committee, I sincerely appreci-
ate this opportunity to appear once again before you. As many of you know, I am a
creature of the Congress and of this Committee, having spent inore than a decade
serving on your staff. It was an experience that I will always cherish.

The issues which you outlined in your Press Release of April 5 are familiar to
many of us who have specialized in--some would say made a career out of-balance
of trade and payments issues. Mr. Chairman, you asked the question of why the
American dollar has appreciated in spite of the vast current account deficit. It is
obvious that the real world does not follow the theories we learned in Econom'rics
101 or even the more sophisticated graduate courses we may have had. I believe the
American dollar is strong because of: (a) high real interest rates in the U.S. and the
real differentials with other currency assets; (b) a stable political climate, particular-
ly when compared with the alternatives; (c) undervalued equities; and (d) favorable
long-term growth prospects. Simply put, where would you rather invest capital?

On the question of whether a free and open market for dollars, unfettered by gov-
ernment repiilation is, in fact, compatible with a free and open market in traded
goods, I believe the answer is yes, but. The "but" presupposes greater coordination
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of domestic monetary and fiscal policies, internally and externally. Otherwise, the
exchange rate relationships will be out of line with the underlying realities as I be-
lieve they are in the dollar-yen case, and the structural tide imbalances will result
in increased trade restrictions, as has been the case since 10'. On the other hand, I
can't see the world returning to a rigid fixed-rate system wjth the full adjustments
falling on the deficit nations.

As you may recall, before the break with the fixed-rate system in 1971, the deficit
nations such as the United States had to "protect" their foreign exchange reserves
and limited gold supplies by actions which were sometiilnes silly and other times
worse. Thus, during the Sixties, we erected barriers (exchange controls to direct and
portfolio investments abroad, even to bank loans; we penalized American tourists,
even thinking seriously of imposing a very stiff tax on foreign travel, and engaged
in strenuous efforts to force NATO allies to buy medium term bonds-all in the
name of correcting the balance of payments and preventing DeGaulle from cashing
in French held dollars for American gold. If we had a rigid fixed-rate system now,
there would be a veritable wall or barriers around America. Some see a magic al-
chemy in the gold standard, but I can't believe we would accept the arbitary exter-
nP1 discipline of that s.vtem if we abjure the internal discipline of our own budget
process.

There may well be a need for greater, more deliberate and more frequent inter-
vention in the foreign exchange markets. At one stage, I believed that currencies
should be allowed to fluctuate freely with a band, and that once they reached or
approached the limits, Central Banks should intervene in the foreign exchange mar-
kets. That kind of flexibility is not inconsistent with moving pegs, as they were
called by the international monetary gurus. I would like to hear Chairman
Volcker's views on this subject. I knew him from his early days in Treasury in the
Kennedy and Nixon Administrations. One must have enormous respect for his accu-
mulated wisdom and experience. He is more qualified to express a judgment on
where we go from here, but I also suspect he is less free, as the markets heave on
his every sigh.

History has a way of repeating itself and there are "disquieting similarities" be-
tween this period-marked by huge international indebtedness, liquidity problems,
high real interest rates, structural trade disequilibria, and pressures for sweeping
protectionism for "basic industries"-and the turbulent thirties. I think we learned
a lot since those days and I am not really concerned that the Congress would pass
another Smoot-Hawley tariff or that any President would sign such a bill. But Ian
concerned that the lack of coordination between international monetary policy fid
trade policy (similar to the lack of effective coordination between domestic mone-
tary and fiscal policies) could strain the "system" to its limits, ultimately leading to
a rupture in the fabric of international cooperation.

Trade policy cannot be neatly isolated from exchange rates or a stable long-term
monetary and fiscal policy, one which is growth oriented and not on-again, off-again.
In a very real sense, trade in goods and services internationally is a byproduct of a
healthy domestic economy, sustained, if you will, by sound monetary and fiscal poli-
cies. Unfortunately, for most of the post-war period we have suffered the conse-
quences of an overly expansive fiscal policy and an overly stringent monetary
policy. In recent years, the dimensions of this asymmetry have become enormous
and unsustainable.

The Congress is once again in the middle of its budget process. One can only hope
that the cuts contemplated are real and not illusory and that a bipartisan agree-
ment can be reached on a long-term reduction in the size of the deficit in relation to
the size of the economy and that expenditures will be reduced in relation to the
GNP. Ultimately, a sound macro-economic policy is the best trade, policy. In that
connection, however, if at the end of the day, after all the expenditures have been
reduced to a level politically acceptable, there is still a significant "full employment
deficit," some increase in reverues will be required. At that stage, instead of in-
creasing taxes on labor or capital, serious consideration should be given to some
form of consumption tax, either a value-added (call it some other name) or a BTU
tax or an import fee on energy. Another increase in the gasoline excise tax should
not ruled out. The import surcharge idea should be considered only as a trade meas-
ure to substitute for a much needed realignment in the yen-dollar relationship if
that realignment is not agreed to through international monetary cooperation.

The recent agreement to discuss monetary as well as trade issues at the Summit
offers a wonderful opportunity to begin to attack the underlying causes of the struc-
tural imbalances in the world economy and particularly between the United States
and Japan. We may have accidentally stumbled into something with brilliance, or
brilliantly married a U.S.-French divergence. But it does not matter as long as there
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is an understanding that if the exchange rates are not realigned in a cooperative
manner, the pressures for a surcharge will not disappear with the latest package of
trade openers from Tokyo. No one should be under any illusion that a package on
telecommunications, drugs, wood products and computers, as desirable as these
market openers are, will change the fundamental disequilibria in the U.-Japan
trade relationship. More fundamental macro-economic policy changes in both na-
tions are necessary, coupled with a realignment in the currency parities. If we do
not address the fundamentals, the overall U.S.-Japan relationship will deteriorate
dangerously. The frustrations in Congress have already reached a level in which
"Japan bashing" could become more fashionable than "budget busting."

A great nation has the will to do whatever is right, whatever is necessary, what-
ever is appropriate to resolve its own problems, and not be in the position of either
begging thy neighbor or ar thy neighbor. As elected representatives, Mem-
bers of Congress are currently under severe pressure from constituents suffering the
consequences of macro-economic disorders with macro-economic complaints. This
does not make the complaints less real, or less valid, but the pressures would be a
lot less if the fundamentals in the relationship were addressed and corrected.

I am not here to suggest that the trade problems be swept under the rug while
these macro-economic issues are addressed. On the contrary, Japan for its own sake
must open its markets in very specific ways and I would argue do more than that;
they must sincerely embark on a "Buy American" crusade in areas in which we are
competitive.

In addition to the four product areas which have received so much attention,
Japan should make a major investment in American coal and other resources which
they need, and further, should adopt a long-term investment strategy in which their
management skills and capital are "married to" those of American corporations to
enhance jobs and consumer choices on both sides of the Pacific. The recently an-
nounced joint venture between Mitsubishi and Chrysler in which a shared commit-
ment of capital and production was made for a plant in the U.S.A., is in both na-
tions' interests.

In the end, these joint ventures could do more for American competitiveness and
the "two way street" than so called "voluntary restraint" agreements which are
neither very voluntary nor often very restraining, but which cost the American con-
sumer without helping the American Treasury. The VRA in automobiles was tanta-
mount to imposing a tax on the American consumer of between 10 and 15% and
then sending the proceeds to the Japanese and American automobile dealers and
manufacturers. That's not very smart commercial strategy. If we are going to pro-
tect an industry, we should do it openly, under the rules, and at least transfer the
costs from the consumer to our own Treasury, which needs the money.

Mr. Chairman and members of the Committee, this ends my prepared testimony.
I would like to append to it, for your Record, a summary of a paper I did during the
great debate over Reciprocity legislation in 1983. The issues have not really changed
very much, but the magnitude of the challenge has. Thank youi very much and I
would be happy to try and answer any questions you may have.

TRADE LAW AUTHORITY AND POLICY

The President is currently empowered with considerable authority in the trade
field. The current exercise in the Congress over "reciprocity" legislation is an at-
tempt to give direction to, and encourage the use of, that authority. It is my view
that the President ought to define his policy clearly and take certain initiatives to
take the steam out of a potentially dangerous legislative directive.

Let me first define the existing authorities and then suggest some principles and
initiatives. It should be kept in mind that trade problems are often reflections of
general economic problems, managerial mistakes, lack of R & D effort and other
causes. Remedies for trade problems are often not embodied in trade law as such.

1. CURRENT PRESIDENTIAL TRADE AUTHORITIES

A. Negotiating authority
1. Nontariff Barriers Negotiating Authority.-Under section 102 (b) of the Trade

Act of 1974, extended by 1101 of the Trade Act of 1979, the President is empowered
to "enter into trade agreements with foreign countries or instrumentalities provid-
ing for the harmonization, reduction, or elimination of such barriers. . " This au-
thority was extended for 13 years by the 1979 Act. Agreements reached under it
would be subject to a fast tract, no amendment procedure under section 151 of the
1974 Act.

49-032 0 - 85 - 4
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2. Bilateral Trade Agreements.--Section 106 of the Trade Act of 1974 enables the
President to enter into bilaterial trade agreements whenever he determines such
agreements will "more effectively promote the economic growth of, and field em-
ployment in, the U.S." Such agreements shall provide for "mutually advantageous
economic benefits".
B. Balance of payments authority (title I, section 122)

The 1974 Act directs the President to proclaim, for a period of up to 150 days,
such import surcharges (up to 15 percent ad valorem) or, under certain circum-
stances, import quotas, or a combination of the two, as may be necessary to deal
with large and serious U.S. balance of payments deficits, to prevent an imminent
and significant depreciation of the dollar, or to cooperate with other countries in
correcting international balance of payments disequilibria. If the President fails to
take action to protect the Unite . States from continuing, large and serious balance
of payments deficits, he is required to consult with the members of the Committee
on Finance and the Committee on Ways and Means. Import restrictions are to he
applied on a nondiscriminatory basis, unless the President determines that circurn-
stances warrant restrictions on imports from individual countries. Such circum-
stances could include situations in which the large and serious U.S. balance-of-pay-
ments deficits are substantially the result of one or several countries having large
surpluses and failing to take voluntary arid effective action to reduce those surplus-
es.
C. Compensation authority

The 1974 Act provides permanent authority following expiration of the basic tariff
reduction authority for the President to compensate foreign countries for increasing
trade restrictions as import relief through new trade agreement concessions. Tariff
reductions cannot exceed 30 percent. The President has discretionary authority not
to grant compensation to a foreign country which has violated trade concessions to
the United States without paying adequate compensation.
D. National security provisions

Section 232 of the Trade Expansion Act of 1962, as amended, by section 127 of the
Trade Act of 1974 provides Presidential authority to withhold concessions, or to
impose import restrictions whenever the President (after an investigation by the
Secretary of the Treasury in consultation with Secretary of Defense, Secretary of
Commerce and other appropriate officials) determines imports are impairing the na-
tional security.
E. Retaliatory authority

Section 301 of the Trade Act of 1974, amended by 901 of the 1979 Act, provides
the President With broad authority to retaliate against foreign countries which
impose "unjustifiable or unreasonable restrictions against U.S. commerce". A com-
plaint procedure was provided in the 1974 Act and modified in the 1979 Act under
which the USTR would conduct public hearings of such alleged practices and report
to the President and the Congress on the findings. The President may and, in fact,
is encouraged to retaliate on a selective basis, e.g. only against the goods of the of-
fending country, and can also use this authority against countries which withhold
supplies of needed commodities without justification.

I1. AUTHORITY UNDER IMPORT RELIEF PROVISIONS

A. Escape clause
Under section 201 of the Trade Act of 1974, if after a complaint is filed, hearings

are conducted and a full investigation is made, the International Trade Commission
(USITC) finds that imports are "a substantial cause of serious injury" (or threat
thereof) to an industry, the President may provide import relief (duty increases,
tariff-rate quotas, quotas, orderly marketing agreements.) This general escape clause
provision has been a part of the trade agreements program since its inception in
1934. In recent years, while the petitions have grown, the relief has dwindled.
B. Antidumping

Under Section 321 of Trade Act of 1974, as modified by section 733 of the 1979
Act, the administering authority (now Dept. of Commerce) determines whether im-
ports are being sold or offered "at less than fair value" in the U.S. The USITC must
determine whether such "dumped" imports are causing, or threatening to cause,
material injury. If both findings are positive an antidumping duty is proclaimed.
This can be waived if "dumping' practices stop.
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C. Countervailing Duty
Section 331 of the 1974 Act, modified Title I of the 1979 Act, provides authority

to impose special duties to "countervail' foreign subsidy practices. In the original
legislation (Section 303 of 1930 Tariff Act) subsidy was broadly defined to mean a
"bounty or grant" on "the production, manufacture or exportation" of any commod-

---- ity grown or manufactured etc. Numerous court cases have tried to interpret the
legislative history in defining the meaning of bounty or grant. It still remains a
sticky wicket. Nevertheless, cvd procedures have been instigated more frequently in
recent years, particularly by the U.S. Steel industry and have led to "trigger price
mechanisms" and other trade distorting devices.

Having described above existing U.S. trade authorities, the major issue remains:
What should be our trade policy and how should we, as a nation, deal with particu-
lar imbalances with major trading nations when such imbalances contribute in a
significant way to economic dislocations.

It is generally agreed that an open, nondiscriminatory trading system is the goal,
the ideal. for trade policy to aim at. It is also widely recognized that this is not, in
fact, the practice. That being the case the question is: "should we depart from the
goal because it is not universally, or even predominantly, practiced by major trading
nations? I have reached some conclusions:

(a) The United States must use the authorities it now has to "push", "cajole" or if
you will "force", other major trading nations in the direction of the goal of an open
competitive trading system.

(b) This will be a process that involves bilateral as well as multilateral negtia-
tions.

(c) Such negotiations will succeed only if the Executive and Legislative branches
agree on trade policy and work together to implement it.

(d) Since "trade problems", as indicated previously, are often a reflection of non
trade causes (exchange rates, management mistakes, low R & D efforts "lousy prod-
ucts" etc.), the remedies, if any, for such problems often lie outside of the trade
policy arena.

(e) Government's role is to assure that competitive conditions exist in the market
place, not to provide import relief to those who cannot compete.

(f) A major exception to (e) lies in the national defense-security area where na-
tions with major responsibilities for maintaining the peace must assure themselves
of the means to assume those responsibilities.

Having said all of the above, what, if anything, should the United States do, uni-
laterally, bilaterally and ufultilaterally.

Unilaterally, one can make the case that the United States must do the following:
(a) Restore a sustainable period of noninflationary economic growth by eliminat-

ing "structural" budget deficits, and excessively high real rates of interest.
(b) Move toward a greater emphasis on consumption and user taxes and away

from taxes on income and profits.
(c) Provide industry with the tools to compete in the international marketplace.
Bilaterally, the United States should:
(a) Negotiate for "equitable", "reciprocal" "overall" market opportunities in trade

and investment with trading partners.
(b) Withhold, or terminate, if necessary trade and other concessions and benefits

from nations which refuse, after adequate negotiations, to provide for such opportu-
nities.

Multilaterally, the United States should:
(a) Insure a proper coordination of monetary and fiscal policies among major trad-

ing nations.
(b) Insist on "rules of the garre" embodied in international agreements that are

consistent with principles of open competitive markets; adequate and enforceable
dispute settlement mechanisms; and agreement not to provide "free rides" to those
in stages of development which would enable them to compete on equal term

TRADE AND ECONOMIC POUCY OPTIONS

If one accepts the above principles as guidance for U.S. policy, the following meas-
urelcitd be considered as appropriate responses to U S. economic and trade dilem-
mas. They require study and comment before they could be put forward as a com-
prehensive response to the problem(s) facing the U.S. with projected triple digit"structural" budget deficits and double digit "structural" trade deficits.
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TAX MEASUREM

The United States should consider applying a valw t'd tax on consumption
(and imports) of goods and services. Such a L* 0Mc),1pha-d in at say, 2 percent-
age points a year until a maximum of 10% is reached. At the same time the social
security employee "contribution" could be gradually reduced to no more than 5% of
income (from projected levies of 7.5%) and the corporate tax rate reduced to a maxi-
mum of 33%. DISC could be repealed along with other special provisions.

Half of the revenues generated by the VAT could be earmarked for the social se-
curity program: the other half to be channeled into a Reconstruction Finance Corpo-
ration, incorporated within the Department of Treasury or Commerce. The latter
would be targeted to assist industries facing severe competitive problems.

TRADE OPTIONS

The President has ample authorities described in the first part of this paper to
negotiate bilaterally and multilaterally for the removal of trade distortions and bar-
riers against U.S. exports. He also has authority to take unilateral actions for na-
tional security, balance of payments or "retaliatory" reasons.

The Danforth bill is primarily aimed at providing a direction for the use of these
authorities, the direction being "equal competitive opportunities." It is implied in
the so-called "reciprocity" legislation that if equal competitive opportunities do not
result negotiations the President should exercise his authorities to achieve such con-
ditions, unilaterally.

The Williamsburg Summit offers an opportunity to agree on certain basic princi-
ples and to set in motion the bureacratic machinery needed to implement such prin-
ciples. If this oppo "tunity is lost, Congress will be tempted to pass legislation at best
aimed at "forcing" a solution and, at worst, implementing a solution such as "local
content", "buy American" and other measures supported by certain industry and
labor groups and coalitions.In addition to the Williamsburg Summit opportunity, the President could take a
number of measures which would alleviate U.S. trade problems immediately and
offer hope to industries and workers beset by import-related problems.

Among the short term measures the President could take which would be consist-
ent with open and nondiscriminatory trading systems would be:

(1) Directing his Special Trade Representative to prepare a plan for negotiating
the elimination of trade distorting devices.

(2) Greatly expanding the guarantee authority of the Export Import Bank without
changing the criteria of "reasonable assurance of repayment".

(3) Asking Congress once again to modify the Foreign Corrupt Practices Act and
other unilateral impediments to exports.

(4) Making the "enterprize zone" assistance available to communities hard hit by
imports.

(5) Provide special tax advantages for retraining of displaced workers.
If he wants to go further the President could:
(1) Direct the Secretary of Defense together with other appropriate agencies to

prepare a report on the industries considered critical to U.S. defense requirements
and to determine whether imports on these aieas are threatening to impair the na-
tional security.

(2) Direct the Secretary of Treasury to prepare a report on establishing a "Recon-
struction Finance Corporation: to assist industries in modernizing plant and equip-
ment and adopting management and marketing techniques to meet foreign compliti-
tion.

(3) The Secretary should also be directed to prepare a study of our tax laws, in-
cluding the options of:

(a) A flat tax for individuals and corporations.
(b) A value added tax as a substitute for certain income and payroll taxes.
(c) A national security tax on oil imports under section 232 of Trade Expansion

Act of 1962. (See Safire article attached)
There are more drastic actions that could be taken unilaterally such as exercising

retaliatory authority under section 301 against goods from countries which refuse to
negotiate in good faith; exercising balance of payments authority under section 122
of the 1974 Act. However, these would likely lead to retaliation against American
exports and are therefore undesirable except in emergency situations.

Mr. BEsr. Thank you, Mr. Chairman.
The CHAIRMAN. Thank you. Senator Moynihan?

BEST AVAILABLE COPY



97

Senator MOYNIHAN. Mr. Chairman, because you were necessarily
out of the room, is the budget decided?

The CHAIRMAN. The budget is decided. You don't need to worry.
We will pass it about 3 this afternoon.

Senator MOYmHAN. About 3 this afternoon? All right. Now you
see what can be done when we put our minds to it. [Laughter.]

John Leddy was telling us in great detail of the origin of the
GATT. It was very much a concern of our negotiators, based on
American policy, that there be stable exchange rates. In the 1930's,
countries devalued their currencies as a trade device, exporting
their unemployment. And President Roosevelt was trying to raise
prices and wouldn't let that go. I guess that is why Dean Achison
resigned, wasn't it?

Mr. LEDDY. Yes; he resigned on the legal issue of the President's
power to fix the gold content of th 3 dollar. He thought it was strict-
ly illegal, and he would not take the responsibility for it.

Senator MOYNIHAN. And at the same time the President would
not take the responsibility for a world economic system and the
only point I would like to make, Mr. Chairman, is that when you
think back on the origins of American trade policy and the State
Department, and I am sure John Leddy would agree and Mr. Best
would agree, those people weren't just trying to put together a
more efficient world economic corporation or some system arrange-
ment whereby growth would be 2.9 percent a year instead of 2.7
percent. They were looking at events in their immediate past
which they reasoned had led the world to the most horrible en-
counter with violence and savagery it has ever known-by that I
mean the Second World War-which very much came out of the
succession of economic decisions, bad decision in the West, that had
led one way or another to that war. And it was a lot more than a
standard of living they were talking about. They were talking
about life. And if we let the United States lose its industry, which
we have been hearing about from the chairman and others, then
an awful lot that the United States stands for loses standing in the
process. And this goes over into the most profound politics of the
international order. At least, I think that was your judgment,
wasn't it, Mr. Leddy?

Mr. LEDDY. Yes, it was.
The CHAIRMAN. Senator Baucus?
Senator BAUCUS. Mr. Leddy, I am not quite certain as to what

the London conferees were thinking in 1944. I heard you say that
they were worried that countries might engage in competitive de-
valuations to encourage exports. My question is: Did those confer-
ees think that the IMF would take care of this exchange rate prob-
lem?

Mr. LEDDY. The IMF, which was agreed upon in 1944, provided
for a system-an adjustable par value system in which countries
would first set their currencies in the Fund and then not change
the par value without the consent of the Fund. So, this provided a
stable exchange rate system. Of course, for many years you know,
you had balance of payments restrictions on throughout the rest of
the industrialized world, except for Canada and ourselves-and
until currencies became convertible-then of course, the restric-
tions were all dropped. And since the convertibility of currencies,
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started actually in 1961-I remember it extremely well-I was in
the Treasury at that point as an Assistant Secretary working with
Bob Roosa-and we were greatly concerned because of the balance-
of-payments deficit. At that time, we used to measure the balance
of payments by what was called the overall deficit. We didn't focus
on the trade deficit but the overall deficit, which began to rise in
1958-59, and 1960.

Senator BAucus. Should the next GATT round address this prob-
lem?

Mr. LEDDY. GATT has provisions in it permitting balance-of-pay-
ments quotas. When a country is in balance-of-payments difficul-
ties, they have to accept the judgment of the Fund on all of the
facts in the case and so forth before they can put on quotas, under
the circumstances.

Senator BAUCUS. You don't think that the next round should ad-
dress the problem of the volatility of exchange rates?

Mr. LEDDY. The contracting parties to the GATT have addressed
the problem. They are very much concerned about the volatility of
the exchange rates, and in fact, they-through the GATT-started
the Fund on a study of the effect of the volatility of exchange rates
on trade. And it is my understanding that the Fund has produced a
report on that, which I think you should get.

Senator BAucus. What about the Bonn summit? To what degree
should the Bonn summit address this?

Mr. LEDDY. One of the problems that I have, sir, is that the first
thing that needs to be done about the problem we are facing is for
the executive branch to recognize that there is a problem. And
until the recent statements of the hiew Secretary of the Treasury, I
did not have that impression.

Senator BAUCUS. I agree with you. Some call it benign neglect. I
think it is more in the nature of malign neglect.

Mr. LEDDY. All right.
Senator BAUCUS. But putting that aside, assuming you have the

President's ear, and the President would do whatever you wanted
him to do, what would you suggest to him?

Mr. LEDDY. If I were the President, I would agree with the other
members who will be at that Summit that something had to be
done about the American budget deficit and that he should be
more flexible on the ways he is going to handle it and be bolder in
the way he is going to reduce the budget. Frankly, I think he
should agree to do more than we have been doing in the way of
cooperation in the financial markets along the lines that Bob Roosa
was talking about. We have been very "stand-offish" on this, and I
see no reason for it.

Senator BAUCUS. All right. Thank you.
The Chairman. Senator Bradley?
Senator BRADLEY. Thank you, Mr. Chairman. Let me say to both

of you, and particularly to Mr. Leddy, how important it is for you
to give the committee some historicalperspective because frequent-
ly we not only lack that but despair for a solution to a problem
that we think has never been dealt with before. So, I think that it
is very helpful. Let me ask you: As you said, Mr. Leddy, the GA'IT
system as it was originally constituted assumed the stable ex-
change rate regime. That worked for a number of years and final-
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ly, in 1971, although there was erosion, as you pointed out in the
1960's and 1971, we went to floating exchange rates. Some argue
that the genie is already out of that bottle. So how do we get it
back in? Mr. Roosa said that we should have a group of five with a
kind of flexible band, a *illingness to intervene and harmonize our
macroeconomic policies. Let me ask you: If you could get back to a
system of fixed exchange rates, would you prefer that, with all that
implies as to what capital flows mean for differential inflation
rates, or would you like to try to cope with the present system with
all it implies on differential exchange rates?

Mr. LEDDY. I would have to say that I don't think you can get
back to a fixed adjustable par value system as it was in the Fund. I
don't believe that anyone ever understood what would happen
under the floating rate system or anticipate it. What would happen
with this magnitude of capital flow? The monetary fund, interest-
ingly enough, permits controls to be put over capital flow, but so
far as I know, no one has ever been able to devise a method of
doing that that would be wise and judicious. This is why I was in-
terested in Bob Roosa's presentation because he seemed to be
thinking about some way of influencing capital flows without some
sort of direct governmental control over the problem. I honestly
don't know what the answer to these problems is, but I think that
we ought to focus first on the dollar problem instead of the general
problem of volatility. I would start with the U.S. dollar problem,
and I would start in the United States. What is the cause of the
tremendous demand that creates a capital inflow? And no matter
where I start, I always come right back to that $200 billion plus
budget deficit. I just don't seem to be able to escape it, no matter
what I listen to.

Senator BRADLEY. Do both of you agree with Mr. Roosa, though,
when I put the question to him about reducing the budget deficit, a
willingness to intervene in the exchange markets, and an effort to
try to lighten the burden of Third World debt? Do you agree that
to the extent we did all three, each one could be less severe?

Mr. LEDDY. I wouldn't know how to answer that. I don't know
what proportions of the three-the only thing I would say is that
the most important of those three is the budget deficit. So, I don't
know whether you could, by not doing anything about the budget
deficit, equalize that by doing more about the other two. I would
doubt it very much. I don't see how you can do anything without
dealing with the budget deficit.

Senator BRADLEY. Mr. Best?
Mr. BEST. Yes, I would agree with Bob Roosa. I believe the prior-

ities are: first, a reduction in the structural domestic deficits,
second, the reduction in the external account deficit, and I believe
that can be best done through a currency realignment. And the
international debt problem is bigger than I can handle at this
point. I do believe you had better concentrate on two or three coun-
tries and perhaps those in this hemisphere.

Senator BRADLEY. The position taken by this administration has
not only been that it wouldn't intervene in any exchange rate mar-
kets but the international debt problem is too big for them to con-
sider. So, are you saying that governments no longer can attempt
to structure things to suit the ends that they have chosen to
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pursue? I mean, is this totally out of control? I think that is a logi-
cal conclusion to the statement that I prefer not to think about
this, or I can't do anything about it.

Mr. BuT. I don't believe that it is an impossible problem. As a
matter of fact, Mexico is a lot better off now than they were 2
years ago. I just don't follow it closely enough to know whether
stretching out the debt, providing some type of government guaran-
tees on the debt, or having a larger IMF fund, or all of the above,
would be the most appropriate measures. I am not a man who be-
lieves in benign neglect if there is a problem-but on the other
hand, I don't want to bail out the bankers for making bad loans if
they made bad loans because that is when you take out all the dis-
cipline from the system completely. So, that is the reason for my
hesitancy about giving some type of simple formula solution on the
debt problem.

Senator BRADLEY. Would you agree that we are at a point now
similar to times in history when our economy exploded? When
speculative excess reached a point where there was a crack in the
system. It happened in the 1930's. It happened in the 1870's. It hap-
pened in the 1830's. You know, it is perhaps a characteristic of cap-
italist economies that this sometimes develops. Now, we put a lot of
safety measures in in the 1930's to try to deal with that. We struc-
tured the international system after World War II to try to deal
with that. And the real question is: Is the genie out of the bottle
now so that you are not going to be able to prevent this kind of
collapse? And it seems to me that what the administration is
saying is: Look, we can earn our way out of this, which seems to
me to be an abdication of responsibility. And I hear you gentlemen
saying: Look, you can do something about it-you are on the brink,
but you are not over the brink. You can cut back on the deficit.
You have got to have some selective intervention policies, and if
you can figure out a way, you have to find some way of reducing
the burden on some of those Third World countries. Is that correct.

Mr. LEDDY. If you are asking me, I would say the governments-
the major governments--can't afford to allow this system to col-
lapse. They just can't do it and they won't do it. I mean, when it
gets to the point where it becomes politically essential to act, I am
confident that they are not going to allow the trade and financial
systems of the whole world to go down the drain. So, something
will be done, but a beginning has to be made, and a beginning has
to be made by the United States. There is no way around it. I know
that we are nd longer as dominant as we were in the immediate
post-war period, but we are still far and away the largest economy
in the free market world and in the monetary field. You can't con-
sider the European Community as one, you know, in the monetary
field. These are separate states really, despite the fact that they
have a stake there in the money market. So, we are a dominant
economy and we have got to exert some leadership, and I don't
think we have.

Mr. BESr. Yes. I am relatively optimistic despite the overhang
problem. You know, we have been through a lot of these things in
similar circumstances. I remember there was a speech by--

Senator BRADLEY. In similar circumstances?
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Mr. BEST. William McChesney Martin made a speech-I believe
in the mid-1960's-in which he talked about "disquieting similari-
ties" between the situation that then existed and the situation in
the twenties and early thirties.

Senator BRADLEY. What was the budget deficit then and the
trade deficit and the exchange rate regime?

Mr. BwSr. What I think has happened is that in a way the disci-
pline has been taken out of the system, and it is difficult, apparent-
ly almost impossible, to put it back in. The discipline at that time
under a fixed rate system was that we had to protect reserves and
try to keep things in some sort of an equilibrium. We would never
have been able to allow deficits to grow to the proportions that
they now are-domestic or international. The free float sort of
gives us an internal liberty, but we are building up an overhang of
problems that sooner or later will come home to roost. But it feels
good when you c&n do whatever you want to and not appear to pay
a price in the short run. It is sort of like the position of a Congress-
man or a Senator dealing with a $20 billion deficit versus a $200
billion deficit. If somebody offers a floor amendment that say costs
$2 billion-for schools or harbors or roads or whatever-you might
say, well, $2 billion ie a lot of money, and, in a $20 billion deficit,
that is 10 percent of the deficit. But if that same amendment were
offered in a $200 billion deficit-if in other words it is a matter of
whether it is $198 billion or $202 billion, you might say what the
hell? It really doesn't matter, I might as well vote for the thing.
[Laughter.]

I think that is where we are versus where we were a few short
years ago.

Senator MOYNIHAN. If my friend would let me make a comment,
I have to tell you, Mr. Best, that about a year ago I wrote an arti-
cle for the New Rep.,.blic in which I made a proposition that the
great irony of this age is that Ronald Reagan has made big govern-
ment cheap. It only costs you 75 cents on the dollar, so why not?
And no cut would make it anywhere near balancing the budget,
and no increase would make the deficit significantly larger.

The CHAIRMAN. Mr. Best also knows of what he speaks. He was
serving as a staff member to this committee when $2 billion made
a difference. Indeed, it was a discipline. Any other questions of
these witnesses?

[No response.]
The CHAIRMAN. If not, gentlemen, thank you very much.
[Whereupon, at 12:35 p.m., the hearing was recessed, to recon-

vene at 2:30 p.m., this same day, April 23, 1985.]

AFTERNOON SESSION

The committee met, pursuant to notice, at 3:22 p.m. in room SD-
215, Dirksen Senate Office Building, Hon. Bob Packwood (chair-
man) presiding.

Present: Senators Packwood, Danforth, Grassley, Matsunaga,
Baucus, and Bradley.

The CHAIRMAN. I apologize. We have been listening to the Presi-
dent of the European Commission in the other room. And I'm going
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to leave him talking to some of the other Senators and proceed
with the hearings here. I apologize for keeping you waiting.

Might we move to Mr. Robert Solomon from the Brookings Insti-
tution.

Mr. Solomon, again, I apologize for keeping you waiting. You go
right ahead, sir.

STATEMENT OF MR. ROBERT SOLOMON, GUEST SCHOLAR, THE
BROOKINGS INSTITUTION, WASHINGTON, DC

Mr. SOLOMON. Thank you, sir.
I'm pleased to have this opportunity to present my views to the

committee. I have an abbreviated 5-minute statement.
In this statement I shall focus on what we know about the causes

of the high value of the dollar, the effects of the strong dollar, and
what might be done about it.

My remarks are aimed at helping the committee assess the rela-
tionship between international monetary arrangements and the
working of the world trading system, including the advisability of a
new round of GATT negotiations.

From the fourth quarter of 1980 until late February of this year,
the trade weighted average value of the dollar against the curren-
cies of 10 industrial countries rose about 80 percent. And then from
late February until the last day or two, the average value of the
dollar fell more than 10 percent, still up, then, something like 60 to
70 percent from late 1980.

What accounts for the substantial appreciation of the dollar
since 1980? The most popular explanation links the dollar to high
American interest rates, which in turn are thought to be the result
of the sizable deficit in the budget. For much of the period since
1980, American short-term interest rates have exceeded those in
Germany and Japan by 3 to 6 percentage points.

This means that an investor, by keeping funds in dollars rather
than in marks or yen for a full-year, could earn an additional 3 to
6 percent, p-ovided that the dollar did not fall in value during that
year. The full-year gain of 3 to 6 percent could have been wiped out
by a small depreciation of the dollar, and we know that exchange
rates can move by 3 to 6 percent in a couple of days. I understand
the Swiss franc fell by 5 percent today in the market.

Thus, investors who have put or kept their funds in dollars
rather than marks or yens must have expected that the dollar
would not fall, but would either remain stable or rise. The question
is: Why did they expect the dollar to remain strong?

One reason may be that there has been an expectation that
American interest rates would go up under the combined impact of
the large budget deficit and economic expansion. Whatever the
effect of the differential in interest rates between the United States
and other industrial countries, there is little doubt that an increase
in the interest rate differential is likely to push up the dollar when
it occurs.

As long as investors hold the expectation of rising U.S. interest
rates, they will tend to avoid nondollar currencies so as not to
suffer a capital loss when American interest rates move up.
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It was once widely thought that when a country developed a
large trade and current account deficit its currency would depreci-
ate. Clearly, that theory no longer holds or it's being overwhelmed
by other forces.

One reason that is often given these days is that exchange rates
are being driven by capital movements rather than by the funda-
mentals, such as trade deficits and surpluses.

It's important to note that this is not a new phenomenon. As far
back as the early 1960's, the United States had a weak currency
even though it enjoyed a sizable current account surplus. The prob-
lem was widely believed to be a tendency for capital to flow out of
the United States in large volume. To deal with this problem, the
United States used a variety of restraints on capital outflows to in-
dustrial countries during the 1960's and into the early 1970's. Thus,
large capital movements with a tendency to effect exchange rates
are not a recent development.

It has to be admitted that we cannot come up with strong and
persuasive reasons for the rising value of the dollar in recent
years. The interest rate differential, though it must have had an
effect, depends on favorable expectations about the exchange rate,
as I have said. The best analogy I can think of is the enormous in-
crease in American stock prices in the second half of the 1920's.
That was a speculative episode, as we all know. The market went
up because people bought in the expectation that it would go up.
And that, I think, is what has been happening to the dollar in
recent years. It's a speculative bubble.

As we all know, the rising value of the dollar has had effects,
both in the United States and abroad, and these are well known.
Since they are well known, Mr. Chairman, I will skip over them in
my oral summary. They are discussed in my written submission.

In general, there have been some benefits both in the United
States and abroad from the appreciating dollar. But it is fair to say
that welfare would have been greater on balance if the dollar had
risen less.

I come to the question of, what can we do? If the world would be
better off with a lower value of the dollar, what can be done about
it? The standard prescription is to reduce the budget deficit. If Con-
gress acted to cut the deficit progressively over a period of 2 to 3
years, this would lower both actual and expected interest rates. It
could well lead to a decline in the foreign exchange value of the
dollar. And since a smaller budget deficit is desirable on other
grounds, there is everything to be said for acting on it.

A temporary import surcharge has been proposed, as you know.
The proponents point to the precedent of the surcharge imposed by
the Nixon administration in August 1971. It's useful to recall that
the Nixon surcharge of 10 percent on American imports was a bar-
gaining device designed to induce other industrial countries to

ree to an appreciation of their currencies relative to the dollar.
hen such an appreciation was agreed to in December 1971, 4

months after the import surcharge was imposed, the surcharge was
dropped.

Thus, the 1971 precedent has little relevance today.
In any event, the proponents of a surcharge see it not as a bar-

gaining device, but as a means of reducing American imports and
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import competition. It is doubtful that this aim would be achieved.
If nothing else happened except imposition of a surcharge, the
dollar would probably appreciate and the effect of the surcharge
would be nullified.

Those who look to the revenue effects of the proposed surcharge
believe that a smaller budget deficit would lead to lower interest
rates, and, therefore, a depreciation of the dollar. But it is unlikely,
I believe, that financial markets would be impressed by a tempo-
rary increase in revenues from a temporary surcharge.

In conclusion, Mr. Chairman, the only practical move to deal
with the strong dollar is to take action on the budget deficit, which
is desirable in its own right. Does the fact that little else can be
done in the way of policy steps to deal with exchange rates mean
that our views about the world's trading system need to be revised?
Not at all. Whatever the cost to the United States and to other
countries of wide swings in the exchange rates, we would all be
even worse off if barriers to international trade were put up. Such
trade barriers would be very difficult to dismantle, whereas ex-
change rate movements do, in fact, reverse themselves.

What can be done in the longer run to reduce the variability of
exchange rates? This committee will undoubtedly be presented, and
presumably has already been presented, with proposals for target
zones for exchange rates. These proposals require that monetary
policy be directed at stabilizing currency values. The weakness in
these proposals is that they fail to tell us how domestic economic
growth and stability would be maintained if monetary policy were
diverted to stabilizing exchange rates.

Until that question is answered, it is doubtful in my view that a
system of target zones is feasible. One way to deal with this prob-
lem is to make fiscal policy more flexible so that it could deal with
domestic economic stabilization while monetary policy aimed at ex-
change rates. But clearly that day is far off.

Thank you, Mr. Chairman.
[The prepared statement of Mr. Solomon follows:]

PREPARED STATEMENT OF ROBERT SOLOMON, GUEST SCHOLAR, THE BROOKINGS
INSTITUTION

THE DOLLAR AND WORLD TRADE

In this statement, I shall focus on what we know about (1) the causes of the high
value of the dollar, (2) the effects of the strong dollar,,(3) and what might be done
about it. My remarks are aimed at helping the Corrmittee assess the relationship
between international monetary arrangements and the working of the world trad-
ing system, including the advisability of a new round of GATT negotiations.

CAUSES OF STRONG DOLLAR
The dollar has risen in value almost steadily since 1980. From the fourth quarter

of that year until late February 1985, the trade-weighted average value of the dollar
against the currencies of ten industrial countries, as measured by the Federal Re-
serve Board, rose 82 percent. From late February to April 18, the average value of
the dollar fell more than 10 percent. It is possible that the long upward movement
of the dollar is finally being reversed, but that is something about which we can-not
be sure.

The views expressed in this statement are the sole responsibility of the author and do not
portt to represent those of the Brookings Institution, its officers, trustees, or other staff mem-
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What accounts for the substantial appreciation of the dollar since 1980?
The most popular explanation links the dollar to high American interest rates,

which in turn are thought to be the result of the sizable deficit in the budget. It is
true that U.S. interest rates are, and have been, higher than in most other industri-
al countries. Yet the differential has not been large. For much of the period since
1980, American short-term interest rates have exceeded those in Germany and
Japan by 3 to 6 percentage points. This means that an investor, by keeping funds in
dollars rather than marks or yen for a full year, could earn an additional 3 to 6
percent, provided that the dollar did not fall in value. The full-year gain of 3 to 6
percent could [mve been wiped out by a small depreciation of the dollar. We know
that exchange rates can move that much in a day or two.

Thus, investors who put, or kept, their funds in dollars rather than marks or yen
must have expected that the dollar would not fall but would either remain stable or
rise.

This leads us to the not-very-startling conclusion that the dollar rose because in-
vestors expected it to rise.

The question is, why did they expect the dollar to rise? One reason may be that
there has been an expectation that American interest rates would go up under the
combined impact of the large budget deficit and economic expansion. Whatever the
effect of the differential in interest rates between the United States and other in-.
dustrial countries, there is little doubt that an increase in that differential is likely
to push up the dollar. As long as investors hold the expectation of rising U.S. inter-
est rates, they will tend to avoid non-dollar currencies so as not to suffer a capital
loss when interest rates move up.

Some observers claim that the dollar or the United States-or both provide a safe
haven for investors abroad, who are said to have less confidence in the economic
policies of their own countries than in those of the United States. This could well
ave been true in the case of some Latin American nations that have experienced

severe debt problems. But when we talk about the strong dollar, we are viewing its
value in terms of the currenices of other industrial countries, not developing coun-
tries.

Is there reason to think that investors have been moving funds out of Germany
and Japan and into the Unite-d States because of a distrust of economic conditions
and policies in those countries? This seems doubtful. If it were true, we would
expect to see that residents of Germany and Japan were buying stock in Wall
Street. This has not been happning. Moreover stock prices in those countries have
risen more than those in the United States.

It was once widely thought that, when a country developed a large trade and cur-
rent-account deficit-as the United States has-its currency would depreciate. That
theory either no longer holds or is being overwhelmed by other forces.

One reason that is often given, these days, is that exchange rates are being driven
by capital movements rather than by "the fundamentals" such as trade deficits and
surpluses. It is important to note that this is not a new phenomenon. As far back as
the early 1960s, the United States had a weak currency even though it enjoyed a
sizable current-account surplus. From 1961 to 1967, the U.S. current-account surplus
averaged $4.2 billion, whereas all OECD countries combined had an average surplus
of only $2.7 billion. The problem was widely believed to be a tendency for capital to
flow out of the United States in larger volume than could be financed by the cur-
rent-account surplus. To deal with this problem, the United States used a variety of
restraints on capital outflows to industrial countries.

Thus, large capital movements, with a tendency to affect exchange rates, are not
a recent development.

It has to be admitted that we cannot come up with strong and persuasive reasons
for the rising value of the dollar in recent years. We can reject the safe-haven argu-
ment. The interest-rate differential, though it must have had an effect, depends on
favorable expectations about the exchange rate. The best analogy I can think of is
the enormous increase in American stock prices in the second half of the 1920s.
That was a speculative episode. The market went up because people bought in the
expectation that it would go up. We call that a speculative bubble, of which there
have been numeroLq examples in economic history.

EFFECTS OF STRONG DOLLAR

The rising value of the dollar has had impacts both in the United States and
abroad.

In our country, the dollar appreciation has- helped to bring down inflation, which
has fallen from 12 percent in 1980 to 4 percent in 1984, as measured by the increase
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in consumer prices. It has also helped American tourists in Europe and Japan. But
the appreciation has made life difficult for American exporters and producers who
compete with impcs. The import competition has led to demands for protection in
the United States.

Since mid-1984, the slower growth of the U.S. economy is partly the result of the
increase in the current-account deficit. While demand for goods and services by
Americans has increased at an annual rate of 3.5 percent since the second quarter
of 1984, GNP has gone up only 2.4 percent as a growing portion of that demand has
been satisfied by imports.

In other countries, too, the effects of the rising dollar have been a mixture of the
favorable and the unfavorable. On the plus side, the combination of the strong
dollar and the vigorous recovery of the U.S. economy from the recession of 1981-82
has permitted many other countries, both industrial and developing, to enjoy
export-led growth. As is commonly said, the United Statea has acted as a locomotive
for the world economy.

On the minus side, other industrial countries have not welcomed the price effects
of the depreciation of their currencies against the dollar. Such depreciation results
in rising domestic-currency costs of imports that are priced in dollars. In order to
dampen the depreciation of their currencies, a number of other industrial countries
have maintained tighter monetary policies and higher interest, rates than they wish
to maintain, given their high unemployment an, the sluggih growth of their econo-
mies.

Thus, although there have been some benefit', both in the United States and
abroad, from the appreciating dollar, it is fair to zay that welfare would have been
greater, on balance, if the dollar had risen less.

WHAT CAN BE DONE?

If the world would be better off with the dollar at a lower value, what can be done
to bring it about?

The standard prescription is to reduce the budget deficit. If Congress acted to cut
the deficit progressively over a period of two or three years, this would lower both
actual and expected interest rates. It could well lead to a decline in the foreign-ex-
change value of the dollar. And since a smaller budget deficit is desirable on other
grounds, there is everything to be said for acting on it.

What else might by done? Intervention in foreign exchange markets by the
United States has been held to a minimum in recent years. A case can be made that
more active intervention by the American monetary authorities, in cooperation with
those in other countries, might have prevented some of the upward movement of
the dollar. But one cannot expect such intervention to drive the dollar down. That
would violate the rules of the International Monetary Fund.

An import surcharge has been proposed as a way to deal with the effects of the
strong dollar. The best-known proposal is for a three-year surcharge, starting at 20
percent and going to 7 percent in the third year before it is phased out. One of the
arguments put forward by the proponents is that such a surcharge would bring in
revenue and thereby help to reduce the budget deficit.

The proponents also point to the precedent of the surcharge imposed by the Nixon
administration in August 1971. It is useful to recall that the Nixon surcharge of 10
percent on American imports was a bargaining device designed to induce other in-
dustrial countries to agree to an appreciation of their currencies relative to the
dollar. When such an appreciation was agreed to in December 1971-four months
later-the surcharge was dropped. %\

Thus, the 1971 precedent has little relevance today. Exchange 'rates are already
floating. And the rise in the dollar is mainly the result of American policies. It
might be argued that the surcharge should be used to wring trade co)eseions from
other countries. This would probably backfire and lead instead to retaliation.

In any event, the proponents of a surcharge see it not as a bargaining device but
as a means of reducing American imports or import competition. It is doubtful that
this aim would be achieved. If ni~thing else happened except imposition of the sur-
charge, the dollar would probably appreciate and the effect of the surcharge would
be nullified.

Those who look to the revenue effects of the proposed surcharge believe that a
smaller budget deficit would lead to lower interest rates and therefore a deprecia-
tion of the dollar. But it is unlikely that financial markets would be impressed by a
temporary increase in revenues from a temporary surcharge. Furthermore, it would
be difficult to impose an across-the-board surcharge. Would it make sense to burden
heavily-indebted countries like Brazil and Mexico with a barrier to their exports?

BEST AVAILABLE COPY
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And if they were exempt, would it not be necessary to exempt all non-oil developing
countries? They account for 30 percent of American imports.

CONCLUSIONS

The only practical move to deal with the strong dollar is to take action on the
budget deficit, which is desirable in its own right.

Does the fact that little ele can be done in the way of policy steps to deal with
exchange rates mean that our views about the world's trading system need to be
revised? Not at all. Whatever the costs to the United States and other countries of
wide swings in exchange rathis, we would all be even worse off if barriers to interna-
tional trade were put up. Such trade barriers would be very difficult to dismantle,
whereas exchange-rate movements do reverse themselves.

What can be done in the longer run to reduce the variability of exchange rates?
This Committee will undoubtedly be presented with proposals for target zones for
exchange rates. These proposals require that monetary policy be directed at stabiliz-
ing currency values. The wea -P in these proposals is that they fail to tell us how
domestic economic growth and stability would be maintained if monetary policy
were diverted to stabilizing exchange rates. Until that question is answered, it is
doubtful that a system of target zones is feasible. One way to deal with this problem
is to make fiscal policy more flexible, so that it could deal with domestic economic
stabilization while monetary policy aims at exchange rates. Clearly, that day is far
off.

The CHAIRMAN. One of the witnesses this morning gave us the
opinion that if the dollar started to depreciate gradually we would
see foreign countries starting to sell their dollar holding. Put if it
happened dramaticall', a 20- or 30-percent drop quickly, they
might hold onto them on the feeling that it has bottomed out, so
why get out now? What do you think?

Mr. SOLOMON. When you say "foreign countries," I assurpe you
mean investors abroad rather than governments--

The CHAIRMAN. Yes. Private investors abroad.
Mr. SOLOMON. I think there is probably something to that point.
The CHAIRMAN. If they saw it coming gradually, they might get

out. But if it happened quickly--
Mr. SOLOMON. If they started to get out, Senator, then it

wouldn't remain gradual.
The CHAIRMAN. No, that's true. And those that didn't get out

would then stay in?
Mr. SOLOMON. Well, I think the upshot of what you are saying is

that it is unlikely to be gradual; it all depends upon expectations. If
people have the feeling that, at any moment, 10 percent is all it's
going to be, then when you've gotten that 10 percent, they are sat-
isfied, as may have happened today. If somehow the general expec-
tation is 20 percent, then it will probably go 20 percent. That
doesn't tell us very much unfortunately, but it's hard to go beyond
that.

The CHAIRMAN. That's the converse of what you said. When the
dollar is going up, people buy it on the assumption it's going up.
And when it finally reaches as far as it is going to go, if you know
that, that's when you quit buying.

Mr. SOLOMON. And, in fact, there isn't a single expectation in the
market but a whole spectrum of views in the market.

The CHAIRMAN. But the bottom line is your advice right now is
the best we can do is to narrow the deficit right now.

Mr. SOLOMON. I think that would be the No. 1 priority. I've got
something in my statement about intervention in foreign exchange
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markets which has a moderate effect, and 'I certainly would not
eschew that path.

The CHAIRMAN. Oh, no, just in terms of priorities.
Mr. SoLOmoN. Right. Absolutely.
The CHAIRMAN. Senator Bradley, go ahead.
Senator BRADLEY. Thank you, Mr. Chairman.
So you believe that we could get some downward pressure on the

value of the dollar if there was a kind of selective intervention. Is
that correct?

Mr. SOLOMON. Well, not so much downward pressure, Senator. I
think the role of intervention would be to dampen upward move-
ment of the dollar when it is appreciating. If it's already falling, I
don't think we are--

Senator BRADLEY. Let's take a point in time since, as you know,
it goes up and down.

Mr. SOLOMO. OK.
Senator BRADLEY. Let's say that our objective is to get the dollar

down, say, 20 to 30 percent. What role do you think intervention
can play in beginning that process or accelerating that process?

Mr. SOLOMON. I think the Federal Reserve and the Treasury, in
cooperation with central banks abroad, could sell the dollar when
it starts up. Buy foreign currencies on those days when the dollar
is going up. That would tend to cut off the upward movements, and
then you would let the downward movements take their own
course, and you would, as a result, get a net downward path.

Senator BRADLEY. I understand. I'm trying to get your estimate
as to how much you think that we could affect things if we did in-
tervene. In other words, you can hold off the move upward-you
can intervene and hold off the move upward for a certain period of
time. And if-the-move goes downward, you can accelerate it by
intervention.

Now if the move starts downward, how much can you accelerate
it further than it otherwise would go?

Mr. SOLOMoN. I don't think anybody can answer that question,
Senator Bradley.

Senator BRADLEY. Is it the black hole?
Mr. SOLOMON. You mean a bottomless pit?
Senator BRADLEY. Yes. I've heard arguments against doing any-

thing as long as that's the black hole.
Mr. SOLOMON. And we would spend billions of dollars. Incidental-

ly, it's often said by critics of intervention that we would be using
the taxpayers' money. That is simply incorrect. The Fed would be
exchanging one asset for another if it were intervening. And that is
not using taxpayers' money. If they made losses, there would be
less revenue to the Treasury, that's true.

I don't know whether it s a bottomless hole. We don't know. I
think it would be useful to try it and see what happens. We
haven't really tried it in a serious way in recent years.

Senator BRADLEY. What role do you see in our present economic
circumstance-what role do you see the Third World debt playing?
In other words, if we managed to restructure the Third World debt,
would that help or hurt? lower interest rates, longer terms?

Mr. SOLOMON. Well, if you lower the interest rates on the debt of
Third World countries, if that could be managed, it would mean
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that they could use more of their export revenues to purchase our
goods and goods of other industrial countries. In that sense, it
would help us. It would also help them. They would have higher
real incomes rather than using what they do earn to pay interest.

But how you get the lower interest rates on that debt is another
question.

Senator BRADLEY. One of our witnesses this morning suggested
that the United States establish a strategic currency reserve. Is
that something that you could be supportive of?

Mr. SOLOMON. Well, I think that's just the other side of the coin
of intervening today. If we intervene today, we would be acquiring
Deutsche marks and yen and other currencies and that would go
into the holdings of the Fed. And if you want to call that a strate-
gic currency reserve, there is no reason not to do so.

Senator BRADLEY. Is that a good thing to do?
Mr. SOLOMON. Well, since we've already agreed, you and I, that it

would be a good thing to have some intervention, we have agreed
that it would be a good thing to acquire some currencies.

Senator BRADLEY. How big should the reserve be? Fifty billion?
Mr. SOLOMON. I don't know. My emphasis would be on the desir-

ability of the intervention rather than the buildup of the reserves,
as you and I discussed it a moment ago.

Senator BRADLEY. All right. Thank you.
Mr. SOLOMON. Right.
The CHAIRMAN. Mr. Solomon, thank you very much. And, again,

I apologize for the delay.
Mr. SOLOMON. Thank you, Senator.
The CHAIRMAN. Now if we could have Mr. Danielian and Mr.

Srole.
Mr. Danielian, go right ahead.

STATEMENT OF MR. RONALD L. DANIELIAN, PRESIDENT, INTER-
NATIONAL ECONOMIC POLICY ASSOCIATION, WASHINGTON, DC
Mr. DANIELIAN. Thank you, Mr. Chairman. I have an oral sum-

mary that I would like to go through.
The CHAIRMAN. Your entire statement will be in the record.
Mr. DANIELIAN. Mr. Chairman, I think this Nation is in trouble.

We are running serious balance of payments deficits, building
debts abroad which are future claims on U.S. resources. We contin-
ue to rely on failed policies and floating exchange rates to make
corrections.

In May of 1971 my association testified before your committee
and stated:

There is now a fad of urging flexible exchange rates or reevaluation of other cur-
rencies; that is to say, a defacto devaluation of the dollar as a solution to the Ameri-
can balance of payments deficits. The belief that flexible exchanges or reevaluation
of other currencies will turn the trick on our commercial transactions is a hangover
from classical international trade theory. Unfortunately, this is not applicable to a
world where the classical model of competition, free trade and mobility of capital
and labor simply does not apply.

In 14 painful years, Mr. Chairman, we haven't learned our
lesson. Currency swings are responsible for up to $50 billion of our
trade deficit. In addition, the U.S. budget deficit is a serious drain
on our resources. It encourages current consumption through the
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borrowing of foreign funds, building up liabilities abroad and bring-
ing higher interest rates that affect the dollar's value.

It is extremely important to reduce this deficit as one part of the
program, but that would not be a cure-all. Our trade and balance
of payments deficits transcend this era of very high budget deficits
and we are still facing nontariff barriers abroad which we must
eliminate if we are to preserve an open trading environment. Yet
these problems have been building for years. We have had sizable
trade deficits since 1971 and a current account deficit on actual
transactions since 1968.

The most striking fact, often lost in the clamor of today, is that
in the last decade, despite continual drives to open up foreign mar-
kets, only in 1975 with the recession, did the United States have a
surplus on its current account.

As Benjamin Franklin said, "Few things are harder put up with
than the annoyance of a good example.' And we should learn by
the example of the United Kinigdom where growing debt and bal-
ance of payments crises forced them into stop-go domestic economic
policies in the late 1960's and early 1970's. Most important, howev-
er, was the strategic implication of the British problems. The sever-
ity of their payments crisis reached a peak toward the end of the
1960's when the pound became one of the sick men of Europe. But
Britain's problems finally came to a head and led to a reassessment
of its ability to continue financing overseas activities with foreign
exchange that it did not have.

One casualty was overseas defense expenditures which could no
longer be sustained at previous levels. Britain pulled back from its
east-of-Suez military obligation, especially the Middle East and the
Indian Ocean in part to save foreign exchange costs.

We could potentially find ourselves in the same situation where
we would be forced to restrict internal domestic demand to save do-
mestic production for export rather than internal consumption.
Down this route lies a significant change in our terms of trade and
a reduction in U.S. living standard. Ultimately, we could face a for-
eign exchange crisis.

Because the U.S. dollar has not responded according to classical
theory, world trade is no longer being conducted on the basis of
comparative advantage, causing a distinct inefficiency in the flow
of resources on a global basis. The real question in forming a solu-
tion is, how do you make the system adjust for different national
policy complexions without resorting to pure protectionism?

We need an honest perception of our position and a new direc-
tion in international economic policy. We have suffered from a de-
layed perception of basic changes in world economic forces. No
longer the largest single economic group in the world, -we cannot
act as if the rest of the world will automatically follow us. Our past
negotiating style has been to open up our markets without really
making sure that other markets have been truly open to us. We
have had political objectives in negotiating agreements and some-
times those objectives have overshadowed the economics.

With certain countries, we have had a continuing problem that
we have failed to address. This is the case with Japan, which repre-
sents a different and unique situation that cannot be hidden by the
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fact that in 1985 we have substantial deficits with other trading
partners.

Our trade and current account deficits with Japan have been in
deficit every year since 1965-the problem is not of a current
nature. The United States must continue to push for open markets
and our policies must change to reflect the problems we now face.

As Abraham Lincoln said, "As our case is new, so we must think
anew and act anew."

To find our way back to a policy of expanding rather than re-
stricting the opportunities for trade, we must regain control of
access to U.S. markets so negotiations can be successful in obtain-
ing respect for the principles of most favored-nation, national, and
reciprocal treatment. Access to our markets must be conditional on
adherence in practice to these principles.

The CHAIRMAN. What did you say? Must be what?
Mr. DANIELIAN. Access to our markets, Senator, must be condi-

tional on adherence to these principles by other countries. And the
application of the principles should not be confined merely to trade
movements. It must encompass investments, repatriation of earn-
ings, industrial property rights, and any other considerations of
quantitative economic value. Economic progress, Mr. Chairman, is
indivisible: Trade, investment, services, property rights, travel, and
other parts of the balance of payments are all interdependent and
a misalignment in one leads to problems in the others.

While we should never openly protect inefficient industries
through trade barriers, where we currently have a comparative ad-
vantage, we should not allow the action of others to force us into
noncompetitive positions.

I have outlined in my full statement what I believe are some of
the steps necessary to make adjustments for a new direction
toward an open, efficient trading system and these include:

Using conditional, most-favored-nation trade status for future
access to our markets;

Resolving not to use voluntary quotas for controlling imports in
crisis situations but rather to rely on increased tariff rates by
agreement as a preferred method;

Insisting that performance requirements be avoided on our for-
eign investments. The degree of access to the U.S. market should
also consider such requirements as they should be part of a negoti-
ating process;

Avoiding changes in our tax system which disadvantages foreign
exchange earnings or reduce investment needed for future growth;

Considering the use of exchange adjusted tariffs since floating ex-
change rates do not equilibrate the traded goods sector. These
would adjust the trade effect of misaligned currencies and return
us to a system of open markets that compete on the basis of com-
parative advantage in real costs.

This committee may wish to refer the last consideration to the
International Trade Commission for an objective analysis. While I
outline one variant in my statement, other variants of this concept
should be explored.

Mr. Chairman, I have appreciated the chance to give the commit-
tee my views. Some of my suggestions may seem unorthodox, but
they highlight my view that our solutions to maintaining an open
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trading environment involve several interrelated actions. All of
them together can have an effect. However, we cannot wait Tor re-
ductions in our budget deficit, as important as that is, to lower our
interest rates and dollar exchange rates. When the rates are low-
ered, we will still face serious payments problems. We must, in
fact, be more aggressive in maintaining open markets.

Thank you, Mr. Chairman.
The CHAIRMAN. Thank you.
[The prepared statement of Mr. Danielian follows:]
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STATEMENT OF RONALD L. DANIELIAN
PRESIDENT, INTERNATIONAL ECONOMIC POLICY ASSOCIATION

BEFORE THE
COMMITTEE ON FINANCE
UNITED STATES SENATE

April 23, 1985

Mr. Chairman:

Thank you for inviting us to testify at your hearings on the

viability of the international trading system in an era of floating

exchange rates. My name is Ronald L. Danielimn and I am president

of the International Economic Policy Association--established in

1957 a& the first nonprofit organization to analyze public policy

issues in the international economic arena. These have included

international trade, investment, taxation, raw materials and exchange

rate policy questions as well as international monetary issues. We

have published several books on the U.S. balance of payments and

one on U.S. Foreign Economic Strategy for the Eighties.

Mr. Chairman, this nation is in trouble. We are running serious

balance of payments and trade deficits, building debts abroad which

are future claims on U.S. resources. We continue to rely on failed

policies and floating exchange rates to make corrections. In May

of 1971, my Association testified before this Committee that the

use of flexible exchange rates as a solution to the American balance

of payments deficits was a hangover from classical international

trade theory and that it was not applicable to a world where the

classical model of competition, free trade, and mobility of capital

and labor simply does not apply. In fourteen painful years, we

haven't yet learned our lesson.
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What is new, today is the severity of our situation. Imports

account for 10 percent of our GNP, while over a decade ago they

were about 2 percent. They accounted for 15 percent of our domestic

demand for goods in 1984, a full one-third greater than five

years before. Imports (aided by misaligned currencies) have a

depressing effect on certain sectors of our domestic economy,

creating economic imbalances. For instance, the industrial production

index has been flat for almost nine months and employment in the

manufacturing industries has not grown recently. We believe that

the stagnation in employment and the dislocations in manufacturing,

agriculture, and mining are closely related to our trade deficits,

fed by foreign barriers and currency shifts.

Import penetration is so severe that:

* The capital goods industries have lost 387,000 Jobs

since 1980 and combined with auto and other transport

employment, the job loss amounts to 500,000.

* Last year one-half of every dollar spent on capital

equipment went for overseas purchases.

* 40 to 50 percent of domestic machine tool sales in

the United States has come from abroad.

We believe that currency swings are responsible for up to

$50 billion of our trade deficit. In addition, the U.S. budget

deficit is a serious drain on our resources. It encourages current

consumption through the borrowing of foreign funds, building up

liabilities abroad and bringing higher interest rates that affect
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the dollar's value. It is extremely important to reduce this

deficit as one part of the program, but that would not be a

cure-all. Our trade and balance of payments deficits transcend

this current era of very high budget deficits. And we are still

facing nontariff barriers abroad which we must eliminate if we

are to preserve an open trading environment.

"The nearer any disease approaches to a crisis,
the nearer it is to cure."

-- T. Paine

The United States faces a crisis in its ability to earn

foreign exchange and pay its way in the world today without

borrowing from foreigners and mortgaging the future. Yet these

problems have been building for years and transcend the era of

bloated budget deficits. Except for the recession year of 1975,

we have suffered sizable trade deficits since 1971, and those

deficits have mushroomed in the 1980s to $123 billion ($108 billion

on a balance of payments basis).

Our investment and services account can no longer overcome

our deficit in trade. Thus, the United States current account

measuring all current international transactions was in deficit

by $102 billion in 1984.1 This, too, is not a recent phenomenon.

In fact, the United States current account on actual transactions

(excluding the overstatement of net reinvested earnings) has been

in deficit since 1968 (excluding the recession year of 1975). In

1 $110 billion on actual transactions.
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the past, however, our current account deficits on actual trans-

actions were manageable, ranging between $1 billion and $9 billion.

They could be financed by reasonable inflows of capital from overseas

and in aggregate terms up until about the mid-1970s, the cumulative

balance was positive.

For the current account, we were able to cover our imports of

goods and the cost of military expenditures abroad through the

sale of U.S. services, the return on U.S. foreign assets in the

form of repatriated income from U.S. direct investors overseas and

small manageable inflows of foreign capital. Starting in 1977,

however, the hemorrhage both in our trade and our current account

was rtjo severe for our export earnings or return on investments

and services sales abroad to balance out--even over time. We

therefore stand today as one of the world's largest debtor nations--

exceeding in one year the total debt of Mexico. Our ability to

spend abroad relies on the inflow of foreign funds, attracted by

today's extremely high real interest rates. Thus, to finance

military and aid expenditures abroad, and to allow foreign goods

unrestricted access to the U.S. market without the quid pro quo

of open access for our goods, we must borrow money.

It must be noted that excess U.S. dollar liabilities abroad

persisted in earlier years under the former measures of our balance

of payments. These measures included the liquidity balance, the

official settlements balance, and the basic balance used at various

times up to 1972. No matter how the definitions were changed, we
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still had a deficit and built up dollar liabilities abroad.1

"Change is the password of growing states."

-- G. E. Woodberry

The nature of the U.S. trading relationships has changed

over the years, and our flow of trade has risen faster- with new

areas such as Asia than with previous markets such as Europe.

And our overall trade accounts have shifted from near balance or

iosItive to deficits with all major areas. Table I shows our

deficits with various regions. In major product categories,

except for agriculture, the United States Is suffering from ever-

increasing trade deficits or a substantially reduced surnlus.

And even in agriculture our surplus has slipped as U.S. policy

mistakes such as export embargoes have allowed competitors to

garner a significant share of what used to be our primary foreign

markets. Table II-(a-e) shows the balance in major product

categories since 1957. The same pattern is repeating on the

services account, where our surplus Is being reduced. Table III

shows the real current account position and overall trade position

from 1.960-1984. In the last decade, despite continual drives to

open up foreign markets, only in the depths of the recession in

1975 did the United States have a surplus on the current account.

1 The United States Balance of Payments: From Crisis to Controversy,
(1972); The United States Balance of Payments: A Reappraisal (1968);
The United States Balance of Payments: An Apyraisal of the U.S.
Economic Strategy (1966), International Economic Policy Association,
Washington, D.C.
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The origins of this deficit go beyond our extremely high

budget deficits of today. If you lower our budget deficit, it

will have a positive effect on the current account but it will

not solve our problem.

"A little neglect may breed great mischief."

-- B. Franklin

The international report of the President's Council of Economic

Advisers does not view the current account deficit with alarm. Un-

fortunately, its members accord the balance of payments the sam"

benign neglect that past administrations have given to floating:

exchange rates. The report. statetffLhat the "deficit is not necessarily

a negative factor for the economy as a whole. A current account

deficit merely implies that . . . U.S. residents are purchasing

more goods and services than they are now producing. Its counter-

part is a capital accxat surplus which measures the net claims

on U.S. residents that foreign residents have accepted in payment.

Thus, net capital inflow provides the financing for an excess of

current expenditure over output."

This statement is an assets and liabilities account of our

international transactions. Just as with any corporation, assets

and liabilities must balance out. But one can pick American companies

that are in difficult times, earning no profits (possibly paying

dividends with borr-ywed funds), whose assets and liabilities balance.
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The key flaw in the statement is the implied assumption that

"net claims" can safely keep on rising.

As a nation, we have switched in the last decade from the

healthy side of the assets and liabilities statement to the unhealthy

side where we sustain our growth on borrowed funds, building up

foreign claims against the United States. This is no different from

the obligations deriving from our domestic budget deficit that

future generations must ultimately pay. The United States must be

prepared in the future to pay off its international claims. As

interest charges mount and we try to live on borrowed money rather

than building future earning assets, there will be less and less for

growth. When the burden reaches its peak and the dollar depreciates,

inflation will follow. We will face October 1979 all over again,

when interest rates rose as the Fed increased the discount rate

twice in one month and credit controls were applied.

In classicial economic terms, economies paid off international

debts by reducing domestic consumption to save productive capacity

for export earnings--foreign exchange. Countries in balance of

payments deficit needed to reduce domestic economic activity relative

to the rest of the world. Major domestic adjustments similar to

the IMF prescriptions for the debt-ridden LDCs are most appropriate.

"Few things are harder to put up with
than the annoyance of a good example."

-- B. Franklin

Growing debt and balance of payments crises forced the British

into their stop-go economic policies of the late sixties and early
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seventies. Most important, however, were the strategic implications

of the British problems. The growth of foreign income from earning

assets abroad filled in for the lack of foreign exchange created by

constant trade and services deficits in the 19th and first part

of the 20th century, and supplied most of the surpluses for

Britain's foreign activities.1 But the forced sale of overseas

private investments to meet war obligations cut earnings. This

plus a substantial rise in military expenditures 2 ultimately led

to chronic debt and overall balance of payments problems after

World War II.

The severity of the British payments crisis reached a peak

toward the end of the 1960s when the pound became one of the

"sick men" of Europe. In 1967, sterling was devalued by 14.3

percent, yet the crisis persisted. Later, world bankers met in

Basel to agree on a "sterling guarantee" package. The massive

sterl-ing problems and the stop-go economic policies tried as a

cure finally led to a reassessment of England's ability to continue

financing overseas activities. One casualty was overseas defense

expenditures, which could no longer be sustained at previous levels.

Britain pulled back From its "East of Suez" military obligations

(especially the Middle East and Indian Ocean) in part to save the

foreign exchange costs which vere no longer sustainable and in

part to satisfy the political orientation of the labor government.

1 See: Economic Elements of the Pax Britannica, Albert Imiah,
Harvard University Press, Cambridge, 1958.

2 Britain's Economic Prospects, The Brookings Institution, Richard
Caves and Associates, 1968.
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The United States could conceivably find itself in the

situation where we must restrict internal domestic demand to

save domestic production for export rather than internal consumption.

Down this route lies a significant change in our terms of trade

and a reduction in U.S. living standards. The United States

cannot live on borrowed funds indefinitely. We can do so in the

short term at the cost of higher interest rates (to attract

foreign funds) and loss of Jobs and investment as the dollar

stays overvalued and other currencies are undervalued. In

addition, our ability to function internationally hinges on the

dollar's acceptance as a universal medium of exchange. But the

time may come when the dollar is used less and less and the

currency of other groups of nations takes over as an international

reserve. The pattern is not unlike what happened to the pound

sterling when its role as a major reserve currency waned in the

latter part of the 1960s. Then Americans will not be able to

enjoy unrestricted travel or to import what we want, and we will

be restricted in our foreign operations.

"The Almighty Dollar, that grtat object of
universal devotion throughout our land."

-- Washington Irving

U.S. productive efficiency has actually increased over the

past few years while the U.S. current account balance has been

falling sharply. U.S'. overall productivity has advanced at a
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faster annual rate than in the past--at 3 percent--and U.S. industry

has become extremely efficient. In manufacturing alone, however,

U.S. productivity rates have increased but lagged behind our

trading partners (see Table IV). Yet we need to attract $110

billion to cover a current account deficit and continue our domestic

economic expansion. Accomplishing this through higher interest

rates has swelled the value of the dollar to such an extent that

productivity increases alone are not able to overcome its 30-4O

percent over-valuation or any under-valuation of other currencies.

Under normal circumstances, the U.S. exchange rate should be

depreciating so thet we could overcome our payments imbalance.

Because it is not, world trade is no longer being conducted on

he asis of comparative advantage, causing a distinct inefficiency

in the flow of resources on a global basis. As an example, the

United States has always been the most efficient agricultural

nation. At one time our agricultural products could be produced

and sold for less than half the cost of comparable products in

other countries. That is no longer the cas. We have reached the

point where U.S. agricultural companies such as Cargill have even

considered importing grains into the United States because in

dollar terms it would be cheaper than buying in the U.S. farm belt

In the past, the European Common Agricultural Policy subsidized

the exports of member countries up to 50 percent of the cost of

production. But because of the strength of the dollar in foreign

exchange terms, U.S. agricultural products are so expensive now

that there is almost no subsidy element in European exports to
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third country markets. This is true despite the fact that in

local terms it can cost twice as much to produce agricultural

products in Europe as it does in the United States.

In the export of goods, the United States supplied over

four-fifths of the commercial aircraft in the world, but we no

longer hold that position because of severe competition from

European 'nd other manufacturing bases. A major factor in the

continuing loss of market share in this product has been the

substantial overvaluation of the dollar. Pn American World

Airways, for instance, has broken a long association with the

Boeing Aircraft company to buy up to 28 European manufactured

airbuses worth approximately $1 billion. This is despite the fact

that its present system is geared, from mechanics te spere parts,

to the Boeing aircraft. In foreign exchange terms, the 30 percent

overvaluation of the dollar had a significant impact on bringing

down the dollar cost of that equipment purchase. Since the export

credit agencies in Europe assume the risk for exchange rate

fluctuations without charging a premium for airbus sales financed

in dollars, a potential $300-$400 million savings can be passed

on to the buyer. This is a tremendous price advantage for an

American airframe manufacturer to overcome.

"A condition confronts us--not a theory."

-- Grover Cleveland

The use of classical theory to frame a policy of floating

exchange rates that self-equilibrate international payments has
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been misplaced. It was first expected that floating exchange rates

would free national economic policies from exchange rate concerns.

By automatically adjusting, it was felt, the market would remove

the need for governments to defend a fixed rate and give nations

greater freedom to adopt macroeconomic policies In pursuit of

purely domestic targets for employment and growth. The exact

opposite has occurred.

Fourteen painful years of strains in the international economy,

loss of market shares for the United States, and reduced potential

GNP growth have shown that we were right when we stated in 1971 that

"There is now a fad of urging flexible exchange rates or revaluation

of other currencies, that is to say, a de facto devaluation of

the dollar as a solution to American balance of payments deficits.

The belief that flexible exchange rates or revaluation of other

currencies will turn the trick on our connercial transactions is

a hangover from classical international trade theory. Unfortunately,

this is not applicable to a world where the classical model of

competition, free trade, and mobility of capital and labor,

simply does not apply."'

For floating rates to work as envisioned, major nations would

have to get together and adjust relative fiscal and monetary policies

for an appropriate mix. Some nations would have to be willing to

give up employment or growth and others would have to allow more

inflation. It is extremely difficult to imagine countries of

M ay 1971 IEPA statement before the Senate Finance Committee.



125

13

vastly different political, social or economic persuasion

voluntarily agreeing to such targets on a yearly basis. The

real question is, how do you make the system adjust for different

national policy complexions without resorting to pure protectionism?

Protectionism is inefficient and raises costs to all concerned,

yet the greatest breeder of protectionism on a global basis is a

grossly under- or over-valued currency. It provides a tax or

subsidy, whichever the case may be, and instills inefficiencies

in the global movement of goods, services, and investments. New

policies are needed to extricate ourselves from this problem;

a new direction is appropriate.

The United States has suffered from a delayed perception of

basic changes in world economic forces. We are no longer the

largest economic grouping in the world, and we cannot act as if

the rest of the world will automatically follow us: When the

General Agreement on Tariffs and Trade was negotiated in 1948, it

was biased in favor of countries needing our help; for instance,

it included a grandfather clause continuing the British Commonwealth

preference system, and it authorized common markets and free trade

areas in the interest of Western European unity, even though these

are clear denials of the unconditional, most-favored-nation

principle inherent in the document. During successive rounds of

negotiations going back to the 1950s, we adhered to the principle

of MFN. We thus allowed third parties, who were emerging industrial

powers, to obtain favorable tariff rates on imports into the

49-032 0 - 85 - 5
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United States without necessarily giving us a reciprocal bargain.

Our objectives then leaned toward shaping a healthier "economic"

world and helping others because we could -'?ford to at minimal U.S.

cost.

When world levels on automobile tariffs were negotiated

under the Kennedy Round in 1968, the United States ultimately

agreed to a low duty rate of about two percent. The Japanese

were able to receive the same low dutiable rate under MFN while

their rates on autombile imports remained high, and while they

denied or restricted the ability of U.S. automobile firms to invest

in Japan. Of course, Japan was not then a significant manufacturer

of autos--Europe was the second largest producer, and there was

a complementary relationship between trade and investment as

both were freely allowed across the Atlantic. Yet, as markets

changed, the static agreement made under past conditions did not,

and there was no opportunity for a complementary trade and invest-

ment relationship across the Pacific. This relationship is a key

to our trade and payments imbalance with Japan today.

In 1960, we agreed to a separate interpretation of Article XVI

of GATT defining our direct income taxes as not rebatable, and

making European cascade or value-added taxes rebatable on exports

and chargeable against imports. This was at the suggestion of

the French and was thought to encourage cohesion within the Common

Market so that our dream of a political as well as economic union

would be fulfilled. The world has changed from our past perceptions,

but our policies have not.
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In 1968 we allowed negotiations under the Kennedy Round

to be completed in the nonagricultural sector alone--a sector

in which the United States had been in a trade deficit. But

we set aside discussions on agriculture, then our primary bread-

winner. In the later 1970s, we agreed to lower our dutiable

rates on telecommunications equipment from Canada to a two

percent level, while the Canadians retained a 17 percent duty

for our shipments to them. And in 1979, under the Trade Agree-

ments Act of 1979, the U.S. Congress sanctioned for the first time

in law the 1960 interpretation that U.S. direct income taxes are

not rebatable on exports. The world had changed considerably

but our negotiators stuck to old beliefs. Nevertheless, the

United States continued to-protest that such tax rebates lead to

a less than equal opportunity to compete, especially in third

country markets. Our DISC, now the FSC, was an effort to equalize

the playing field.

Even today, we are willing to give unilateral economic

benefits to others for undefined political reasons. The U.S.

Administration has asked the Congress to grant the harder standard

of an injury test on unfair or countervailing trade practices with

Mexico. This despite the fact that Mexican perfoarmnce require-

ments on investment are tantamount to a kidnapped plant policy--

come down and invest or lose your present stake, and when you

invest you must export. Also, I understand that the Congress has

not been told exactly what we are prepared to give up and the
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justification therefor, in exchange for achieving an opening

for services trade in new MTN negotiations. I would hope we

don't rush in and give up another sector such as agriculture.

"Let us have the courage to stop borrowing
to meet continuing deficits."

-- Franklin Delano Roosevelt

The United States does not have an economic surplus in foreign

exchange terms with which to grant unilateral concessions to

foreign nations. We cannot afford to give up access to our

markets for some undefined objective without making sure that

such access is fully reciprocal. ,The expenditure of foreign exchange

for activities that do not bring an economic return can lead to an

increase in our international payments deficit. For instance,

there are times when we should not be giving aid in money terms.

Rather, the United States should supply to the world real (hard

goods) resources, of which we have an abundance, considering our

present excess capacity. We can afford to give tractors and pay

for U.S. engineers or other U.S. services to be performed abroad

as a gesture of our compassion and aid. Or we can afford to give

surplus food to those in need. We cannot afford to give dollars

freely, since we are one of the world's largest debtor nations.

To give we must borrow.

Of course, this is parallel to our domestic budget deficit--

to spend on government programs we mst borrow.



129

17

"There Is nothing so powerful as truth;
and often nothing as strange."

-- Daniel Webster

It is not sufficiently realized that in foreign exchange

terms on an overall basis the United States has had a balance of

payments deficit since 1950, except in 1957 after the Suez crisis.

We built up liquid liabilities abroad (the old liquidity payments

balance) as government expenditures for aid and defense outstripped

our commercial surpluses. Later, on an official settlements

basis, we continued to build up dollar liabilities abroad. On

a basic balance basis (the current account plus long-term

transactions), 1 we also ran a deficit. Toay, on a current

account basis, we still have significant deficits.

On a commercial basis, we have had persistent trade deficits

since 1971 (in 1977 they reached crisis proportions) and current

account deficits since 1968 (see Table III). The fact that we

have been ruling deficits means that we are transferring

purchasing power to foreigners, in essence, giving future claims

to U.S. resources. In the 1980s, our deficits on both accounts

have mushroomed to crisis proportions and year after year we are

1 For a description of these past measurements and a historical
perspective of the facts, see: The United States Balance of Payments:
An Aplaisal of U.S. Economic Strategy (1966), IEPA, p. 159.
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building up more liabilities abroad. In a detailed look at our

trade and official current account balances with various regions,

the truth is indeed strange.

Table V shows our bala.,ces with major trading partners.

Excluded from these tables is Japan which I shall treat separately.

As can be seen, our accounts with these areas have varied between

surplus and deficit, until 1983 when we began to run trade and/or

current account deficits with all of our major trading areas.

Moreover, while our problem in general is serious and our accounts

have deteriorated, our situation is even more critical with Japan.

The recent talk that "Japan isn't the only problem," is true but

it is a smokescreen that clouds the problem.

With Canada, for instance, the United States had a $10 billion

trade deficit in 1983, but we still had a small current account

surplus. For Germany alone the special problem of our V",TO

expenditures there accounts, at times, for 75 percent of our

current account deficit. This is an issue that must be considered

separately.

Because of the tremendous rise in the value of the dollar

and the decline of other currencies, the final figures for 1984

show a further massive deterioration in our accounts. Historically,

in those times when the dollar was depreciating substantially,

by up to 30 percent, such as between 1978 and 1980, our trade

accounts and/or current accounts responded accordingly--we were
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able to sell more and improve our foreign exchange earnings.1 This,

however, has not been true with regard to Japan. Japan represents

a different and unique case which cannot be hidden by the fact

that today in 1985 we have substantial deficits with our other

trading partners.

Table VI shows our trade and current account deficits with

Japan since 1960. As can be clearly seen, our Japanese problem is

not of current origin. We have had a growing trade and current

account deficit with Japan in every year since 1965. As we enter

our third decade of problems with this country, it is difficult

to fall back on the excuse that U.S. trade problems go beyond

Japan . . or that all we need is more time. The anomaly with

Japan is that past U.S. trade and current accounts have not

responded to what theory and common sense tell us should happen

when one economy grows faster than another and when one currency

depreciates in value against another.

Many have argued that our trade deficit will eventually improve

as rates of economic expansion in the United States and Japan come

closer. If the dollar depreciates, our trade should also improve

with Japan. The contrary, however, is closer to the truth. The

facts of U.S.-Japanese trade simply do not support the normal

economic principal that aggregate internal demand or a depreciation

of the dollar will be a prime mover in increasing trade and

correcting our deficit with that country.

1 A depreciation can help but is muted by the "J" curve lag in trade
effects, and because some countries peg their currencies to float with
or below the dollar. About 65 percent of our trade is with such
currencies; thus, less benefit would accrue to the U.S. from these
nations.
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For instance, in every year since 1973, the growth in

Japanese gross domestic product (a good Indicator of internal

aggregate demand) has exceeded that of the United States. In

the years 1978 through 1980, the dollar was depreciating by

30 percent, which should have given us an additional trade

advantage, and Japanese growth significantly outperformed that

of the United States. Thus, we should have encountered substantial

increased trade opportunities, leading to a significant correction

in our trade balance with Japan. Instead, our deficit with Japan

hovered between $8.6 billion and $11.6 billion. In 1979, real

growth in Japanese GDP was 5.1 percent versus 2.3 percent in the

United States, and in 1980 it was 4.9 percent versus -0.2 percent

in the U.S., yet our trade deficit increased from $8.6 to $10.4

billion. In, 1981, Japan grew one full percentage point faster

than the United States, while our trade deficit increased from

$10.4 to $15.8 billion. And ih 1982, although Japan grew a

positive 3.2 percent and we were in the throes of a recession

(a 2.4 percent decline), our trade deficit increased by another

$1 billion! This performance probably reflects the unrealistic

strengthening of the U.S. dollar and the corresponding weakness

of the Japanese yen; but throughout the last d.tcade, more than

currency swings or domestic growth would have been necessary

to remedy the "Japan problem."

I maintain that U.S. policies must change to reflect these

facts.
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"As our case is new, no we must think anew and act anew."

-- A. Lincoln

We can find our way back to a policy of expanding rather than

restricting the opportunities for trade by regaining control of

access to the U.S. market so that in negotiations we can re-

establish respect for the principles of MFN, national and reciprocal

treatment. Access to our markets must be conditional ot adherence

to these principles by other countries, and the principles should

not be applied merely to trade movements. They must encompass

investments, repatriation of earnings, industrial property rights,

and any other considerations of economic value. Economic progress

is indivisible; trade, investment, property rights, travel, and

other components of the balance of payments are all interdependent

and a misalignment in one leads to problems in others.

We must realize that today's world is not that of the fifties

and sixties. As just one of the major international economic

players, the United States should cease to act as if its size and

status demand a higher standard :f self-sacrifice than any other

major country accepts. Whatever validity to this notion might

remain, the bpecial conditions that prevailed after World War II

and Korea have been corrected in part by America's generosity.

Having met the special obligations imposed by our relative

affluence at that time, the United States should begin to act
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as coequal with other countries now that we have major domestic

priorities and problems of our own. And while we must continue

to carry out our basic responsibilities, we also must insist on

a mor* open and reciprocal treatment in our future economic

relationships.

We should never openly protect inefficient industries through

trade barriers, but we should not allow the actions of others to

force us into noncompetitive positions.

In order to make the necessary adjustments towards an open,

efficient trading system, we should follow the principles laid

down under Section A below. These principles have been long

supported by IEPA and for the most part are not significant

departures from accepted rules or practices today. Under Section

B, we propose some principles that should be considered if

imbalances and severe dislocations persist. These proposals

may be legal remedies accepted by the trading community, or some

may be more controversial, but they are advanced in an effort to

forestall purely protectionist reactions.

A. Principles to Follow

A-I. The United States must adopt a conditional most-favored-

nation trade status that rests on reciprocity and national treat-

ment in both trade and investments. Insisting upon true respect

for the principles of national, reciprocal, and MW treatment,

we should condition future access to our markets on adherence in

practice to these principles %y our trading partners. Third
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countries which do not agree to the stipulations between two

trading partners should not benefit to the same degree from the

lowering of barriers between the two primary parties. The effort

here is to structure our negotiations along the lines of the

Tokyo Round MTN government procurement code, subsidies code and

other agreements. Only the countries that agree to codes get

the benefits of those codes.

A-2. Voluntary quotas should not be used for controlling

imports in crisis situations, but temporary added tariff rates

should be the preferred method. The United States must consider

the use of tariffs rather than quotas in bilateral negotiations

which lead to orderly marketing agreements. Strict adherence to

quotas does not allow the market mechanism to operate and in fact

can enrich the foreign exporter at the expense of the U.S. consumer.

It has been estimated, for instance, that Japanese automakers are

earning anywhere from three-quarters to all of their profits in

the United States, because of the quota limitations imposed upon

them. On an annual basis, the FTC has estimated that quotas

swelled the profits of Japanese companies by $824 million but by

only $115 million for U.S. manufacturers. When a tariff is applied,

the economic rent of higher prices is collected by the U.S.

Government, not by the foreign manufacturer. If the foreign

manufacturer wishes to maintain his market share or a new entrant

wishes to begin operations here, the price effects of supply and

demand can operate under tariffs--but not under a quota.
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A-3. The United States must demand basic reciprocity and

national treatment in trade and investments. Reciprocity here

should be the natural outgrowth of an agreement to clear barriers

and maintain open trading relationships. We should not unilaterally

open our markets for some undefined benefit in the future.

National treatment assures no less favorable treatment for

U.S. investors in a foreign nation than its own nationals enjoy.

This is an Important evidence of nondiscrimination. If a country

does not allow private ownership of property or means of production,

or restricts certain sectors to purely goveroment-ownership, its

ability to freely invest in the United States can be handled

case by case. The objective in both reciprocity and national

treatment must be an ultimate opening of the other country's

market, not a closing of ours. We should never recede into

"tit for tat" revocations of previously agreed-to concessions.

Yet there is no reason why the*U.S. auto companies, for instance,

had to struggle ten years to get minimal investments in Japan,

while the Japanese had unequal access to the U.S. market. Like-

wise, in telecommunications trade, we do not have to unilaterally

open our market to foreign competition without a compensating

quid pro quo from other nations.

In pursuit of this objective, the government should use the

powers contained in Section 301 of the Trade Act of 1974, as

amended in 1984.



A-4. The United States should adhere to broad sector-by-

sector negotiations so that industries of like value are treated

equally. Thus, we should follow the policies set forth in the

Trade Act of 1974. However, within broad sectors, both trade

and investment should be considered together since one is closely

related to the other with one-third or more U.S. exports, for

instance, going to U.S. companies abroad. In addition, where

trade and investment are a two-way street, problems in one area

usually settle themselves out through earnings in the other.

Today, however, some countries mount an export push while main-

taining restrictive policies regarding foreign investments. When

developed nations follow this practice, it maximizes foreign

exchange earnings at the sacrifice of trading partners. The same

behavior on the part of leas developed countries is viewed as

a stepping stone toward industrialization. However, once those

nations emerge into the industrial world, the old policies never

seem to change. By adhering to sector negotiations in meetings with

countries that have newly "graduated" from LDC -status, the United

States can insist upon changes and hold out access to our markets

as the carrot.

A-5. The United States must meet foreign export financing

subsidies against competing U.S. export products where necessary

in order to eliminate these measures. The Pailability of equal

financing for U.S. products is a deterrent" '.-!ile we should never

strike first in providing outright subsidies to exports, we must
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always act in defense so that others can be persuaded of the

futility of such practices.

A-6. The United States should initiate bilateral and

multilateral agreements to phase out trade-distorting subsidies,

and where agreement cannot be reached, take prompt and effective

action on the subsidized imports. In this regard, we should

refrain from using political considerations to balance economic

problems.

A-7. Respect for international property rights should be

buttressed with bilateral or multilateral agreements. We should

not offer a country violating this principle automatic safeguards

here in the United States. Ever since the establishment of the

republic, Congress has been resolute in protecting property rights

as they apply to our own jurisdiction. Ownership of patents should

be defended because these technical frontiers may prove more

important to our long-range welfare than physical plants. It

is difficult to conceive of any machinery whereby we could

impose comparable values on countries that do not share them.

But we can encourage other countries to accept these principles by

setting standards in trade legislation that authorizes our govern-

ment's trade negotiations. As one of conditions of granting most-

favored-nation access to our markets, we should adhere to the

principle of protection or compensation for industrial property

rights. This includes patents, trademarks, and proprietary

technology or processes.
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A-8. Performance requirements must be avoided on investments.

Some nations accept Investment only under strict conditions that

a certain percentage of the output must be exported. These and

other requirements can skew international trading relationships.

The degree of access to the U.S. market should reflect the existence

of such requirements and be part of our negotiating process.

Where such requirements involve another government's promise to

subsidize production or close local markets to competition, then

the performance requirements are no different than subsidies which

are actionable under international trade rules.

A-9. Domestic adjustment assistance to U.S. firms and workers

adversely affected by impor.t coipetitlon must be reshaped into a

coordinated program to help firms redefuic their operations and

help workers retrain for marketable skills. These programs should

be combined with unemployment payments where appropriate.

A-10. The United States must not make any chances in its

domestic tax policies which disadvantage the earning of foreign

exchange, reduce the repatriation of funds, or create a bias against

exports. The Treasury Department's Tax Reform for Fairness,

Simplicity and Economic Growth is not balanced in its treatment of

foreign-source income. It will increase taxes on such income which

will not add to economic growth. The choice is a basic one between

investment for growth in a more stable future or current consumption

without the necessary expansion of our asset base.

-The overall method for computing foreign tax credits and

the allocation rules for foreign sales income should be retained



140

28

because changing them can reduce our exports. Our present export

crisis is not the time to change rules which encourage these

earnings. Also, changing the research and development tax credit

would discourage domestic RU) while allocating R&D expenses to

foreign-source income could push RS) facilities offshore. Spending

on research and development is vital to our national security and

industrial competitiveness. Elimination of the credit for domestic

R&D will lower future foreign exchange earnings as the value added

from the application of domestic RSD is whittled away by an offshore

bias.

Finally, when thEre is a disparity between U.S. and foreign

tax codes, and between U.S. tax treatment of foreign and domestic

income, a serious problem arises for U.S. mining and material

resource investment. We risk disadvantaging domestic activity in

this area and reducing the foreign earnings of such activities

when carried on as a branch operation.

B. Principles to be Considered

B-1. Countries with appreciating currencies should be able to

use exchange-adlusted tariffs and, if necessary, rate equalization

charges on financial flows. To maintain a competitive balance in

trade flows based on product quality and actual costs when our

currency appreciates rapidly from its purchasing power parity

trend and creates a balance of payments disequilibrium, the United

States should use Article XXIII of GATT on nullification and
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impairment. In our case, a large currency overvalustion

effectively negates any tariff concessions received. Accordingly,

tariff levels should be adjusted upward. Without effective

coordination of fiscal and monetary policies among all industrial

nations--an unrealistic prospect--it will be impossible for

floating exchange rates to balance International trade flows

and eliminate the arbitrary advantages of countries where

currencies depreciate significantly more than competitive factors

would dictate.
1

The exchange adjustments envisioned here would restore true

comparative advantage in the factors of production in a free trade

regime. This correction would allow countries with appreciating

or declining currencies to maintain cheir respective domestic

policies. Moreover, it would not encourage the development

of an unbalanced trade positi6n that would force countries to

seek protectionist quotas or marketing agreements. So country

would have to pay for another's excesses, and the use of tariff

adjustment rather th .n quotas would let the market mechanism

determine trade flows without skewing market shares.

A 30 percent currency misalignment, combined with a persistent

current account deficit,2 as in the present situation favoring the

1 This does not argue against better central bank coordination in
the currency markets to stem speculative or other disorderly market
conditions. However, such action cannot change the direction of basic
economic forces on exchange rates and cannot be used to actually set
a particular rate.
2 When we have a current account deficit and a large trade surplus,
maximum leeway should be used in assessing whether or not to use
exchange-adjusted tariffs. Also, the current account must be pre-
cisely defined so that reinvested earnings and NATO expenditures do
not skew our commercial balances.
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yen, would give the United States the option to add that amount,

or perhaps 80 percent of it, to its basic tariff rates on

Japanese imports. When the yen-dollar relationship started to

correct (or if the trade and current accounts moved back into

line first), the tariff would be reduced to its original level.

Changes in calculating the tariff charge could be made on a yearly

basis.1 Thus, the traded goods sector would not have to contend

with daily changes.

Included with my testimony is an annex which outlines the

criteria to be considered in any application of this proposal.

This annex can be a starting point for consideration of this

approach.

Floating exchange rates were supposed to achieve an equilibrium

in the current account by equalizing national inflation rates.

When exchange rates do not adjust "for these differences, then our

proposal would make the adjustment by affecting the trade ac..,ount

and ultimately the current account.

Thus, no undue trade advantage would be given to countries

with internal Dolicies that cause currency fluctuation. True

comparative advantage in the factors of production could be

followed with trade c. petition based on real economic differences.

1 The Finance Committee may want to ask the International Trade
Commission to study this proposal and report its independent find-
ings. IEPA staff resources do not allow for the development of
alternative ecor ometric models or formulas to quantitatively illustrate
all of the details involved.
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Some have argued that capital flows must also be adjusted by

the use of controls.1 However, for those who maintain that these

flows must be regulated, we should be careful not to institutional-

ize capital controls by the depreciating currency country. To do

so does not offer a market response and is akin to quotas in that

the economic rent of the controls is reserved for the government

or businesses of the country already receiving the trade benefits

of depreciation. The effect is like the auto quotas which enriched

Japanese car companies more than American ones. Instead, if

adjustment of financial flows is felt to be warranted, then it

should be through rate equalization charges levied by the

appreciating currency country on the lender (i.e., the foreign

supplier of funds) and not .on the borrower (a U.S. citizen). The

market system on allocation and pricing of funds would operate

and the initial cost of funds to the borrower would be at his

country market rates. The actual adjustment might be set at the

difference between real interest rates in the foreign market, with

perhaps an added historical markup such as 2 percent for the United

States, and nominal rates in the U.S. In this way the flow of

funds would be guided by the real economic return to be gained

by investing in the U.S. rather than by very high nominal rates

in the U.S.

1 See: C. Fred Bergsten in Current Exchange Rate Relationship of
the U.S. Dollar and the Japanese Yen, Subcommittee on Trade, House
Ways and Means Committee, November 1982, p. 28.
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B-2. The United States should make use of Article XII of

GATT on restrictions to safesuard the balance of payments. Where

serious balance of payments difficulties arise, we should not be

afraid to use internationally recognized corrective devices. Any

necessary special measures should be temporary and not cemented

in legislation. They should never be used to protect inefficient

industries over a long term. The consultations required by

Article XII could help us to bargain realistically with other

countries, impress upon them the seriousness of our problems, and

demonstrate our resolve to act with or without their help. In .

the past, Article XTI has been used by several countries, including

some in the reserve currency category. Britain, where the pound

was considered a major reserve currency up to the 1970s, used

Article XII on more than one occasion. France and Japan have also

invoked its provisions, and the U.S. Government should not consider

itself any "holier" than they. Under this article, the United

States would be allowed to restrict the "quantity or value of

merchandise permitted to be imported." In restricting the value

of merchandise, we should apply a tariff rate quote across the

board. The funds obtained from this measure (or from B-1 above)

could be used to promote exports or meet foreign subsidies, especially

where misalignment of currencies creates an overvalued dollar.

In joint consultations under GATT, we should explore the

use of Article XII on a bilateral basis.1 The changed circumstances

I Unfortunately, Article XII only allows action across the board
so its use would apply to countries where we do not have serious
problems.
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in the world since GATT was written should be reflected. To reflect

changing times, even our constitution, a most sacred document,

has been amended in response to crises.

Mr. Chairman, I have appreciated the chance to give your

Committee my views about what many refmrd as a critical problem.

Some of my suggestions may seem unorthodox but they highlight my

view that we cannot wait for reductions in our domestic budget

deficit--as important as that is--to lower our interest rates

and dollar exchange valuations. For that timing would probably

be too little and too late for major sectors of the American

economy.

Thank you for your attention. I would be pleased to respond

to any questions the Committee may have.
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ANNEX I

Definitions and Possible Criteria
For the Use of Exchange-Adjusted Tariffs

I. Definition

A. The current account must be defined as those current
U.S. transactions on trade in goods and services
EXCLUDING:

1. Reinvested earnings--these are not inflows but
are added to the government's current account
figures and subtracted from the capital account.
The overall effect is a zero-zero balance but
the present effect on the current account is a
fictitious positive inflow.

2. Net direct defense expenditures--these are a
separate line item in the present current
account. However, our NATO expenditures are
so large in Germany, for instance, $3.7 billion
in 1983, that this issue should be considered
separately.

3. The tradL effect of the special U.S.-Canadian
auto agreement should be eliminated. As a
separate agreement ratified by the Congrcss,
its possible inclusion should only be by
amendment to that agreement.

B. Misalignment of currencies shall be determined by using
the real effective exchange rates--the index of the
effective exchange rate adjusted for inflation differen-
tials, measured by wholesale prices of nonfood manu-
factures. The effective exchange rate is the measure of
a currency's trade-weighted average appreciation or
depreciation vis-a-vis the currencies of 15 other major
countries. An index would be used based upon March
1973 1 100. This is the same index used tip to the
summer of 198S by Morgan Guaranty Trust Company in
World Financel.i Markets.

C. The percentage of misalignment would be the full
index point differential between the U.S. and the
target country. To account for any possible errors,
a 5 point leeway could be subtracted from this
difference.
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ANNEX I (continued)

II. Criteria

A. The following steps in order of listing would determine
exchange-adjusted tariffs and their use. Such use
would be on a country basis.

1. There must be a persistent current account deficit
with the target country. "Persistent' would be
classified as occurring over four consecutive
quarters during one calendar year.

2. The current account deficit with the target
country represents 20 percent of the U.S. total
current account deficit for the year.

3. The percent of .-.!salignnient of both currencies
would be deterq.iined.

4. When both 1 and then 2 are met, then 3 would he
applied as an added tariff for a one-year period.
Except that as a failsafe if:

a. The U.S. subsequently experiences a current
account surplus with the target country for
one of the first two quarters after Imposition
of the extra tariff, AND

b. The average exchange rate relationship re-
adjusts to within 5 percent of parity, TH.N

c. The tariff would be dropped after the two
quarters.

5. At the end of the year, a review would take place,
starting with step II.A.l, then 2, and, if necessary,
then 3 and 4.



TAKLC I
U. S. NOMILITARY Mt2MCIIANDISE TRADE IY AREA, 1965-1983 (Balance of Paymnts Basis)

TOTAL CANAA W, LATIN AMERICA
Iff' PiL1 12x I--. yMLI M.. Iw. Mk. I £WL mr ML

1965

1966

1967

1968

1q69

1970

1971

1972

1973

1974

1975

1976

1977

1978

1979

1980

1981

1982

1983

1984

26.S

29.3

30.7

33.6

36.4

12.5

13.3

19.1

71.1

98.3

107.1

114.7

120.8

142.1

164.5

2214.2

237.0

211.2

200.3

220.n

21.5

25.5

26.9

33.0

35.8

10.0

45.6

55.8

70.5

103.8

98.2

124.2

151.9

17E.0

212.0

2149.8

26S.1

2147.6

261.3

327.6

S.0

3.8

3.8

0.6

0.6

2.5

- 2.3

- 6.4

0.9

- 5.5

8.9

- 9.5

- 31.1

- 33.9

- 27.5

- 25.6

- 28.1

- 36.4

- 61.0

-107.6

5.7

6.7

7.3

8.2

9.1

9.5

10.9

13.1

16.7

21.8

23.5

26.3

28.S

31.2

38.7

11.6

46.0

39.3

43.8

53.1

4.8 0.9

6.0 0.7

6.9 0.4

8.6 - 0.1

9.9 - 0.3

10.7 - 1.2

12.2 - 1.3

14.5 - 1.4

17.7 - 1.0

22.6 - 0.8

21.9 1.6

26.7 - 0.1

29.9 - 1.4

33.8 - 2.6

39.2 - 0.5

42.9 - 1.3

48.3 - 2.3

48.S - 9.2

54.4 -10.6

68.7 -15.6 157.1 71.0 -13.9 1 29.8

8.9 6.2

9.6 7.7

9.7 8.1

10.5 10.2

11.6 10.2

14.2 11.3

13.6 12.8

15.0 15.7

21.2 19.8

28.2 24.3

29.9 20.8

31.9 23.0

34.1 28.2

39.5 36.6

54.2 41.8

67.6 47.3

65.1 52.9

59.7 52.9

S4.9 53.9

2.7

1.9

1.6

C.3

1.4

2.9

0.8

-0.7

1.4

3.9

9.1

8.9

5.9

2.9

12.4

20.3

12.2

6.8

1.0

48.0 -18.2

4.2

4.7

4.7

5.3

S.S

6.5

6.5

7.2

10.0

15.8

17.1

16.9

17.9

22.0

28.6

38.8

42.8

33.2

25.6

Source: Surve of Current BDuineas, U. S. Department of Comerce, various Issues.

14.1

4.7

1.7

5.1

5.2

5.9

6.1

7.1

9.6

18.7

16.2

17.2

21.2

23.0

30.5

37.5

39.1

38.6

41.9

- 0.2

0.0

0.0

0.2

0.3

0.6

0.4

0.1

0.4

- 2.9

0.9

-0.3

-3.3

- 1.0

- 1.9

1.3

3.7

- S.4

-16.3

JAPAN OTHER

2.1 2.4 - 0.3 5.6 3.7 - 1.9

2.3 3.0 - 0.7 6.0 4.1 1.9

2.7 3.0 - 0.3 6.3 q.2 2.1

3.0 '4.1 - 1.1 6.6 5.0 1.6

3.S 4.9 - 1.4 6.7 5.6 1.1

4.7 5.9 - 1.2 7.6 6.2 1.41

41.1 7.3 - 3.2 8.2 7.2 1.0

5.0 9.1 - 4.1 9.1 9.1 - 0.3

8.14 9.7 - 1.3 15.1 13.7 1.4

10.7 12.1 - 1.7 21.8 25.8 - 4.0

9.6 11.3 - 1.7 27.0 28.0 - 1.0

10.2 15.5 - 5.3 29.14 41.8 -12.4

10.6 18.6 - 8.0 29.7 S4.0 -214.3

13.0 214.5 -11.5 36.4 58.1 -21.7

17.6 26.3 - 8.7 45.4 74.2 -28.8

20.8 31.2 -10.4 5S.4 90.9 -35.5

21.8 37.6 -15.8 61.3 87.2 -2S.9

20.7 37.7 -17.0 58.3 69.9 -11.6

21.7 41.3 -19.6 S14.3 69.8 -15.5

23.3 57.3 -314.0 56.7 82.6 -2S.9
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Tl.AI II (a)U. S. rADV m Kx cATEGORY
(millions of $)

FOO & LrE ANfLS

1957

1956

195I

1960

1961

1962

1963

19616

1965

1966

1967

1968

1969

1970

1971

1972

1973

1974

1975

1976

1977

1978

1979

1980

1991

1982

1963

1984

EX.

2,388

2.240

2,140S

2,662

2,916

3,179

3,56S

'4,078

4,003

64,362

4,061

3,890

3.733

4,356

14,367

5,661

11,930

13,986

15,1484

15,710

14,116

18,311

22.245

27.744

30,291

23,950

24,166

24,463

I SrtUAGES & TOM=C

,

3,052

3,209

3,173

2,996

3,018

3,243

3,401

3,487

31 460
3.948

4,003

4,577

4, 53?

5.375

5,529

6.370

8,015

9,386

8,503

10,267

12,558

13,522

15,170

15,763

15,238

16,453

15,I412

17,973

ML

- 66s

- 968

- 768

- 3314

- 102

. 64

1664

589

543

6164

so

- 687

- 798

-1,019

-1,162

- 709

3,915

4,600

6,981

S,1443
1,558

I. 789

7,075

11,981

15,053

9.497

8. 7564

6,490

W12

WI8

%47

493

50O6

1498

531

554

517

624

702

714

702

709

908

1.008

1,2167

1.308

1,524

1,847

2,293

2.337

2,663

2,915

3,026

2,813

2,849

Source: Oqerses Business Raorts and Survey of Cumert Business, U. S. Dept.
of Commerce, various issues.

313

343

1407

396

1437

431

1462

535

553

642

696

786

778

85

876

1,009

1,221

1,322

1,420

1,624

1,669

2,221

2,565

2.771

3,138

3 .3. 4

3,408

3,653

SL,

129

105

140

87

69

67

69

19

36

is

49

864

64

153

16?

101

213

75

112

100

178

72

228

108

223

336

595

804
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TABLE 11 (b)
U. S. TRADE BY MAJOR CATEGORY

(millions of $)

ANDIAL & VEGETABLE
OIL & FATS

EX. D. A..

1957

1958

1959

1960

1961

1962

1963

1964

1965

1966

1967

19*8

1969

1970

1971

1972

1973

1974

1975

1976

1977

1978

1979

1980

1981

1982

1983

1984

335

272

323

307

289

311

320

414

472

357

338

274

308

493

615

508

684

1,423

944

978

3,309

1,521

1.845

1,946

1,750

1 .!b59

1,459

1,922

102

98

104

95

93

98

105

119

116

146

122

158

137

160

172

180

259

544

554

464

531

511

740

533

460

406

495

696

233

174

216

212

196

215

215

295

356

211

216

116

171

36!

F443

328

425

879

390

514

778

1,010

1.105

1,413

1,270

1.135

964

1,226

Source: Overseas business Reports and Surve,5 of Current Business, U. S. Dept.
of Comerce. various Issues.

CM , ICALS

1,376 668 808

1,425 789 636

1,558 868 690

1,805 821 984

1.816 738 1,078

1.883 772 1,111

1,99 715 1,279

2,364 702 1,662

2,402 769 1,633

2.675 955 1,720

2,802 958 1,844

3.287 1,129 2,158

3,383 1,228 2,155

3,826 1,450 2,376

3,836 1,612 2,224

4,133 2,015 2.118

5,749 2,463 3,286

8,819 4,018 4,801

8,691 3,696 4,995

9,959 4,772 5,187

10,812 4,970 5,842

12,623 6,430 6,193

17.306 7,479 9,827

20,740 8.583 22,157

21,187 9,446 11,741

19,891 9,494 10,397

10,751 10,779 8,972

22.336 13,697 8,639
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TABLE 11 (C)
U. S. TRADE BY MAJOR CATEGORY

(millions of S3

(RUflE MATERIALS (INEDIBLE)
TER THAN FUELS

BX tz -- AL

1957

1958

1959

1950

1961

1962

1963

1964

1965

1966

1967

1968

1969

1970

1971

1972

1973

1974

1975

1975

1977

1978

1979

1980

1981

1982

1983

1984

2,533

1,708

1,823

2.777

2.765

2,211

2,476

2.978

2,856

3,071

3,284

3.541

3,569

4,605

4,329

5.030

8,380

10,934

9,784

10.891

13,086

15,555

20,755

23,791

20,992

19,248

18,596

20,249

2,766

2,331

2,907

2.711

2,485

2,668

2,673

2.880

3,103

3,310

2,997

3,346

3,460

3,307

3,382

3,860

5,014

6,066

5,566

7,014

8,464

9,294

10,653

10,496

11,193

8,589

9,590

11,082

233

623

- 1,084

66

280

457

- 197

98

247

239

287

195

109

1.298

947

1,170

3,366

14,868

4,218

3,877

4,622

6,261

10,102

13,295

9,799

10.659

9,006

9,167

Source: Overseas Business Reports and Survey of Current Business, U. S. Dept.
of Commerce, var~oua issues.

MINERAL FnUS AND
RELATED MATERIALS

x. -V4 BAL.

1,814 1,566 258

1,071 1,631 - 560

853 1,568 - 715

814 1,574 - 760

763 1,725 - 962

799 1,874 - 1,075

946 1,914 - 969

953 2,030 - 1,077

947 2,221 - 1,274

976 2,262 - 1,286

1,104 2,248 - 1,144

1,050 2,527 - 1,477

,130 2.794 - 1,664

1,595 3,075 - 1.480

1.497 3,715 - 2.218

1,552 4,799 - 3,247

1,611 8,173 - 6,502

3,..4 25,'54 -22,010

4,470 26,476 -22,006

4,226 33.996 -29,770

4,184 47,153 -42,969

3.881 44,763 -40,882

5,616 63,076 -57,460

7,982 82,924 -74,942

10,279 81,417 -71,138

12.729 65,409 -52,E80

9.500 57,952 -48,352

9,310 60,980 -51.670
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TABLE 11 (d)
U. S. mIADE BY MAJOR CATEGORY

(sillions of $

MIVIDUY

1957

1958

1959

1960

1961

1962

1963

1964

1965

1966

1967

1968

1969

1970

1971

1972

1973

1974

1975

1976

1977

1978

1979

1980

1981

192

1983

198.

4,215

3,89*

3,883

4.,308

4,161

5,217

S.483

6,525

6,936

7,678

8.280

8,8"

10,137

11.68S

11,839

13.566

17,588

24,318

29,215

32,113

32,630

38,105

45,914

57,263

62.946

59,32*

54,309

60,318

*31

483

676

724

789

954

1,054

1,314

1,800

2,688

3.099

3,772

4,571

5,37S

6,059

7,916

10,750

11,811

11,970

15,446

18,836

26,752

28,530

32,286

38,212

39,657

46,975

68,315

Source: Overseas Business Reports and Survey of Current Business, U. S. Dept.
of Coxmerce, various Issues.

&L

3,784

3,411

3,207

3,58*

3,972

4,263

6,429

5,211

5,134

*,990

5,181

5,072

5.566

6,310

5-.780

5.650

7,438

12,507

17,24S5

16,667

13,79*

13,353

17.38*

24,977

24,736

19,887

7,336

- 8,027

TfANS W EOUIEMMIT

12L JIL . Ig

2,5 431 2,223

2,696 670 1,826

2,193 957 1,236

2,704 742 1,962

2,569 575 1,994

2,860 72fl 2,120

2,785 766 2,021

2,814 902 1,942

3.216 1,18 2,066

3,478 2,135 1.3*3

4,294 2,695 1,599

5,603 4,215 1,388

6.266 5.192 1,074

6,197 5.798 399

7,621 7,81* - 193

7,91 9,50* - 1,553

10.281 10,926 . 65

13,871 12.251 1,620

16,452 11,*87 4,965

17,388 14,378 3.010

17,619 17,571 *8

21,163 22,838 - 1,875

26,577 25,148 - 571

27,366 28,260 - 89

32,791 31,415 1,376

27,82* 33,853 - 6,039

28,269 39,156 - 10,887

29,655 50,802 - 21,147
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TABLE 11 (e)
U. S TMI BY IOAJn CATWORY

(millom of $)

MAWIFACTUC GO00S

1957

1956

1960

1961

1962

1963

1964

1965

1966

1967

1966

1969

1970

1971

1972

1973

1974

1975

1976

1977

1978

1979

1960

1981

1982

1983

1984

3,731

3,53 7

4,076

3,891

3.972

4,349

4,7,5

S.380
5,368
5,4460

6,084

7,000

7,636

7.147

8.0"q

11,113

16s.15

16,592

17,781

19,091

22.644

26,879

38,602

37.379

37,106 74,261

40.932 96,568

3,542

3,342

4,589

4,559

4,421

5,180

5,532'

6,148

7,528

6,668

6.004

11,208

12,020

13,285

14,929

18,332

21.461

23.927

30,160

35,176

46,296

51,070

55,901

63,471

36,543

Source: resg IBus Rerts arnd S rvey of Currnt u irss, U. S. Cept.
0 osrce, varLous Iseun.

369

- 1,052

- 530

- 1.208

- 1,183

- 1,393

- 2.638
- 3,280

.- 3,534

- 5,42%

- S.020

- 5.649

- 7,782

-10,238

-10,348

-10,630

- 7,335

-12,399

-16,085

-23.652

-22,191

-17,299

-26.092

G o , OT1

U.,917

oTM TRMISACYIOiS

%75 362 113

466 325 141

431 380 51

45O %01 49

476 435 41

516 W40 78

615 517 98

794 591 203

95' 730 22

1.167 866 321

9S9 1.065 . 96

92% 1,026 - 104

1,224 1,332 - 108

1,496 1.274 222

1.531 1,476 55

1,5.60 1,593 - 38

1,642 1,794 48

2,57 2,256 331

3,162 2,518 644

2,74q 2,538 211

4, 314 3.35 956

5.030 4.018 1,012

9,103 4,905 F4.1"

8,.96 7,163 1.313

8,389 7.296 1,093

MIL
-29,374

-37.175

-57,656



TABLE III

U. S. TRADE BALANCE, OFFICIAL CURRENT ACCOUNT

ACTUAL TRANSACTIONS, OVERALL, 1960-1 70,

AND CURRENT ACCOUNT ON

(in millions of $)

1960 1961 1962 1963 1964 1965 1966 1967 1968 1969 1970

U.S. Overall Trade
Balance 4,892 5,571 4,521 5,224 6,801 4,951 3.817 3,800 635 607 2,603

Official Current
Account 1,732 3,005 2,404 3,143 5,718 4,251 1,.82 1,215 -1,374 -2,017 -356

Overstatement of
2

Net Reinvested NA NA NA NA NA NA NA NA NA NA NA
Earnings

Current Account on
Ac.tal Transactions 1,732 3,005 2,404 3,143 5,718 4,251 1,582 1,215 -1,374 -2,017 - 356

(footnotes attached)



TABLE fL
1. S. TIAME KALAMCX° OFFICIAL CURP0 ACCOUNT AND CURAwDr ACCOUNT ON

ACTML TRANSACTIOS
1
I OVUIALL, 19?1-1984, (in millinm of $)

1971 1972 1973 19". t9ys 196- 1977 1978 1979 19W0 1981 1982 1903 198s

-2,260 -6.416 + 911 -5.0% * 8,903 -9,43

-1.433 -5,795 *7,140 '1.,962 -18,116 '4.207

-31,091 -31,966 -27A,55 -25,512 -21,001 -36,469 -61,05 -107,600

-14,511 -IS.46 - 964 * 1.898 * 6.294 - 9,199 -4I1,963 -101,6O.

t-2-61 (-.96 1 248) (61 6,RS? -,03 -1 4 811 (t 6 -]S 010 -l 850) (a 0.7S (± 7065)6 ( -7.7S ,

-4,069 -9,758 - 108 -4,750 f11,257 -1,630 -19.321 -24,206 -15.974 - 8,9S2 - 2565s -16.86% -49,290 -1oo.nc,

(footnoted attached)

It. S. OVerll Trade
P. afice -

Official Cu rrert
Account

Ov.r"tatment o 2
Not Reinvvstad
Earning.

Curreot Account on
Actual trrnaec ions



TABLE III

Footnotes:

J/ Current Account on Actual Transactions repr'e.-nts the balance of actal Imports and
exporis of goods and services. It is the current expenditure of dollars on all Imports
minus the earning of foreign exchange from all export. and Includes the balance on
goods and services and unilateral transfers bu i.xcludea accounting gimmicks as outlined
in footnote 2.

Reinvested earnings of American companies abroad are included in the govu-nment current
account figures ae if they were an inflow of funds, thus inflating our exports of goods
and services. These monies are not an actual Inflow of funds, of course, since they
are earned abroad, taxed abroad and used abroad. In the U.S. Official Capital Account
the exact same "inflow" is subtracted as an outflow so the total effect on our complete
payments accounts is zero. The reverse of the above Is true for reinveatd earnings of
foreign companies here in the United States. The figure on this lne represents the
difference between the fictitious export and import of these funds. A (+) represents
the net amount that must be subtracted from the official current account; a (-) represents
the amount that mst be added.

NA - Not applicable. In earlier years, reinvested eerrnings were never includ-, in the current
account. The change to include them on the plus side of the current soocunt and below the
line on the negative side of the capital scocmt occurred in 1977. U.S. accounts gIM th
have been restated back to 1971 and have overstated the actual balance in foreign exchange
terms.

SOURCE: Survey of Current Business, U.S. Department of Commerce, various issues.
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TABLE IV

MANUFACIURING PRODUCTvry -- OUTPuT/HOUR

(annual percentage change)

YEAR U. S. JAPAN FRANCE W. GERMANY U L.

1960-83 2.6 9.1 5.8 S.0 3.5

1960-73 3.0 10.7 6.7 5.7 4.4

1973-83 1.9 7.3 4.6 3.3 1.9

1980 0.2 9.5 1.S 1.4 -1.0

1981 3.1 5.5 2.6 1.8 5.9

1982 2.1 8.1 5.6 1.2 3.9

1983 4.3 S.0 5.9 4.7 6.6

1984 4.8 est.

Source: Bureau of Labor Statistics

OVERALL U.S. PRODUCTIIVITY -- OUTPUT/HOUR

(annual percentage change)

1965 3.0 1975 2.2

1966 3.5 1976 3.3

1967 2.1 1977 2.4

1968 2.7 1978 0.5

1969 0.0 1979 -1.2

1970 0.8 1980 -0.5

1971 3.6 1981 1.9

1972 3.5 1982 0.2

1973 2.6 1983 2.7

1974 -2.4 1984 3.2

Source: CEA Ecoiomic Indicators

49-032 0 - 85 - 6
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TABLE V (a)

U.S. TRADE AND CURRENT ACCOUNT
1 

BALANCES BY SELECTED AREAS
(millions of $)

LATIN AMERICA
AND OTHER

WESTERN EUROPE WESTERN HEMISPHERE ASIA AND AFRICA
2

Trade Current Trade Current Trade Current

2,549
2,787
2,602
2,881
3,378
2,686
1,914
1,581

342
1,402
2,886

779
-667

1,457
3,897
9,120
8,880
5,868
2,928

12,351
20,348
12,235
6,793

981
-13,943

232
795
833

1,057
1,866
1,078

179
51

-1,465
-1,230
-1,092
-2,238
-5,037
-4,169
-1,000

5,690
6,646
4,210
1,627

13,836
19,102

9,656
3,101

-6,391
-27,904

-194
22

-316
-398

74
-122

38
18

153
324
603
346
162
316

-2,838
931

-337
-3,243
-1,008
-1,980
1,320
3,705

-5,407
-16,286
-18,198

276
615
298
215
806
586

1,006
1,063
1,493
1,312
1,420
1,274

713
1,600
-853

4,604
3,951
1,900
5,692
6,366

12,347
20,100

8,021
-8,163

-13,425

794
1,038
1,413
1,649
1,682
1,400
1,590
1,826
1,256

745
961
.00

-1,033
- 398

-6,684
-4,922

-16,755
-26,486
-23,181
-31,527
- 37,520
-32,260
-16,888
-18,453
-30,182

- 34
124
719

1,059
1,215

938
240
218
185

- 12
451

-205
-1,154

1,625
-6,358
-1,721

-11,879
-19,981
-16,S30
-24,S31
-33,386
-26,085
-11,750
-14,088
-27,482

3 This includes reinvested earnings which are not really inflows.

2 Excluding Japan and South Africa.

Source: Survey of Current Business, various issues

Year

1960
1961
1962
1963
1964
1965
1966
1967
1968
1969
1970
1971
1972
1973
1974
1975
1976
1977
1978
1979
1980
1981
1982
1983
1984
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TABLE V (b)

U.S. TRADE AND CURRENT ACCOUNT
1 

BAANCES WITH SELEClED COUNTRIES

(in mlnlions of $)

CANADA
Trade Current

861
625
393
388
593
642
801
448

-442
-812

-1,645
-1,760
-1,972

-984
-550

1,827
-139

-1,'12
-2,323

- 330
-1,277
-2,242
-9,323

-10,S46
-15,534

1,054
965
685
596

1,177
1,401
1,753
1,053

373
44

-580
-4S3
-426

675
1,S41
6,673

.5,814
4,938
4,704
8,720
7,315
7,174

98
551

-5,071

UNITED KING
Trade Current

466
294
147
173
468
216
-24
162
-86
-42
329
-73

-214
232
583

1,144
941
900
802.

2,677
2,970

-263
-2,352
-2,008
-2,297

141
85

-74
-31
360

92
-171
166

-248
-758
-484
-779
-975
-S07
-240

258
-1
754
893

6,316
5,602
3,859
-841

-1,993

1 This includes reinvested earnings which are not really inflows.

Source: Survey of Current Business, various issues.

Year

1960
1961
1962
1963
1964
1965
1966
1967
1968
1969
1970
1971
1972
1973
1974
197S
1976
1977
1978
1979
1980
1981
1982
1983
1984
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TABUE V (a)

U.S. TRADE AND CURRENT ACCOUIT
1 ANCES WITH SELECTED COUNTRIES

(millions of $)

TrMad Cuent

-1.085

- 622

- 506

1,121

-1,546

-1,841

-1,615

- 306

- 177

-1,399

-2,766

-2,259

- 243

- 887

-2,689

-4,284

-7,945

-1,679

-1,299

-1,270

-1,897

-3,101

-3,860

-3,301

-1,684

- 620

-2,576

-3,918

-4,236

-3,167

-4,192

-5,866

-9,606

FRANCE
Trade Current

233

386

596

316

251

581

670

962

.1,031

490

190

850

2,277

1,592

1,661

-39

-1,925

229

303

439

206

103

333

522

1,164

1,098

674

684

1,110

2,721

1,145

1,827

-172

MEXICO
Trade Current

468 390

422 391

483 407

357 186

353 32

655 338

1,469 1,335

2,107 2,459

1,412 1,223

140 - 52

595 644

1,130 1,785

2,647 4,790

4,440 8,807

-3,820 -1,9S6

-7,693 -6,677

-6,002

1 This includes reinvested earnings which are not really inflows.

Source: Survey of Current Business, various issues.

1968

1969

1970

1971

1972

1973

1974

1975

1976

1977

1978

1979

1980

1981

1982

1983

1984
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TABLE VI

U.S. TRADE AND OFFICIAL CURRENT ACCOUNT BALANCES
WITH JAPAN, 1960-1984

(in millions of $)

Year

1960
1961
1962
1963
1964
1965
1966
1967
1968
1969
1970
1971
1972
1973
1974
1975
1976
1977
1978
1979
1980
1981
1982
1983
1984

U.S. Trade
Balance

with Japan

225
710
180
32")

200
-388
-634
-34 5

-1.120
-1,416
-1,2144
-3,225
-4,113
-1,309
-1,690
-1,690
-S,335
-7,999

-1 .81
-8.632

-10,411
-15.882
-16,991
-19,630
-34,024

Current.-
Account

iwih J nan

-108

4514
- 52
105
86

-505
-915
-587

-1,384
-1,777
-l.S41
-3,475
-14,821
-1,463
- 944
-1.220
-5.405
- ,126

-11,791
-8,746
-8,917

-13,923
-15,478
-18,332
-35.176

hls includes reinvested earnings
inflows.

which are not really

Source: Survey of Current Business, various issues.
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STATEMENT OF SAUL SROLE, ECONOMIST, WASHINGTON, DC
The CHAIRMAN. Mr. Srole.
Mr. SROLE. Mr. Chairman, a floating exchange rate, open trade

in the market for exchange, is a means to an end. The United
States views it as serving the same basic end as open trade in the
market for goods. Both are thought efficiently to allocate resources
by prompting countries to make and trade their comparative ad-
vantage goods. This is the notion of the market economy.

Invariably overlooked, but crystal clear in the economics litera-
ture, is that open trade in goods is by itself adequate to its end only
under barter. Only under barter will the open trade by itself cause
countries to make and trade their comparative advantage goods.
Under exchange use, there must be an exchange rate that trans-
lates the goods' internal price to a competitive external price. The
rate would derive, thus, from countries' price relationships, and
tend to approximate their average, like a purchasing power parity
rate.

As a guide to rate policy, economists have little use for a pur-
chasing power parity rate. Perceiving its negative aspect-the prob-
lem of computing it-economists have not perceived its positive
aspect, that is, that a country's export of its comparative advantage
goods, and import of others' such goods, is abetted by a purchasing
power parity rate.

The floating dollar rate has for 12 years stood either well over or
well under its purchasing power parity rate, being in these terms
misvalued. Since 1981, it has been overvalued, curbing the export
of U.S. comparative advantage goods, for example, high-tech goods,
farm products, while spurring the import of others' noncompara-
tive advantage goods, for example, electronics, chemicals. It acted
as an export restraint and import subsidy.

During 1973-75 and 1978-80, it conversely was undervalued and
acted as an import restraint and export subsidy. The floating dollar
almost always played the part of a trade restraint and subsidy, the
antithesis of the policy of open trade in goods. Open trade in ex-
change didn't serve the same end as open trade in goods. It didn't
bring trade in comparative advantage goods promised by open
trade in goods, and hasn't efficiently allocated resources.

In e lecture given during late 1978, Paul Volcker as head of the
New York Federal Reserve Bank stated that: "When patterns of
trade become influenced by * * * [exchange rate] fluctuations
rather than lasting comparative advantage, the underlying ration-
ale of [open] trade is undercut." Speaking to a convention of the
National Foreign Trade Council, Mr. Volcker decried the fact that''swings so large as we've seen in key exchange rates can have
little to do with comparative advantage and the efficient allocation
of resources."

In sum, what our policy of open trade in goods has tried to do,
our policy of open trade in exchange has worked to undo. Open
trade in goods was diminished, its end imperiled.

Backers of the floating dollar would declare that if countries had
convergent economic policies aimed at stable prices, the floating
rate would itself approximate the purchasing power parity rate.
But convergent economic policies in a world of divergent political
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priorities is not apt to occur. Besides, economic policies can't fine
tune economic events, especially in the short run, when there are
influences that defy policy reach. A rate policy dependent for suc-
cess on something not apt to occur lacks merit.In a world of heterogeneous political priorities and imperfect
policy tools, the maintenance of a purchasing power parity rate as
a market rate would call from time to time for intervention. Propo-
nents of a floating rate would declare that intervention couldn't
work.

However, it did work under the Bretton Woods system until the
mid-1960's, when intervention preserved a stable dollar rate that
had become overvalued because there had been a sharp drop in the
dollar's purchasing power parity rate. It could have worked with
intervention targeted toward a purchasing power parity rate. This
circumstance would allow it to work.

A reason it could work, then, is that a currency's market rate is
subject to the magnetic pull of its purchasing vower parity rate, an
economic fundamental that reflects countries price relationships.
There would be less cause for intervention if done in behalf of such
a rate. The prospect of coordinated intervention to yield a purchas-
ing power parity rate would likewise mean less cause for interven-
tion. Speculative capital flow, reacting to the prospect, would help
establish or maintain the rate at its purchasing power parity point.

Still another reason intervention could work is that whatever
amount had to be, could be mustered. A central bank can create
domestic currency almost without limit. Thus, it can sell the cur-
rency almost without limit to dampen or reduce its exchar.- value.
By the same token, a sister central bank ,an buy the currency
almost without limit to sustain or increase its exchange value. As
required, the currency's exchange value could be controlled by
intervention. Private capital flow can be neutralized in its ex-
change value effect by official capital flow, which intervention rep-
resents.

Changes in currency aggregates resulting from intervention in
exchange markets can be reversed, as advisable, by operations in
money markets. Experience suggests that currency aggregates do
not have to be influenced by intervention activity.

A fall in the dollar's external value will not bring an equal rise
in the price of U.S. imports, with its potential for renewed infla-
tion. When the dollar strengthened and foreign currencies became
worth fewer dollars, producers abroad often raised prices in their
own currency, and held dollar prices firm to enlarge their profit.
With a dollar that weakens, hence with foreign currencies worth
more dollars, producers abroad could afford to lower prices in their
currencies, and hold dollar prices firm to stay competitive.

Purchasing power parities for most countries would not be too
hard to estimate, at least for practical purposes. To establish and
maintain exchange rates at purchasing power parity value, reflect-
ing countries' price relat.-onships, would avert trade imbalances
due to shifting price relationships. Trade imbalances could however
come from other causes. When there are others-differential
phases of the business cycle, differential economic development,
shifting consumer preferences, lagging competitive effort, crop fail-
ures or other natural disasters, dock strikes or other work stop-
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pages, et cetera-trade imbalances would have to be dealt with as
appropriate by dealing with the causes.

There's no need for them to be dealt with by exchange rate ad-
justment that diverts a rate from its purchasing power parity
value. Allowing a rate to stray from there on behalf of trade bal-
ance, besides the lack of need, would misallocate resources. The
rate would become inconsistent with goods open trade. A rate con-
sistent with the open trade, approximating a purchasing power
parity rate, is a viable policy. For the United States and the rest of
the free world pledged to the open trade, it's fitted to the open
trade, and without which the open trade loses substance.

Thank you, Mr. Chairman.
[The prepared statement of Mr. Srole follows:]

PREPARED STATEMENT OF SAUL R. SROLE
A floating exchange rate, open trade in the market for exchange, is a means to an

end. The United States considers it foremost as serving the same end as open trade
in the market for goods. Both are thought efficiently to allocate resources, by
prompting countries to make and trade their comparative advantage goods. This is
the notion of the market economy.

Invariably overlooked, but crystal clear in the economics literature, is that o3en
trade in goods is by itself adequate to its end only under barter. Only under baiter
will the open trade by itself cause countries to make and trade their comparative
advantage goods. Under exchange use, there must be an exchange rate that trans-
lates the goods' internal price to a competitive external price. The rate would derive
thus from countries' price relationships, and tend to approximate their average, like
a purchasing power parity rate.

As a guide to rate policy, economists have little use for a purchasing power parity
rate. Perceiving its negative aspect-the problem of computing it-economisth have
not perceived its positive aspect, i.e., that a country's export of its comparative ad-
vantage goods, and import of others' such goods, is abetted by a purchasing power
parity rate.

The floating dollar rate has for 12 years stood either well over or under its pur-
chasing power parity rate, being in these terms mis-valued. Since 1981 it has been
overvalued, curbing the export of U.S. comparative advantage goods (e.g., high tech.
goods, farm products), while spurring the import of others' non-comparative advan-
t~e.loods (e.g., electronics, chemicals). It acted as an export restraint and importsu Xla.

During 1973-75 and 1978-80, it conversely was undervalued and acted as an
import restraint and export subsidy. The floating dollar almost always played the
part of a trade restraint and subsidy, the antithesis of the policy of open trade in
goods. Open trade in exchange didn't serve the same end as open trade in goods. It
didn't bring trade in comparative advantage goods promised by open trade in goods,
and hasn't efficiently allocated resources.

In his Fred Hirsch lecture of late 1978, Paul Volcker as head of the New York
Federal Reserve Bank stated that "When patterns of trade become influenced by
. . . (exchange rate] fluctuations rather than lasting comparative advantage, the
underlying rationale of [open] trade is undercut." Speaking to a convention of the
National Foreign Trade Council, Mr. Volcker decried the fact that "swings so large
as we've seen in key exchange rates can have little to do with comparative advan-
ta e and the efficient allocation of resources."

n sum, what our policy of open trade in goods has tried to do, our policy of open
trade in exchange has worked to undo. Open trade in goods was diminished, its end
imperiled.

Backers of the floating dollar would declare that if countries had convergent eco-
nomic policies aimed at stable prices, the floating rate would itself approximate the
purchasing pr-ver rarity rate. But convergent economic policies in a world of diver-
gent politicai priorities is not apt to occur. Besides, economic policies can't fine-tune
economic events, especially in the short-run, when there are influences that defy
policy reach. A rate policy dependent for success on something not apt to occur
lacks merit.

In a world of heterogeneous policital priorities and imperfect policy tools, the
maintenance of a purchasing power parity rate as a market rate would call from
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time-to-time for intervention. Proponents of a floating rate would declare that inter-
vention couldn't work.

However, it did work under the Bretton Woods system until the mid-1960's, when
intervention preserved a stable dollar rate that had become overvalued because
there had been a sharp drop in the dollar's purchasing power parity rate. It could
have worked with intervention targetted toward a purchasing power parity rate.
This circumstance would allow it to work.

A reason it could work then is that a currency's market rate is subject to the
magnetic pull of its purchasing power parity rate, an economic fundamental that
reflects countries' price relationships. There would be less cause of intervention if
done in behalf of such a rate. The prospect of coordinated intervention to yield a
purchasing power parity rate would likewise mean less cause for intervention. Spec-
ulative capital flow, reacting to the prospect, would help establish or maintain the
rate at its-purchasing power parity point.

Still another reason intervention could work is that whatever amount had to be,
could be, mustered. A central bank can create domestic currency almost without
limit. Thus it can sell the currency almost without limit to dampen or reduce its
exchange value. By the same token, a sister central bank can buy the currency
almost without limit to sustain or increase its exchange value. As required, the cur-
rency's exchange value could be controlled by intervention. Private capital flow can
be neutralized in its exchange value effect by official capital flow, which interven-
tion represents.

Changes in currency aggregates resulting from intervention in exchange markets
can be reversed, as advisable, by operations in money markets. Experience suggests
currency aggregates do not have to be influenced by intervention activity.

A fall in the dollar's external value will not bring an equal rise in the price of
U.S. imports, with its potential for renewed inflation. When the dollar strengthened,
and foreign currencies became worth fewer dollars, producers abroad often raised
prices in their own currency, and held dollar prices firm to enlarge their profit.
With a dollar that weakens, hence with foreign currencies worth more dollars, pro-
ducers abroad could afford to lower prices in their currencies, and hold dollar prices
firm to stay competitive.

Purchasing power parities for most countries would not be too difficult to esti-
mate, at least for practical purposes. To establish and maintain exchange rates at
purchasing power parity value, reflecting countries' price relationships, would avert
trade imbalances due to shifting price relationships. Trade imbalances could howev-
er come from other causes. When there are others-differential phases of the busi-
ness cycle, differential economic development, shifting consumer preferences, lag-
ging competitive effort, crop failures or other natural disasters, dock strikes or other
work stoppages, etc.-trade imbalances would have to be dealt with, as appropriate,
by dealing with the causes.

There's no need for them to be. dealt with by exchange rate adjustment that di-
verts a rate from its purchasing power parity value. Allowing a rate to stray from
there on behalf of trade balance, besides the lack of need, would mis-allocate re-
sources. The rate would become inconsistent with goods open trade. A rate consist-
ent with the open trade, approximating a purchasing power parity rate, is a viable
policy. For the United States and rest of the free world pledged to the open trade,
it's fitted to the open trade, and without which the open trade loses substance.
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purchasing Power Parity (PPP)
and Market Exchange PAtes
(foreign currency/U.S. $)
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Purchasing Powor Parity (PPP)
and Market Echange #Atei
(foreign currency/u.S. $)
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PPP Rates (solid line): BLS unpublished compilation of purchasing pover parityexchange rates, based on the Peport of the United Nations International Comparison
Project: Phase III.

Market Rates (dots)3 Monthly average of daily foreign currency per dollar exchange
rates. A rise indicates a stronger dollar.
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The CHAIRMAN. Mr. Danielian, in your statement you indicated
that in order to open foreign markets to us we had to-I didn't un-
derstand this-you said retaliate. What was your word?

Mr. DANIELAN. No. To maintain open markets, we have to use a
conditional most-favored-nation status to bargain with foreign
countries. And where we reach agreements, only those countries
with which we reach an agreement obtains the concession. And
those with which we do not reach agreements do not. Very similar
to the Tokyo-MTN round.

The CHAIRMAN. You know the frustration that most of the mem-
bers of this committee are having with Japan. What do we do to
make them open their markets to some significant degree?

Mr. DANIELIAN. Well, I think we don't blink first at the bargain-
ing table.

The CHAIRMAN. We don't what?
Mr. DANIELIAN. We don't blink first at the bargaining table. Un-

fortunately, there may be times when the situation persists for
such a long time that the United States has to take action and
insist that their markets be open or our markets will correspond-
ingly have to be adjusted toward them.

The CHAIRMAN. You mean closed or limited.
Mr. DANIELIAN. Yes. Some arrangement would have to be made.
The CHAIRMAN. Selective tariffs, quotas, whatever it might be

aimed at Japan.
Mr. DANIELIAN. I would not use quotas, Mr. Chairman, because

quotas do not let the market system operate.
The CHAIRMAN. An action aimed at Japan?
Mr. DANIELIAN. Yes.
The CHAIRMAN. It doesn't have to be aimed at Korea and Hong

Kong and Singapore. It's aimed at Japan.
Mr. DANIELIAN. Well, if in the current situation you would use

exchange adjusted tariffs, and have a criteria where a persistent
current account deficit must exist and where it represents a large
portion of our total current account deficit with any one country,
Japan would fall into that category, Mr. Chairman.

The CHAIRMAN. I'm not thinking so much-you know, the cur-
rent account deficit, they may open their markets and the current
account deficit may be bigger for all I know. I don't know how
much we will sell the-given totally open markets-how much
they would sell here given totally open markets. And the Lord
knows our markets are not totally open.

I'm not sure the criteria ought to be the trade deficit. The crite-
ria ought to be, will they open their markets? And I'm just trying
to find out what kind of a club or hammer we use if they won't.

Mr. DANIELIAN. Well, I'm not wedded necessarily to the criteria I
used in my annex on page 35 of my full statement. There could be
other criteria. It could be changed. You might explore using trade,
although you really do have to look at the total current account
transactions with the country because investment comes in there
and trade and investment are the flip side of the same coin. Thirty-
three percent of U.S. exports go to American investments abroad.

So you've got a symmetry there. I think it would be a little diffi-
cult just to separate out trade, but I'm not necessarily wedded to it.
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I'm throwing out an idea that might want to be studied in various
forms.

The CHAIRMAN. Bill?
Senator BDLEY. Thank you, Mr. Chairman.
Let me ask you, Mr. Danielian, I take it from your testimony

that you would like to see us bargain hard with the rest f the
world. Is that right?

Mr. DANIELIAN. I think we have to. We have a foreign exchange
shortage.

Senator BRADLEy. And do you think that we should do that on a
bilateral basis with each country or do you think that we should
continue with the support for the multilateral approach?

Mr. DANIELIAN. I think we have to have support for the multilat-
eral approach. But within that approach we can act bilaterally-
and we are doing it right now, frankly, even under GATT. We are
acting on a bilateral ba3is, Either with groups of countries or with
one country. I believe that's the approach the USTR is now taking,
even though it's under a multilateral umbrella.

Senator BRADLEY. That's true.
Could you tell me, if you were going to advise us as to three

things that we should do legislatively, what are the three things
that you would suggest?

Mr. DANIELIAN. WeIl, the budget deficit is extremely important.
Senator BRADLEY. All right. Two?
Mr. DANIELIAN. The second is, I think, that we have to make

greater use of section 301 in the Trade Act, as amended by this
committe last year.

Three, I think that coordinated intervention in the currency
markets will enable us to flatten some of the peaks and valleys in
currency fluctuation. I do not believe that you can adjust the cur-
rency by 20 or 30 percent through exchange intervention. But cer-
tainly a closer coordinated effort on the part of central banks
around the world would help.

Senator BRADLEY. All right. Your three are deficit reduction,
greater use of expanded section 301 action, and intervention.

Mr. DANIELIAN. That's correct.
Senator BRADLEY. What would yours be, Mr. Srole?
Mr. SROLE. Beg your pardon?
Senator BRADLEY. What would your three recommendations to

this committee be, what actions?
Mr. SROLE. My recommendation would be to have an exchange

rate policy consistent with our trade policy. In concrete terms that
means having a market rate about equal to a currency's purchas-
ing power parity rate, reflecting inter-country price relationships.

A rate like this would avert trade or current account imbalance
that comes from other than shifts in price relationships. When im-
balance has a different cause, you would take action, geared to the
cause, as appropriate.

Should a dock strike or a crop failure, or matters like that, con-
stitute the cause, there would be no action appropriate.

Senator BRADLEY. Do you think we need to get the deficits down?
Mr. SROLE. I don't think this is-especially relevant.
Senator BRADLEY. You don't think it's relevant.
I've found the man, Mr. Chairman.



170

Mr. SROLE. It is not especially relevant. If we adopt the policy-
you may want to call it a par value system-of having a par value
rate that matches a currency's purchasing power parity rate, and if
this is announced to the world, it wouldn't be necessary to get defi-
cits down, likewise interest rates, in order to get dollar rates down.
If, for instance, our purchasing power parity rate is 20 percent
below the dollar's market rate, and it's recognized that central
banks are determined to weaken the dollar by 20 percent through
intervention, then capital flow will act to weaken the dollar be-
cause everybody is going to want to sell dollars before the 20 per-
cent drop occurs. The gain from holding dollars that earn high in-
terest rates would be more than offset by the loss from the dollar's
eroded exchange value.

Given a target rate consistent with our trade policy, and given
that central banks would coordinate intervention toward the target
rate, there would be little call for intervention-official capital
flow. Private capital flow would do the job instead. Insofar as there
is trade or current account imbalance, you would adjust your
action to the cause of imbalance. You would not adjust the ex-
change rate, except to compensate for altered price relationships,
enabling you to have an exchange rate policy consistent with our
trade policy instead of inconsistent with it, as it is at the present
time.

Senator BRADLEY. Thank you very much.
The CHAIRMAN. Gentlemen, thank you very much. We are ad-

journed.
[Whereupon, at 4:01 p.m., the hearing was recessed, to convene

at 9:30 a.m., Wednesday, April 24, 1985.]
[The following statement was submitted and was made a part of

the hearing record:]

PREPARED STATEMENT OF JACQUES DELORS, PRESIDENT OF THE COMMISSION OF THE
EUROPEAN COMMUNITIES

Over the last 2 years the performance of the U.S. economy, with a strong growth
of output, low inflation and a sharp decline in unemployment, has been quite im-
pressive and has undoubtedly fuelled the recovery of world trade. At the same time,
the U.S. policy-mix has led practically everywhere to very high real interest rates,
to an important growth differential vis-a-vis other industrial countries and to spec-
tacular distorsiolls in exchange rates. It has also led the U.S.A. into a position of net
debtor vis-a-vis the rest -f- the world. As a result, the U.S. economy is progressively
feeling the consequences of a number of unsustainable, interrelated developments:
growth is decelerating, imports are soaring, unemployment has levelled off, protec-
tionist pressures are strongly increasing, etc.... This situation and its resolution,
is of immediate concern to the rest of the world and in particular to Europe.

At the same time industrialised countries are embarking upon the preparation of
a new round of multilateral trade negotiations. The European Community feels
strongly committed to the objective of a new GA'IT round. It should however be
made very clear that the fundamental issues which tba main industrialized coun-
tries must face go far beyond the mere preservation of ireetrade: indeed the econo-
my of the western world is fraught at present with a number of imbalances, the
correction of which is a prerequisite for a long-lasting, sustainable pattern of inter-
national economic and monetary relations. Three conditions will have to be met if
the problems are to be adequately addressed: exchange rates must return to a more
sustainable pattern, interest rates must be more condusive to long-term real growth
and a better balance of growth must be found between the U.S.A. and the other
industrial countries.
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EXCHANGE RATES AND TRADE

The high dollar has recently become a cause of widespread and immediate con-
cern in America. In real effective terms the dollar appreciated by nearly 40 percent
between 1970 and late 1984 and there are increasing doubts as to whether the U.S.
economy can withstand such a large appreciation. The problems raised by this evo-
lution of the dollar typically illustrate a fundamental malfunctioning of the present
international monetary and trade system: the fact that currencies can fluctuate
widely and reach levels which are impossible to explain in terms of economic funda-
mentals necessarily has adverse consequences on world trade.

Exchange rate uncertainty and volatility directly affect the volume of trade by
making prices and profits very uncertain and by requiring expensive hedging oper-
ations. They also tend, in the long run, to discourage international trade. On the
other hand a strongly overvalued currency tends to induce an excessive export bias
in the productive capacities of other countries, which will increase competitive pres-
sure in the short run and feed protectionist reactions when exchange rates are cor-
rected. Finally the present situation of the U.S. dollar to some extent prevents a
more appropriate evaluation of the yen, and thus, tends to exacerbate the problem
which the Japanese current account surplus raises not only for America but also for
Europe. All these reasons point to the fact that more sustainable and predictable
exchange rates would contribute to a more balanced development of world trade.

INTEREST RATES AND LONG-TERM GROWTH

U.S. interest rates remain today-even after a decline since mid-1984-at very
high levels, especially in real terms; and, despite their efforts, European countries
have managed only to a limited extent to decouple their interest rates. This situa-
tion has well known far-reaching consequences both in industrialised countries and
in developing countries. The most worrying ones are probably for the long run; per-
sistently high real interest rates inevitably tend to hamper real growth. True, the
U.S. experience since 1983 shows that an investment boom is possible with high real
interest rates; but this boom has been fueled by specific factors (fiscal policy for in-
stance) which cannot be easily reproduced. The long term effects of high real inter-
est rates on real growth in industrialised countries inevitably undermines the pros-
pects for world trade.

GROWTH IN THE U.S.A. AND OTHER INDUSTRIAL COUNTRIES

Several strategies are open to reduce exchange rate misalignments and to provide
the conditions for a gradual decrease of interest rates. They range from pure benign
neglect (hoping for an automatic correction of the problems) to general or targeted
protectionist measures (the surest way towards an overall contraction of world
trade), via a severe stabilization policy in the U.S.A. (which would have far-reaching
damaging consequences for the world economy). Almost no strategy will achieve
substantial results without a deliberate and efficient U.S. policy bringing substan-
tial reduction in the Federal Budget deficit. Because of the acuteness of the problem
posed by the U.S. current account deficit, there is a risk of unilateral action, imple-
menting a mixture of the strategies referred to above: This would lead to a sharp
deceleration of growth on an international level.

It would however be wrong to believe that the imbalance between investment and
savings in the U.S. economy, whatever its wideranging consequences, is at the origin
of all our difficulties. Severe problems lie elsewhere too: in Japan, as reflected by a
formidable trade surplus, and in Europe, as reflected by a low growth and persist-
ently high unemployment. We believe that the case for an internationally coordinat-
ed strategy is over-riding. It should encompass corrective measures on the U.S. side,
with credible action on the budget to start with, but also measures in Japan and in
Europe in order to prevent a new world recession. The nature of such measures has
to be well-designed to fit the particular situation of each country. It is, in particular,
often heard on the U.S. side that the problem of European economies would be
solved if the U.S. "cure" was adopted. Nothing is more misleading and more ques-
tionable. First, European countries cannot afford the fiscal boost which was at the
origin of the strong U.S. recovery since 1982, and even if they could, the conse-
quences on interest rates, including those for the U.S. economy, would be intoler-
able. Secondly, although structural weaknesses in European economies remain pro-
nounced, a pure supply-side shock would be simply impossible because values, atti-
tudes and social structures are fundamentally different in Europe.
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FINAL REMARK

A multi-pronged and internationally well-coordinated strategy-including a new
GATT round-becomes urgently necessary today to cope with the dangerous imbal-
ances in the world economy. The Bonn summit will provide an opportunity for a
first discussion on the principles and objectives of such a cooperative action, one in
which Europe is surely prepared to make its full contribution.



FLOATING EXCHANGE RATES' IMPACT ON
INTERNATIONAL TRADING

WEDNESDAY, APRIL 24, 1985

U.S. SENATE,
COMMMIEE ON FINANCE,

Washington, DC.
The committee met, pursuant to notice, at 9:30 a.m. in room SD-

215, Dirksen Senate Office Building, Hon. Bob Packwood (chair-
man) presiding.

Present: Senators Packwood, Heinz, Symms, Grassley, Long,
Bentsen, Moynihan, Baucus, and Bradley.

Also present: Mr. Leonard Santos, trade counsel.
The CHAIRMAN. Folks, let's get started. To encourage brevity, I'm

going to skip any opening statements this morning because we
have a long list of witnesses, and important witnesses. And I'm
hoping we can finish without having to go into the afternoon.

Senator Bentsen, do you have any opening statement?
Senator BENTSEN. I'm going to follow your sterling example, Mr.

Chairman.
The CHAIRMAN. In that cast, I will start this morning with Mr.

Galvin, the chairman of the board and the chief executive officer of
Motorola. Mr. Galvin is a man well known to this committee who
has appeared before us before, and whose judgment we place in
high regard.

Welcome.

STATEMENT OF ROBERT W. GALVIN, CHAIRMAN OF THE BOARD
AND CHIEF EXECUTIVE OFFICER, MOTOROLA, INC., SCHAUM-
BURG, IL
Mr. GALVIN. Thank you, both you gentlemen, and thank you for

the privilege of appearing personally.
The thrust of my brief extemporaneous comments will be an

effort to punctuate the urgency of the situation as far as industry
is concerned. Sometimes a little anecdote helps to bring the matter
to life.

We are a high technology company. I think we are a reasonably
successful one. We do most of the things that you urge a good com-
petitor should do.

At the present time, we are erecting facilities around the world.
Approximately one-third of the places where we are erecting facili-
ties are outside of the country.

(173)
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We are desi in facilities that should be erected in a year or
two or three. One-half of the locations where we will place those
facilities are outside of the United States.

We are in the process of seeking out new locations for facilities.
One must plan ahead. Two-thirds of the locations where we are
looking for the placement of our business are outside the United
States.

This is an illustration of the rapid pace with which American in-
dustry is obliged to respond to the totality of the competitive situa-
tion and environment in which we operate. To make it picturesque,
American industry is defecting from the United States.

I come here literally as a person with two roles. First, as the
chief executive of nur company and a privileged investor in our
company, I almost don't care what happens. Of course, I'm not
numb about anything.

Our company can survive. We know how to move our assets on
the world scene. So the institution will survive, but I am concerned
in my other role as a citizen. What is happening-and I would hope
to convey the sense of urgency-is that that component of our
economy, industry, is so rapidly moving away from the United
States because a large increment of it cannot operate its invest-
ments here as a function of two things-the dollar and certain
other trade distortions.

In the course of your tenure as Senators, assuming each of ou
or others of the committee were to assume one more term of oNice,
there may be a natural correction of the value of the dollar and
there may be some relaxation of the trade distortion. You then will
say to us, now please go out and export.

This country will not then have that determinat-'. increment of
an ability to be responsive and we will then be ,uffering a very
fundamental weakness. And without that ability, I think we will
have left a heritage or at least a very large window of difficult time
for our country. Those then in positions of trying to do something
worthy for their country will say, "How can we do it-export-
we've been left denuded."

I said that I wished to emphasize a spirit of urgency. There are
all manner of good commonsense observations that if we just let
things move by themselves in the natural course of events, the
dollar will correct itself, we will finally get the trade distortions
sorted out. But my point is: the horse will have left the barn.

As a consequence of my concern for the country, my concern of a
sense of urgency, we have been looking for any, even radical solu-
tions to the problem. It's the surgery versus just hoping the patient
gets well naturally in time. I respectfully suggest that some surgi-
cal solution is required.

We have even suggested something to and including the sur-
chaige. We think it unto itself has balance. We think it has merit.
We know it has difficulties. We think it could be useful temporari-
Y to do something to move us in the direction of correcting the
dollar, add income to correct the deficit. We believe that it would

unto itself be useful in that regard as a temporary measure.
For the long term, we really think you should also be thinking of

more permanent solutions such as: A value-added tax, and that
could be a surrogate for other approaches to the problem.
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Incidentally, if it is not otherwise sufficiently clear, my written
testimony-nothing that we have in mind here is recommended as
targeting on any one single country. We think this is generic. We
think the rest of the world has some of the same problems that we
have in those places where there are trade distortions.

But we are interested in some form of a serious and dedicated
and almost immediate effort at changing the environment in which
industry operates in the interest of the country.

Thank you, sir.
[The prepared statement of Mr. Galvin follows:]
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SUMMARY

Motorola is deeply concerned about the current environment

for doing business in the United States. The effects of the

federal budget deficit, high interest rates, and overvalued

dollar are all too clear in the current trade picture: an

unprecedented trade deficit of $123 billion, affecting all

sectors of the economy. In the electronics sector alone, our

trade balance has declined from approximately a $7 billion

positive balance in 1980 to a deficit of almost $7 billion in

1984, or a $14 billion decline.

The results of the systemic economic problems we are cur-

rently facing are a significant and, we believe, undesirable

structural transformation in the U.S. economy. The strength of

the U.S. currency causes U.S.-made goods to be overpriced in

relation to foreign-produced goods. Consequently, since 1980,

exports are down 15 percent and imports are up 15 percent over

what would normally be the case if the dollar were in line with

our relative costs. In addition, jobs have been lost, GNP &

industrial production are down, and the trade and budget defi-

cits are greater. More manufacturing is being lost to offshore

locations through shifting of production and outsourcing,

thereby eroding our industrial base and our ability to export,

ab well 43 undermining our technological lead.
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In addition to the strong dollar, U.S. manufacturers con-

tinue to be hampered by lack of access to foreign markets and

the continued unwillingness of our negotiators to deal force-

fully with the wide variety of largely non-tariff, unfair trade

barriers imposed by our trading partners. Most notable, of

course, is the lack of access to the Japanese market where there

is evidence to suggest that blaming the strong dollar as the

primary cause of our lopsided trade balance is subject to seri-

ous question. I would urge the Congress to be unrelenting in

its insistence on equal access to the Japanese and other world

markets for U.S. high technology, state-of-the-art products.

This Committee is seeking proposed solutions to the problems

created by the overvalued dollar. With the trade deficit worsen-

ing and concern growing that the Administration and the Congress

would face substantial difficulties in making significant

federal budget cuts or raising taxes, Motorola, following this

Committee's lead, studied a temporary surcharge as an option

should efforts to make needed spending Cuts fall short. We

developed an illustrative package consisting of a temporary

(three-year, declining) surcharge coupled with other budget

deficit reduction measures.

Such a package could result in a substantial and immediate

reduction in the federal budget deficit -- nearly $100 billion

in 1986 -- which will permit a looser monetary policy and hence
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lower interest rates and a devaluation of the dollar (Those who

advocate that a temporary surcharge will cause the dollar to

appreciate have also been telling us for the last 3-4 years that

our large current account deficit should have caused the dollar

to weaken). Further, it could be applied across the board and

for a temporary er'!Ood'of time. Such an action could be taken

consistent with our GATT obligations. Any negative impact on

GNP or inflation would be influenced by the extent to which the

foreign exporter will absorb the surcharge. Alternatively, a

temporary surcharge could be an effective bridge to a longer

term plan to revamp our taxing system through, for example, some

form of consumption tax, such as a business transfer tax or a

value added tax. The United States needs a tax that will

encourage more savings and investment and even the playing field

for goods that are traded internationally.

An immediate and substantial reduction of the federal budget

deficit in order to bring interest rates and the value of the

dollar down, thereby improving our trade deficit, must be

coupled with meaningful responses to both the failure of the

Japanese and others to open up their markets to highly com-

petitive, state-of-the-art U.S. products as well as to the

perpetuation of unfair trade practices in other world markets.
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Hr. Chairman and members of the Finance Committee, I want to

thank you for inviting me to appear before the Committee today

to testify on the viability of our international trading system

in light of the unprecedented U.S. current account and trade

deficits. We heartily concur with Chairman Packwood's statement

that the size of our current and projected U.S. trade and cur-

rent account deficits is totally unacceptable. We commend the

Committee for its dogged fight to focus attention on these

critical problems now ingrained within our economic system and

having a detrimental impact on the health and future viability

of U.S. industry.

We further commend this Committee for seeking proposed solu-

tions and leaving no stone unturned In its examination of a wide

range of options. We urge that this Committee move expedit-

iously and decisively to translate your concerns Into forceful

and immediate action.

As a company involved in the worldwide manufacture and sale

of high technology electronics and telecommunications products,

Motorola has long attempted to play an active role in shaping

the public debate over trade policy issues affecting its busi-

nesses and in proposing solutions. Motorola is deeply concerned
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about the current environment for doing business in the United

States. The effects of the federal budget deficit, high inter-

est rates, and overvalued dollar are all too clear in the cur-

rent trade picture: an unprecedented trade deficit of $123

billion, affecting all sectors of the economy. In the elec-

tronics sector alone, our trade balance has declined from

approximately a $7 billion positive balance in 1980 to a deficit

of almost $7 billion in 1984, or a $14 billion decline.

The results of the systemic economic problems we are cur-

rently facing are a significant and, we believe, undesirable

structural transformation in the U.S. economy. The strength of

the dollar causes U.S.-made goods to be overpriced in relation

to foreign-produced goods, making int national competition

untenable for U.S. exporters. Similarly, foreign goods imported

into the U.S. are cheaper than domestically produced goods. In

short, the overvalued dollar is driving a massive wedge between

domestic and foreign production costs. For example, according

to Data Resources, Inc. (DRI), Japan's unit labor costs for

manufacturing indVstries averaged Just 60 percent of U.S. labor

costs in 1984 compared with over 90 percent of U.S. costs only

five years ago. German costs were 95 percent of the U.S. level

in 1984 as compared with being nearly 60 percent above the U.S.

level five years ago. Consequently, since 1980, exports are

down 15 percent and imports are up 15 percent over what would

normally be the case if the dollar were in line with our rela-

tive costs. Such changes are not easily reversed -- even if the
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dollar imbalance is corrected. Foreign companies are building

distribution networks designed to give them a permanent foothold

in the U.S. market. Further, this increased import volume

permits our foreign competition to achieve new economies of

scale that will significantly enhance their price advantage.

In addition, since 1980, approximately 2 million 5obs have

been lost, real GNP is down 4 percent (Commerce Department

figures for the first quarter of 1985 registered a "surprisingly

low" 1.3 percent annual growth rate as a deluge of imports

continued unabated into the U.S. market), and industrial pro-

duction is down 9 percent. The federal budget and trade

deficits are about $60-70 billion more than otherwise would have

been the case. Our labor force and much of our manufacturing

capacity are utilized today at levels which history would equate

with a recession. More manufacturing is being lost to offshore

locations through shifting of production and outsourcing thereby

eroding our industrial base and our ability to export, as weLl

as undermining our technological lead. From Motorola's own

experience, for example, facilities originally planned for

Illinois, Texas, South Carolina, and Arizona will instead be

shifted to such locations as Singapore, Taiwan, and Malaysia.

These current shifts may only be the tip of the iceberg for the

future. What will remain if this trend is not reversed soon are

marketing, sales, distribution, and service activities for

products manufactured elsewhere in the world.
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In addition to the strong dollar, U.S. manufacturers con-

tinue to be hampered by lack of access to foreign markets and

the continued unwillingness of our negotiators to deal force-

fully with the wide variety of largely non-tariff, unfair trade

barriers imposed by our trading partners. Most notable, of

course, i3 the lack of access to the Japanese market. Our

trade deficit with the Japanese has soared to unprecedented

levels and represents nearly 1/3 of our total trade deficit.

While the Japanese frequently cite the strong dollar as the

primary cause of our bilateral trade problem, available data on

Japanese trade and exchange rates appear to raise serious

questions about the legitimacy of this argument. While the yen

depreciated 20 Oercent against the dollar between 1979 and 1983,

it appreciated from 6 to 55 percent against currencies of five

other major trading nations (U.K., France, Germany, Canada,

Korea). Yet, in all cases, the Japanese trade balance with

these countries moved in Japan's favor, and in all but Korea,

growth of Japanese exports was markedly higher than Japanese

imports. This was despite the fact that growth in Japanese

domestic demand generally was greater than in the other

countries. Based on these data, it is difficult to see how the

Japanese can argue that exchange rates are a significant fact in

determining their trade patterns with the U.S. or anyone else.

Current negotiations with the Japanese aimed at opening up

their telecommunications market have been the subject of intense
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publicity in recent weeks. These negotiations and the absence

of any real progress, as measured by increased sales in the

Japanese market, have led to a heretofore unprecedented level of

frustration among U.S. policymakers and affected industries.

The Members of this Committee, and in fact 92 Members of the

Senate, have responded by passing a Resolution directing the

President to respond forcefully to Japan's unfair trade prac-

tices, which I understand has now been embodied as legislation

(S. 770). In addition, legislation designed to use access to

the U.S. market for telecommunications as leverage for removal

of trade barriers by Japan and other nations has Just been

introduced (S. 942). I would urge the Congress to be unrelent-

ing in its insistence on equal access to the Japanese and other

world markets for U.S. high technology, state-of-the-art

products.

Given the difficulties that U.S. exporters are having

globally today with the strong dollar and barriers to market

entry abroad, it is ironic that the U.S. Treasury Department has

suggested in its so-called tax simplification proposal that

certain tax benefits which have helped mightily to keep US.

industry competitive now be abandoned. I refer specifically to

Treasury's recommendati n to phase out Section 936 (possessions

corporations) of the IRS Code. The Treasury proposal includes

other suggestions to eliminate tax code provisions which were
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originally instituted as incentives for business and industry to

be more competitive. The federal government wants U.S. com-

panies to provide jobs and to pay taxes, but it now proposes to

eliminate many of the tax provisions which have been helping to

make this possible.

Let me return to the focus of this hearing; namely, the

viability of the International trading system in an era of

floating exchange rates. We have been operating under a system

of floating exchange rates since 1971 when the "Group of 10"

nations of the world agreed to both devalue the dollar and to

provide greater flexbility on the exchange markets. Throughout

most of the 70's, the system of floating exchange rates seemed

to be working as evidence by the relatively balanced trade

flows.

Since 1980 however, the dollar has risen steadily even as

the current account deficit has plunged to record lows. By the

first quarter of this year, it was nearly 59 percent above its

summer 1980 levels. A comparison of the dollar's upward spiral

with the trade deficit's plunge reveals almost a "mirror" image

effect (Chart 1 attached hereto).

This Committee is seeking proposed solutions to the problems

created by the overvalued dollar. One significant step which is

essential to correcting the problem is to achieve a substantial
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reduction in our unprecedented and growing federal budget defi-

cit, preferably through a balanced program of expenditure cuts

and/or revenue raising measures. The Senate and the Admini-

stration are currently involved in the process of attempting to

reach agreement on a reported $50 billion in cuts. These

efforts are to be commended and encouraged. However, they fall

far short of what is needed to correct the current misalign-

ments. Additionally, the political realities may well make even

$50 billion worth of budget cuts too painful. If, on top of

that, the Administration continues its pledge not to raise

taxes, then what? Are we once again going to sit back and do

nothing as we mortgage our children's futures? Or is it time to

examine other admittedly more risky and less conventional pro-

posals so as to attempt to avoid a precipitous decline in the

value of the dollar which would bring with it rising inflation,

higher interest rates, widespread unemployment and a prolonged

recession?

In March of last year, this Committee announced hearings on

the U.S. trade deficit. In his opening statement at the hear-

ing, then Chairman Dole indicated interest in invoking section

122 of the Trade Act of 1974 to Justify the imposition of a

temporary import surcharge. Administration officials who testi-

fied roundly rejected the surcharge option and espoused the

belief that the trade deficit would "eventually correct itself."

Of course, Just the opposite has occurred. The trade deficit

has worsened In 1984 and is projected to get even worse in 1985.
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With the trade deficit worsening and concern growl'S that

the Administration and the Congress would face substantial

difficulties in making significant budget cuts, we at Motorola

felt it essential to begin studying a temporary surcharge as an

option. We enlisted the assistance of econometricians. We

developed an illustrative package consisting of a temporary

surcharge coupled with other budget deficit reduction measures.

The theory was that we needed a twin-edged sword: 1) an immedi-

ate and substantial reduction in the federal budget deficit and

2) a permanent solution to our current systemic economic prob-

lems that would have a longer term impact. Alternatively, a

temporary surcharge could be an effective bridge to a longer

term plan to revamp our taxing system. In this regard, the time

has come for the United States to consider some form of con-

sumption tax, such as a business transfer tax or a value added

tax. The United States needs a tax that will encourage more

saving and investment and even the playing field for goods that

are traded internationally.

Briefly summarized, this illustrative package would consist

of an across-the-board surcharge of 20 percent in 1986, 15 per-

cent in 1987, and 7 percent in 1988 in combination with domestic

deficit reduction measures amounting to $40 billion in 1986, $53

billion in 1987, and $86 billion in 1988 (see Attachment 1).



188

-9-

Such a package could result in a substantial and immediate

reduction in the federal budget deficit -- nearly $100 billion

in 1986 -- which will permit a looser monetary policy and hence

lower interest rates and a devaluation of the dollar (Those who

advocate that a temporary surcharge will cause the dollar to

appreciate have also been telling us for the last 3-4 years that

our large current account deficit should have caused the dollar

to weaken). As U.S. interest rates decline, this will reduce

the debt burden to LDC's and will keep more capital abroad to

generate growth of other economies. Further, it could be

applied across the board and for a temporary period of time,

thereby reducing pressure for numerous sectoral import restrict-

ions of a more permanent nPture. Finally, it would contribute

to greater long-term financial stability by reducing the risk of

a sudden and precipitous drop in the dollar.

It is by no means a perfect solution. As with any domestic

tax increase, there could be slower growth in the near term and

a rise in inflation the first year. However, the impact on

growth and inflation will be influenced by the extent to which

the foreign exporter will simply absorb the surcharge. Based on

estimates showing anywhere from a 30 to 57 percent gap between

the advantage enjoyed by foreign exporters as a result of the

dollar appreciation and importers' prices to the U.S. market
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over the past several years, it is a fair assumption that the

foreign exporter might absorb at least half -- if not more -- of

a 20 percent surcharge. This would, in turn, diminish any

negative impact on growth and inflation.

Would our-trodift partners retaliate? There has been much

discussion and speculation on this point. It is to be expected

that our trading partners would threaten to retaliate. However,

virtually every major trading partner currently enjoys a substan-

tial trade surplus with the U.S. Hence, our trading partners

have far more to lose in a tit-for-tat scenario. Secondly, the

President could be given authority to deal with particularly

hard-pressed debtor nations. Such an action could be taken

consistent with our GATT obligations (see Attachment 2). Of

course, several of our trading partners, including the United

Kingdom, France, Canada, and Denmark have previously done so in

order to rectify balance of payments problems.

A surcharge viewed as a retaliatory measure solely against

th3 Jepanese has some clear political appeal -- particularly in

the current climate. However, would it be the most effective

means of achieving the goal of an open Japanese market and a

reduced trade deficit with Japan? If the purpose of a surcharge

aimed solely at the Japanese is to inhibit U.S. market access,

49-032 0 - 85 - 7
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it is unclear what level a surcharge would have to be imposed to

be effective. In other words, the Japanese exporter may well be

willing and able to rest on past unprecedented profit margins in

order to ride out the imposition of a surcharge without losing

market share in the lucrative and expansive U.S. market.

From Motorola's perspective, the twin focuses of the trade

policy debate for 1985 must necessarily couple an immediate and

substantial reduction of the federal budget deficit in order to

bring interest rates and the value of the dollar down with

meaningful responses to both the failure of the Japanese to open

up its markets to highly competitive, state-of-the-art U.S. prod-

ucts as well as to the perpetuation of unfair trade practices in

other world markets. Rhetoric and limited actions are no longer

credible. The huge U.S. federal budget and trade deficits, high

interest rates and the strong dollar represent a grave threat to

the future of the U.S. economy and our national security. At

the same time, the market access issue, particularly vis-a-vis

Japan, also requires unprecendented and far-reaching action.

The failure by policymakers to recognize the magnitude and

immediacy of the problem forces companies like Motorola to

adjust their trade strategies and move their operations

increasingly offshore. The Administration's economic policies

have been highly successful in restoring economic growth and

keeping inflation under control. However, the time has come for

a major shift in policy direction to correct the serious
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International imbalances that have been created. Dramatic and

timely changes are needed to stem the outflow if we do not want

to witness the continued dismantling of U.S. industrial and

technological strength.
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ATTACHMENT 1

The Case for an Import Surcharge

Background

The unprecedented U.S. budget and trade deficits,
which have serious effects on interest rates, exchange
rates, U.S. competitiveness, and industrial-empTroyiment, can only
b eased by a combination of innovative policy measures. It
appears unlikely that the President and Congress will be able to
agree on budget reductions or revenue enhancements of adequate
magnitude to lead to needed improvements in the deficits, interest
rates, and the value of the dollar. Meanwhile, our industrial
base is eroding and the basic competitiveness of U.S. industry is
in serious question.

Proposal for Temporary Import Surcharge

One possible action that should be given serious consid-
eration is legislation that would provide for the imposition of a
temporary surcharge on imports to be pased out over a
three-ear 1,riod, starting at 20 percent the first year, 15
percent the second year and 7 percent the third year. New
legislative authority would be required because existing"autho-
rity under Saction I2 of the &ade Act of 1974 permits a sur-
charge of no more than 15 percent for a duration of up to 150
days.

It is recommended that, in conjunction with the temporary
surcharge, budget deficit reduction measures also be imple-
mented in order to maintain a constant level of reduction over the
three-year period and to continue to provide improvement following
its expiration. In addition, it is suggested that any such legis-
lative proposal include authority for the President to alleviate
any resultant LDC problems.

It is assumed that foreign exporters would absorb at
least half the cost of the surcharge, since foreign exporters'
U.S. prices have fallen only 10 percent during a period when .the
exchange rate value of the dollar has gone up 30 percent. Foreign
exporters are riding on a comfortable cushion of profit. It is
unlikely that they would readily sacrifice market share to main-
tain profit margins that are, in effect, windfalls of the exchange
rate misalignments.

A review of the U.S.'s existing international obligations
concludes that such a proposal may be imposed consistently with
the GATT where "necessary and appropriate" to remedy balance of
payments problems. It is believed that the current crisis being
faced by the U.S. is so novel and so threatening that the
necessary and appropriate standard has been met.
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Benefits to the U.S.

It is believed that imposition of an import surcharge
will have substantial and immediate results. A simulation of the
effects of this proposal on an economic model yield the following
results; a substantial and immediate reduction of the budget
deficit ($8-100 billion annually for three years); an immediate
improvement in the trade deficit; a positive long-term impact on
U.S. interest rates and foreign exchange rates; a limited and
temporary inflationary impact which is made up for as the sur-
charge is phased out; and greater ling-run financial stability.
In addition, there is less risk of an abrupt exchange rate shift.

Benefits to Our Trading Partners

Although there will urdoubtedly be much discussion con-
cerning potential retaliation 'ay our trading partners if the
United States were to implemert legislation providing for a
temporary import surcharge, tnere are in reality long-term
benefits for our trading partners that cannot be underestimated.

The effects of an import surcharge would provide more
predictability to our financial markets; reduce pressure on our
trading partners' interest rates and enhance their ability to
finance domestic growth; reduce pressure for crade protection; and
reduce the interest burden on high-debt countries as U.S. interest
rates decline. Again, inclusion of Presidential authority to deal
with LDC's, high debt countries or other such problems is
suggested.

Conclusion

This type of action is not without precedent. The U.S.
imposed an import surcharge in 1971. Similarly, several of our
trading partners have taken this action -- notably France, Canada,
Denmark, and the United Kingdom. It is believed that the current
crisis merits consideration of such an action again.
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DRI Model: An Illustrative Package

Data Resources, Inc. (DRI) has run two simulations using its
macro model of the U.S. economy in order to analyze the effects
of this proposed program.

A simulation of the DRI model was constructed for the years 1985-
91, assuming no changes from current policy, to serve as a
base for analysis of the effects of the above described pro-
posal. Under the DRI model, major components comprising the
U.S. economic outlook without any change is as follows:

BASELINE OF THE U.S. ECONOMY

19896 1987 1988 1989 i990 1991

(In billions of Collars)

Exports
Imports
Trade Balance

Exports (1972 $)
Imports (1972 $)
Trade Balance (1972 $)

Current Account Balance

Federal Government Deficit

GNP

GNP (1972 s)

tPercents)

Prime RaP*e

Exchange Rate
2

Consumer Price In ex
Inflation Outlooki

Unemployment Rate

L-Nominal imports of goods onl
5487 billion for 1918

2 Trade Weighted, (1970 a 1)
% Annual Change Consumer Pri

453.3 513, S65.8 618.7 676.2 740.2
539.1 600.5 653.2 713.1 781.2 847.4
-85.8 -87.5 -87.4 -94.4 -105.0 -107.6

166.6 178.3 187.1 195.1 203.4 212.2
181.1 187.5 195.1 204.3 214.1 223.2
-14.4 -9.3 -8.0 -9.2 -10.7 -11.1

-115.9 -120.5 -123.6 -133.8 -147.7 -153.8

-232.1 -258.0 -278.5 -315.8 -351.8 -389.1

4205.4 4583.2 4984.5 5397.0 5835.3 6298.0

1729.2 1790.0 1847.2 1899.1 1948.6 1994.2

14.5 14.2 14.1 14.0 14.0 13.9

1.002 0.990 1.007 1.019 1.030 1.056

3.4 3.6 3.8 4.0 4.2 4.4
4.8 5.4 5.4 5.4 5.5 5.6

7.8 7.6 7.2 1.1 7.2 7.2

ly are 5400 billion for 1986, $447 billion for 1987 and

ice Index
Data Resource*, Inc.
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In the DRI Ono policy change" baseline, the deficit remains
close to 6% of the gross national product. The government's
heavy appetite for funds combined with cautious monetary policy
keeps interest rates high. The prime rate, for example, remains
near 14% with inflation averaging 5.3%.

Since it is impossible to predict the timing of cyclical fluc-
tuations more than a year or so in advance, DRI assumed none in
1986 and beyond. The baseline is thus best described as the
mean of all possible paths that the economy could actually
follow in the absence of policy change. Real gross national

product growth averages a relatively modest 2.8% between 1984
and 1991. The unemployment rate remains above 7% throughout,
and inflation returns from its present very low readings to 5% -
5.5%.

It is assumed that the Federal Reserve maintains its conser-
vative stance throughout, holding the rate of growth of the
narrowly defined money supply (MNY1) 4o 5% per year.

The above described proposal for a temporary surcharge coupled
with other deficit reducing measures was then added to the
baseline projection.

An Illustrative Package
(DRI Model)

effect on the Deficit
(Static)

Other
Budget Deficit

Surcharge Reductions Total

(in billions of dollars)

1986 20 80 40 120

1987 15 67 53 120

1988 7 34 86 120

1989 - - 120 120

1990 133 133

1991 - 141 141

- Achieves roughly 50% budget deficit reduction in first year

- Buys time to institute budget deficit reductions of
sufficent magnitude
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The performance of the U.S. economy, with the combined temporary
surcharge and other deficit reduction measures added to the
baseline DRI model, would then look like this:

IMPACT OF SURCHARGE PACKAGE

1986 1987 1988 1989 1990 1991
(In billons of dollars)

Exports 458.4 509.8 550.2 602.7 672.4 754.?
Imports 490.0 532.6 59S.4 688.3 771.5 953.2
Trade Balance -31.5 -22.8 -45.3 -85.6 -99.1 -98.5

Exports (1972 5) 166.4 175.5 183.0 193.8 206.6 220.1
Imports (1972 $) 177.9 181.9 191.4 204.1 213.6 - 222.6
Trade Balance (1972 $) -11.5 -6.4 -8.5 -10.3 -7.0 -2.4

Current Account -61.6 -55.9 -81.4 -125.0 -141.8 -144.7

Federal Government Deficit -133.4 -173.1 -192.1 -199.3 -L76.3 -1"0.'

GNP 4261.6 4575.6 4896.9 5259.7 5723.4 6211.2

GNP (1972 $) 1718.3 1759.8 1807.1 1869.5 1942.2 "005.t

(Percents)

Prame Rate 14.4 14.0 12.5 10.1 9.8 10.2

Exchange Ratel 1.017 1.027 1.020 1.001 0.73 0.96'

Consumer Price Inex 3.4 3.6 3.6 3.9 4.1 4.)
Inflation Outlooki 5.4 5.1 4.7 4.6 S.1 5.1

Unemployment Rate 8.0 8.2 8.1 7.8 7.4 7.1

Trade weighted
2 0 Annual Change Consumer price Index

Data Resources, Inc.
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two assumptions-were made:

- that 1/2 of the tariff increase would be absorbed by

the foreign expoCteOrs, i.e. they would cut their prices

by 10t - a reasonable assumption since foreign export-

ercs U.S. prices have fallen only 101 during a period

when the value of the dollar has increased 30%. Given

this comfortable cushion of profit. it seems unlikely

that foreign exporters would readily sacrifice mar-ket

share to maintain profit margins that are, in effect,

windfalls of the exchange rate distortions, particu-
larly in light of the temporary nature of the tariff
increase.

Exchnr Rate Appreciation and the Ratio of Merchand&s
VJXPrt Prices to Merchandise Import Prices

(Inex, 1980,1)

1.35

1.30

1 .25

1.20

1.15

1.10

1 .05

1.00 I -I -No-I I I

1150 111 1952 1153 1984

- that there would be no foreign retaliation. (Benefits

to our trading partners have previously been indicated.
Presidential authority to deal with C.DC problems or

other concerns can also be provided to deal with any
extraordinary hardships placed on our trading
partners.)

0. ..A t ams imp,

. ...... .I tO . .. ..

92Ma ew$$ t /wam "
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The major effects of the proposed package are:

A substantial and immediate reduction in. the budget
deficit ($85-100 billion annually for each of the three
years and $210 billion by 1991).

Federal Government Deficit
(Bilions of dollars)

400

350

300

250

200

150

100

50

82 14 6. 88 *0

DaOa Rem.., IA.

Nltery Feresest swan

. ... ... ... ...0 . 0 

............ ...... _. .. .

......... ...
... ...... ... .J ...............
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Do NOTHING VS. SURCHARGE PACKAGE

(DRI MODEL)

EFFECT ON THE DEFICIT

(DYNAMIC)

BASELINE
(Do NOTHING)

PACKAGE
(WITH TMPRADY SURCHARAF)

(IN BILLIONS OF DOLLARS)

252

258

279

316

352

389

1986

198/

1988

1989

1990

1991

133

173

192

199

176

170

......... , ............ ........... ]tm
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An immediate improvement in the current account.

The U.S. Current Account Balance
(billions of douars)

82 84 86 88 90

Data "*oweer, Ale.
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GNP growth is slower in the near term but fster
later.

Gross National Product
(billions of 1972 doUgrs)

qJ * A Aib

82 84 a* 80 go

Oaf Ree, Mie.

&IVV
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A substantial reduction in the prime rate 2 years out

to 12.5o and to 9.8% in 1990.

The Prime RWte
(Percent)

81 84 86 88 90

Date Reoewee, InM.
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A gradual decline in the value of the dollar.

The Exchange Rate of the U.S. DUlar
1.•

82 84 86 88 30

Ots Neuusefe IM

The fact that the simulation shows an initial appre-
ciation of the dollar is subject to question since the
recent behavior of the dollar has not followed historic
patterns.

Since exchange rate fluctuations are difficult to
predict, it is reasonable to review the results of the
surcharge package without an immediate appreciation in
the value of the dollar. Using this assumption, by
1991 the federal deficit is lower by $5 billion, the
current account improves by $3 billion, GNP growth
passes 4 percent, and exports increase more than 10
percent over baseline projections.

I
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-Afvimmedia-e reduction in imports, little effect on
exports , and an improved trade balance, both initially
and over the long term.

Exports Sd Imports Real
(SnUm of P7 doUers)

82 64 is $a s0

Dta" Neoeuwee. Itm.
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inflation improves after
surcharge.

the initial impact of the

Inflston Outlook: Consumer Price Index
(Annual rate of change)

82 84 86 as go

Oat R6OUCS. Ins.
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ATTACHMENT 2

MEMORANDUM

March 6, 1985

The Status of a Temporary Import Surcharge
To Remedy the United States' Balance-of-Payments

Crisis Under the General Agreement on Tariffs and Trade

In the face of a huge and growing trade and balance-of-

payments current account deficit, and an unprecedented fail-

ure of exchange rate corrective processes, a declining and

self-liquidating flat surcharge on the dutiable value of

imports into the United States has been proposed. This

proposal would provide for the imposition of a flat

ad valorem surcharge of twenty (20) percent in 1986 that

would decline to fifteen (15) percent in 1987, and seven (7)

percent in 1988. This memorandum examines the proposed

temporary surcharge in light of the obligations of the United

States under the General Agreement on Tariffs and Trade

(GATT) and concludes that (1) such an import surcharge may be

imposed consistently with the GATT for the purpose of pro-

tecting a nation's balance of payments, and (2) the crisis

faced by the United States is so novel and so threatening to

the U.S. balance of payments and U.S. monetary reserves that

the proposed surcharge is necessary, appropriate and consis-

tent w'th the GATT.



0

208

-2-

Factual and Historical Background

6".

Due significantly to the unprecedented strength of the

American dollar, the United States is currently experiencing

record deficits in both its balance-of-payments current

account and its balance of trade. As demonstrated in Table I

of attached Appendix t the current account balance-of-
payments deficit for the second quarter of 1984 reached a

record annualized rate of 97.6 billion dollars, following a

previous record of 78.8 billion dollars in the first quarter

of the year and substantial and increasing deficits through-

out the four quarters of 19S'.i. Meanwhile, the third quarter

U.S. merchandise trade deficit soared to a record annualized

level of 133.2 billion dollars, eclipsing the previous highs

of approximately 104 billion dollars in both of the first two

quarters of the year.
1

Theoretically, under a regime of floating exchange

rates, this massive imbalance should long ago have been cor-

rected by the reduction of the value of the dollar caused by

the supply of dollars flooding the market in payment for

these imports. However, this correction mechanism has not

worked in this case due to the equally massive capital flows

fleeing slower foreign economies and seeking the safety and

1 United States Department of Commerce, Office of Trade
ard Industry Information, Current International Trade Posi-
tion of the United-States (August 1984); Department of Com-
merce News, Bureau of Economic Analysis, September 17, 1984;
Washington Post, November 9, 1984, page Bi.
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return of investments in the growing U.S. economy. These

capital flows, primarily into relatively liquid, short-term

investments,2 have created a dangerously unstable balance-

of-payments situation in the United States3 which, if the

flows were reversed, could destroy U.S. international mone-

tary reserves.

In part to counter these huge trade and payments defi-

cits, a twenty percent ad valorem surcharge on imports in

1986 has been proposed. The surcharge under consideration

would be reduced to fifteen percent in 1987 and seven percent

in 1988 and would be eliminated in 1989. It has also been.

proposed that the surcharge be coupled with Presidential

discretion, for example, to extend enhanced General System of

2 See "A Nation Hooked on Foreign Funds," New York Times,
November 18, 1984, Section 3, page 1 (hereinafter cited as
"Hooked Nation"). "Global Bank Meeting Cites Progress," New
York Times, September 25, 1984, Section D, page 1 (quoting
Bundesbank Chairman Karl Otto Pohl). Foreign assets in the
United States, which totalled 784.5 billion dollars at the
end of 1983 have increased to 833.1 billion dollars at the
end of the second quarter of 1984. The composition of the
investment has remained relatively stable. Major components
include: 21 percent in treasury securities; 5 percent in
corporate and agency bonds; 12 percent in stocks; 17 percent
in direct investment; and approximately 40 percent in other
bank liabilities. Sources: Department of Commerce, Survey
of Current Business, The International Investment Position of
the United States in 1983; Department of Commerce, Survey of
Current Business, U.S. International Transactions, Second
Quarter 1984, Table 1-2 at 39 (September 1984).

3 See "Hooked Nation," supra note 2 (quoting economist
Martin Feldstein); "Economic Scene; The Dangers if the Dollar
Falls," New York Times, September 19, 1984, Section D, page 2
(quoting Professor Lester Lave of Carnegie - Mellon Univer-
sity describing the current capital crisis as a "Ponzi
game").
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Preferences (GSP) benefits to developing countries for the

duration of the surcharge and to exempt countries experienc-

ing severe financial problems that threaten immediate disrup-

tion of the international financial system.

The United States has imposed an import surcharge once

before. In 1971, as part of a complex international and

domestic program that imposed a ninety-day wage and price

freeze, reduced taxes, federal spending and foreign aid, and

suspended the full convertibility of U.S. dollars into gold,

President Nixon imposed a ten percent surcharge on imports

into the United States.
4

Compared to the present situation, the deficits in 1971

were mild. The 1971 U.S. surcharge was triggered by

balance-of-payments current account deficits that had wors-

ened to 3.8 billion dollars in 1971 following a decade of

moderate deficits.5 The United States also had experienced

its first trade deficit since 1893 (3.2 billion dollars in

1971-I).

4 See United States v. Yoshida International, Inc.,
526 F.2d 560, 567 n.4, (C.C.P.A. 1975) (upholding the sur-
charge under domestic law); GATT Doc. C/M/71 (September 2,
1971) (minutes of GATT Council meeting concerning the United
States temporary import surcharge). The surcharge exempted
goods subject to quotas, duty free goods and goods in transit
as of the date of the surcharge. GATT Doc. C/M/71.

5 As more fully detailed in Table III of Appendix A, the
U.S. current account sufferred deficits of 1.3, 1.9, .2, and
3.9 billion dollars in 1968-71 following surpluses of between
1.3 and 5.8 billion dollars from 1960-68. However, signifi-
cant deficits occurred throughout the period in the combined
current and long term capital account. U.S. Department of
Commerce, Business Statistics (1975) at 17.
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Although the United States withdrew the surcharge after

less than five months, Yoshida, 526 F.2d at 568, the sur-

charge stimulated a multinational currency agreement among

the major developed countries that realigned the then fixed

exchange rates and "gave promise of ending the overvaluation

of the U.S. dollar." Id. at 568-69.

Discussion

The GATT, which is the principal document governing

world trade, provides both a framework for the negotiation of

international trade and tariff agreements and specific stric-

tures governing trading relations among the signatory nations

(the "contracting parties"). Originally intended to lower

the barriers to efficient trade, the GATT outlaws most quan-

titative trade restrictions (i.e., quotas) and provides for

the negotiation of broadly applicable tariff concessions.

These tariff concessi-ns are identified in a complex of

tariff schedules, to which the contracting parties must

adhere.

GATT has no formal enforcement body. The only remedy

available to signatory nations that believe they are being
6

harmed by a GATT violation is trade retaliation. Article

6 Although domestic judicial enforcement of the treaty may
be attempted, it is unlikely to succeed. In the case of the
1971 United Stated surcharge, a foreign manufacturer had
claimed the surcharge violated GATT. The court paid little
attention to the argument, noting only that the surcharge
appeared to be an accepted practice and that Congress had
never ratified GATT. See United States v. Yoshida Interna-

(footnote continued)
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XXIII of the Agreement provides for consultation if a con-

tracting party believes it is being harmed by a violation of

the GATT. If a violation is deemed to be occurring, the

Article provides that the affected party may "suspend the

application to any other contracting party or parties of such

concessions or other obligations under this Agreement as they

determine to be appropriate." Article XXIII:2; See Article

XII:4 (authorizing trade retaliation in the case of unauthor-

ized balance-of-payments measures discussed below).

Among the specific requirements of the GATT are several

articles governing tariffs levied by the contracting parties.

GATT Article 11:1(b) provides that tariffs on imports from a

contracting party shall be limited to the duties established

on GATT tariff schedules and shall "be exempt from ill other

duties or charges in excess of those imposed on the date of

this Agreement or those directly and mandatorily required to

be imposed thereafter by legislation in force in the import-

ing territory on that date."

While this provision would appear to prohibit the pro-

posed surcharge, Article XII of GATT grants a contracting

(footnote continued from previous page)
tional, Inc., 526 F.2d 560, 575 n.22 (C.C.P.A. 1975). While
this reasoning may not be conclusive, it reflects the well
established judicial reluctance to sit in judgment of the
compliance of the United States with obligations owed
directly to foreign governments. So*, e.g., George E. Warren
Corp. v. United States, 94 F.2d 597, 599 (2d Cir. 1938);
Z. & F. Asset Realization Corp. v. Hull, 114 F.2d 464, 471
(D.C. Cir. 1940), aff'd on other grounds, 311 U.S. 470
(1941).
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party the right to impose certain trade restraints "in order

to safeguard its external financial position and its balance

of payments." Thus, Acticle XII permits restriction of the

quantity or value of imported merchandise to the extent

necessary:

(i) to forestall the imminent threat of, or to stop, a
serious decline in [a contracting party's) monetary
reserves; or

(ii) in the case of a contracting party with very low
monetary reserves, to achieve a reasonable rate of
increase in its reserves.7

Article XII provides a basis for the proposed surcharge.

A. The GATT Legality of
Balance-of-Payment Tariffs

Despite the fact that the Article XII exception, which

explicitly permits restrictions on the "quantity or value of

merchandise permitted to be imported," does not literally
8

encompass tariff restraints, policy, custom, and recent

international agreements make clear that balance-of-payments

7 The full text of Article XII is attached as Appendix B,
hereto.

8 See, *.a., J.Jackson, World Trade and the Law of GATT
711 (1969); see Comment, Attacks on the United States Import
Surcharge Under Domestic and International Law: A Pragmatic
Analysis, 6 J. of Int'l L. -& Econ. 269, 276 (1972), Roessler,
The Gat Declaration on Trade Measures Taken for Balance-of-
Payment Purposes: A Commentary, 12 Case W. Res. J. Int'l
L. 383, 388-89 (1980). GATT consultation groups considering
prior balance-of-payments surcharges have usually noted this
fact. See, e.g., GATT Doc. L/3573 (September 13, 1971),
at 11 (United States 1971); GATT Doc. L/3648 (December 23,
1971), at 10 (Denmark 1971); GATT Doc. C/50 (December 14,
1964) (United Kingdom 1964).
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surcharges have become an accepted part of international law

and the law of GATT..

The principal approach of the GATT to trade restric-

tions, implemented through the Article XI prohibition on

non-tariff trade barriers,9 was-that tariffs were acceptable

trade practices while quotas were unacceptably rigid and

generally improper. Thus, countries (including the United

States in 1971) imposing balance-of-payments restraints have

frequently selected tariff surcharges rather than quantita-

tive restraints1 0 arguing that whatever the language of

Article XII, tariffs, being less restrictive than quotas,

should be permitted.1 1  In these cases, where restrictions

9 Article XI:1 provides that

(njo prohibitions or restrictions other than duties,
taxes or other charges, whether made effective through
quotas, import or export licenses or other measures,
shall be instituted or maintained by any contracting
party on the importation of any product of the territory
of any other contracting party or on the exportation or
sale for export of any product destined for the terri-
tory of any other contracting party.

10 Several nations have imposed balance of payments sur-
charges since 1955, including France (1955), Canada (1963),
the United Kingdom (1964), and the United States and Denmark
(1971). See Jackson, supra note 8, at 712 n.5; GATT Doc.
C/M/71, supra note 4; GATT Doc. L/3648, supra note 8.

11 Thus, the United Kingdom, Justifying its 1964 balance-
of-payments surcharge, stated:

The United Kingdom authorities are aware that Article
XII assumes that any necessary restraint on imports will
be imposed by means of quantitative restrictions. How-
ever reduction in the country's balance-of-payments def-
icit required urgent action which could only have been
delayed while the elaborate administrative machinery of
import licensing was re-established and licenses were

(footnote continued)
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were found to be otherwise appropriate, a waiver was granted

or the violation was ignored. Indeed, the GATT Committee on

Balance-of-Payments Restrictions reported, with respect to a

particular surcharge, that no waiver was required but "that

all the conditions and criteria embodied in the appropriate

provisions of the General Agreement concerning the use of

quantitative restrictions for balance-of-payments reasons

should be deemed applicable in respect of this import

charge."12 Thus, it may be argued that balance-of-payments

surcharges have become an accepted part of customary interna-

tional law despite the literal provisions of Article XII.13

(footnote continued from previous page)
allocated to importers. During such a period the flow
of trade might well have been unnecessarily disrupted.
It has been the conclusion of the United Kingdom
authorities that insofar as such charges avoid the
dangers of freezing the existing pattern of trade and
allow it to find its own level according to the need of
importers and to consumers' preferences, and insofar as
traders both at home and overseas would be free to make
their own arrangements such import charges are to be
preferred.

Jackson, supra note 8, at 713 (quoting GATT Doc. L/2285, at 1
1964)).

12 Roessler, supra note 8, at 388 (quoting GATT Doc.
L/4200, at 12 (1975)).

13 As Professor Jackson noted in 1969 "surcharges have
become almost a de facto part of the General Agreement."
Jackson, supra note 8, at 714; accord, S. Rep. 93-1298, 1974
U.S.C.C.A.N. 7236 (November 26, 1974) (on the Trade Act of
1974, which enacted into domestic law presidential authority
to impose a balance-of-payments surcharge) ("the use of
surcharges for balance-of-payment purposes has gained do
facto acceptance" in GATT); Roessler, supra note 8 at 388
(the preference for quantitative restrictions has gradually
become ignored).
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Moreover, the 1979 Tokyo Round GATT Agreement Relating

to the Framework for the Conduct of International Trade (the

Tokyo Round Framework Agreement), while not a formal amend-

ment to the GATT, implies that tariffs are, in fact, pre-

ferred to quotas in Article XII cases. The Declaration on

Trade Measures Taken for Balance-of-Payments Purposes (the

"Tokyo Round Declaration") 1 4 provides that "in applying

restrictive import measures contracting parties shall abide

by the disciplines provided for in the GATT and give prefer-

ence to the measure which has the least disruptive effect on

trade." The preamble to the Declaration notes that "restric-

tive import measures other than quantitative restrictions

hava been used for balance-of-payments purposes." Thus, the

favorable reference to the "least disruptive" measure was

clearly intended to be a veiled reference to tariffs.
1 5

In sum, balance-of-payments surcharges that comply with

the requirements cf Article XII are acceptable under the GATT

and are unlikely to provoke retaliation from other contract-

ing parties.

B. The Proposed Surcharge Complies with
the Requirements of Article XII.

Article XII permits the use of balance-of-payments trade

restraints by a country to "safeguard its external financial

14 The full text of the Declaration is attached as Appen-

dix C, hereto.

15 See Roessler, supra note 8, at 389-91.
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position and its balance of payments." There can be little

doubt that extraordinary action is necessary to safeguard the

financial position and the balance of payments of the United

States from the effects of the unprecedented instability that

now exists.

Despite persistent current account deficits of a magni-

tude unheard of in the history of international trade, the

dollar has failed to weaken. A crisis of confidence in the

relatively weak economies of U.S. trading partners has

resulted in a massive demand for capital investment in the

United States that has kept the dollar at a severely inflated

value. Yet this inflow is in large part liquid capital, that

could be withdrawn at any time, resulting in catastrophe for

the U.S. and world economies. Thus, the United States is

faced with an untenable current balance of paymentL and an

unprecedented, precarious financial position.

Nor does the stated limitation of Article XXI:2(a), that

the surcharge not exceed action necessary "to forestall the

imminent threat of . . . a serious decline in (the United

States'] monetary reserves; or . . . to achieve a reasonable

rate of 'ncrease in its reserves," impair the GATT legality

of the proposed surcharge. First, the literal focus of the

limitation on monetary reserves is of limited value in a

world economy characterized by floating exchange rates; and

the proposed surcharge clearly falls within the intended

scope of the limitation. Second, even if the limitation is
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interpreted literally and monetary reserves are examined, the

proposed surcharge falls within its language.

The GATT was drafted and adopted during the era of fixed

exchange rates, when currency exchange values were

established and maintained by government actions. The

structure of the existing international monetary system was

an essential element in the creation of the GATT structure.1
6

Monetary reserves, in turn, were of balance-of-payments

significance in the fixed exchange rate regime for use by a

government's monetary authority to intervene in world

financial markets to protect the fixed value of its currency.

The significance of monetary reserves are dramatically

reduced under a floating exchange regime since such

intervention makes little sense where there is no fixed value

to protect.

In this context, it seems reasonable that, if it is to
17

have any remaining validity at all, Article XII:2(a) should

not be confined narrowly to its literal provisions but should

16 Indeed, the GATT explicitly recognizes the importance of
the fixed exchange rate in the calculation of GATT tariff
concessions. See, e.g., Article II:(b) (requiring GATT duty
schedules to be-expressed in the appropriate currency at the
car value accepted or provisionally recognized by (the
IMEJ. ) (emphasis added); Article 11(3) ("No contracting
party shall alter its method of . . . converting currencies
so as to impair the value of any of the concessions provided
for in the appropriate Schedule annexed to this Agreement.").

17 It may be argued with some force that Article XII:2(a)
should be read out of Article XII and that balance-of-
payments actions should be limited to cases where needed by a
country to "safeguard its external financial condition and
its balance of payments" as required by Article XII:1.
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be interpreted to carry out its original intent and

purpose. 18 Article XII was directed at a specific problem --

the inability of a nation to sustain a deteriorating trade

balance without the risk of significant disruption to its

domestic economy. Symptomatic of the risk of significant

disruption under fixed exchange rates was the deterioration

of monetary reserves. Absent those reserves, more dramatic

and disruptive measures than intervention, such as

devaluation, were all that remained to alleviate the trade

imbalance. But under floating exchange rates there are

other, more significant symptoms of the risk that a severe

trade imbalance will disrupt an economy. Most significant

among these are the source and nature of the capital flows

maintaining high currency values in the face of severe trade

deficits.

The capital flows "financing" the U.S. trade imbalance

are, in significant part, highly liquid and inherently

volatile. They depend on a variety of perceptions and

psychological factors that could be reversed at any time.

Were such a reversal to occur, severe disruption of the U.S.

and world economies would likely follow. In short, the risk

18 See Article 31 of the Vienna Convention on the Law of
Treaties; Restatement (Revised) of the Foreign Relations Law
of the United States § 329(M) (tent. draft No. 1) (April 1,
1980) ("An international agreement shall be interpreted in
good faith in accordance with the ordinary meaning to be
given the terms of the agreement in their context and in the
liQht of its object and purpose.") (emphasis added).
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of disruption to the U.S. economy is sufficiently great to

permit Article XII action.

But even if the literal terms of Article XII:2(a) are

still deemed to apply and U.S. reserves are examined, the

proposed surcharge would not exceed action necessary "to

forestall the imminent threat of . . . a serious decline in

(the United States'] monetary reserves; or . . . to achieve

a reasonable rate of increase in its reserves." To be sure,

the flood of foreign capital in 1983 and 1984 has kept

official United States reserve holdings of gold and foreign

currencies relatively stable at approximately 34.5 billion-

dollars.19 However, any reversal or diminution of current

capital flows, coupled with the massive current account

deficit of close to 100 billion dollars, could literally wipe

out these reserves. In light of the extremely volatile

nature of the short term liquid capital flows that constitute

a significant portion of the capital flooding the United

States, the situation must be considered to create an

imminent threat to United States monetary reserves.

Moreover, Article XII:2(a)(ii) permits balance-of-

payments restraints "in the case of a contracting party with

19 Department of Commerce, Survey of Current Business, U.S.
International Transactions, Second Quarter 1984, n.4 to Table
1-2 at 55 (September 1984). By comparison, in 1971, U.S.
reserve assets had fallen approximately seven billion dollars
(to 10.4 billion dollars) from 1960 to 1971. GATT Doc.
C/M/71, supra note 4; Department of Commerce, Survey of Cur-
rent Business, U.S. International Transactions, First Quarter
1984, Table 1 at 42-43 (June 1984).
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very low monetary reserves." United States monetary reserves

have remained reasonably constant in the face of the current

balance-of-payments crisis, at a level that, in.absolute

terms, might appear high by world standards. However, by

their nature, reserves must be evaluated in light of the

dynamic accounts against which the reserves are held. Viewed

against a current account deficit that is expected to exceed

100 billion dollars in 198420 and against total short term

capital holdings by foreigners that are many times that,21

the United States reserve of 34.5 billion dollars is very low

indeed.

These claims -- that (1) reliance on volatile short term

capital flows to finance massive deficits creates an imminent

threat to monetary reserves and (2) that the determination

that reserves are very low must be based on a relative analy-

sis -- are not novel in Article XII situations. In 1971

Denmark essentially justified its Article XII import sur-

charge with these same arguments.

In 1971 Denmark was experiencing a current account

deficit of approximately 350 million dollars with reserves of

approximately 400 million dollars that had remained reason-

20 See "Hooked Nation," supra note 2.

21 See note 2, supra. Since this total represents the
supply of dollars that could quickly flood the world market,
it provides a good standard against which to measure U.S.
reserve holdings and the ability of the U.S. government to
defend the dollar were the demand for U.S. capital investment
to fall.

49-032 0 - 85 - 8
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ably constant over time. 22 Much of the current account

deficit was financed "with an abnormally large share of

short-term liability," causing the Danish government to fear

for its continued abilities to fund its balance-of-payments

deficit in light of the uncertainties created in world mar-

kets by the 1971 United States surcharge.23 Moreover, when

challenged with the fact that Danish reserves had in fact not

decreased for several years, the Danish representative

responded "what might have been considered as adequate

reserves in the past could not be regarded as such in the

present international monetary situation." 24

The International Monetary Fund (IMF), exercising its

duty under GATT to determine whether the criteria of Article

XII had been met,2 5 concluded that Denmark had established

that the import surcharge did not "go beyond the extent

22 See GATT Doc. L/3648, supr note 8, at 2-4; GATT Doc.

C/M/74 at 8.

23 GATT Doc. C/M/74 at 8.

24 GATT Doc. L/3648, supra note 8, at 5.

25 GATT Article XV:2 provides that:

(t)he CONTRACTING PARTIES, in reaching
their final decision in cases involving
the criteria set forth in paragraph 2(a)
of Article XII . . . , shall accept the
determination of the Fund as to what
constitutes a serious decline in the
contracting party's monetary reserves, a
very low level of its monetary reserves
or a reasonable rate of increase in its
monetary reserves, and as to the finan-
cial aspects of other matters covered in
consultation in such cases.
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necessary to bring about the desired improvement in the

balance of payments." GATT Doc. L/3648, supra note 8, at 2.

The GATT Working Party consulting on the surcharge recognized

that Denmark was in a serious balance-of-payments situation

but was divided on the question of the appropriateness of the

surcharge. Id. at 10.

It seems reasonably clear that If stable reserves of 400

million dollars can justify a balance-of-payments surcharge

in the face of a current account deficit of 350 million

dollars financed in significant part by short term debt, the

present situation of the United States, where the current "

account deficit dwarfs reserves, must be within the ambit of

Article XII.

Further, it would appear, based on the discussion of the

Working Party on the 1964 United Kingdom balance-of-payments

surcharge, that the ability to fund a balance-of-payments

crisis through debt-financed reserve assets should not be

considered in determining the effect of the crisis on

reserves. The United Kingdom imposed its surcharge on the

basis of an 800 million pound current/long-term capital

account deficit despite the fact that it conceded, and the

IMF found, that "resources were available to the United

Kingdom to finance this deficit, including a $1 billion

stand-by arrangement with the International Monetary Fund.",
2 6

26 GATT Doc. C/SO, supra note 8, at 11.
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Both the IMF and GATT agreed that the surcharge was appropri-

ate.

In part, the ImF and GATT acceptance of the U.K. sur-

charge may have been motivated by a recognition that a nation

should not be required to incur heavy debt to finance serious

balance-of-payments difficulties. Such a rule would require

a nation to, in effect, mortgage its future to support cur-

rent consumption of foreign goods rather than permitting it

to discipline domestic consumption by increasing the price of

those goods. This would be particularly inappropriate where,

as now, capital flows are preventing-the adjustment mechanism

of a floating exchange rate regime from operating, thereby

forcing the troubled importer to engage in present consump-

tion.

Nor should the argument that the United States balance-

of-payments difficulties ari attributable to capital flows

caused by high interest rates fueled by the federal deficit

affect the GATT legality of the proposed surcharge. Although

the Tokyo Round Declaration states that the contracting

parties do not favor import restrictions as a method of

curing a balance-of-payments problem since alternative reme-

dies (most notably devaluation and domestic economic poli-

cies) are likely to exist that are less disruptive to other

nations, see Roessler, supra note 8, Pt 389,27 Article

27 The Preamble to the Tokyo Round Declaration recognizes
(i) "that the impact of trade measures taken by developed
countries on the economies of developing countries can be

(footnote continued)
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XII:3(d) of GATT explicitly provides that a contracting party

may not be required to withdraw a balance-of-payments

restriction on the ground that domestic policy alternatives

are available to remedy a balance-of-payments problem.

Indeed, the proposed 20 percent surcharge is likely to

be less disruptive to trade and to U.S. trading partners than

such traditionally accepted mechanisms as devaluation or

other policies leading to dollar depreciation. The surcharge

will operate as a 20 percent depreciation of the dollar with

respect tr U.S. imports. A similar realignment of exchange

rates would affect both U.S. imports pnd exports, imposing.a

much greater burden than the surcharge on U.S. trading pirt-

ners.

Nor may it be said that the proposed surcharge will dis-

tort trade. Trade distortion is presently occurring due to

the over-valuation of the dollar and the failure of the

floating rate adjustment mechanism. The proposed surcharge

merely seeks to remedy this distortion in the least disrup-

tive manner.

(footnote continued from previous page)
serious" and (ii) "that developed contracting parties should
avoid the imposition of restrictive trade measures for
balance-of-payments purposes to the maximum extent possible."
Further, the Preamble states that the contracting parties are
convincedcd that restrictive trade measures are in general
an inefficient means to maintain or restore balance-of-
payments equilibrium." Section 11(d) of the Declaration
requires that balance-of-payment consultations include
consideration of available domestic alternatives.
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In sum; the United States is suffering from an extreme

balance-of-payments problem. The instability of capital

flows, and the sheer magnitude of the current account deficit

indicates a significant reserve crises. Article XII action

should be deemed justifiable.

C. The Proposed Surcharge
Complies With All Additional GATT
Restrictions That May Be Relevant

In addition to the foregoing, Article XII and the Tokyo

Round Declaration impose numerous other conditions on

balance-of-payments trade restrictions. All appear to be

consistent with the proposed surcharge. However, in the

interest of completeness and to facilitate development of a

final proposal, those conditions that appear to be relevant

will briefly be noted in this section.

Pursuant to Article XII, a balance-of-payments restric-

tion must not create unnecessary damage to the commercial or

economic interest of any other contracting party. Article

XII:3(c)(i). It has been suggested that the President be

authorized to exempt countries experiencing severe financial

problems.

Restraints must be temporary in nature and must be

progressively relaxed as conditions improve. Article

XII:2(b). The Tokyo Round Declaration further provides that

"wherever practicable, contracting parties shall publicly

announce a time schedule for the removal of the measures."
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The proposed'surcharge would be imposed for a maximum period

of three years.

The Tokyo Round Declaration provides that "the simulta-

neous application of more than one type of trade measure for

(balance-qf- ,ayuents purposes] should be avoided." The

United States has not at this time imposed any trade measures

for balance-of-payments purposes. Existing trade measures

have been imposed either to remedy specific GATT violations

(e.g. antidumping and countervailing duties) or to prevent

disruption in specific industries. Thus, this provision

should not raise objections to the proposed surcharge.

Finally, balance-of-payments restrictions must be non-

discriminatory, i.e., they must apply equally against all

other contracting parties. Cf. Article XIII (requiring

balance-of-payments quotas to be nondiscriminatory). How-

ever, the Tokyo Round Declaration explicitly recognizes the

potential harm to developing countries of surcharges imposed

by developed countries, and provides that developed countries

"may exempt from its measures products of export interest" to

developing countries. The proposal under consideration

authorizes the Preiident to extend enhanced CSP benefits to

developing countries during the term of the surcharge.
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D. Conclusion.

The proposed import surcharge complies with all require-

ments of the GATT and, in light of the unprecedented, vola-

tile balance-of-payments crisis facing the United States, is

reasonable and appropriate.
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APPENDIX A

TABLE I

1983-8, Current Accunt Balance of Payments and Trade
(annualized rate - S billions)

SOP Current
Account

Merchandise
Trade

1983

-12.0 -38.2 -47.4

1984
IV I II III

-68.9 -78.8 -97.6 n/a

-36.9 -59.5 -70.0 -77.6 -103.6 -102.8 -133.2

Sources: United States Oepartment of Comuerce, Office of Trade
and Industry Information, Current International Trade
Position of the United States %Auqust 1984):
Department of Commerce News, Bureau of Economic
Anay.ysis, September 17, 1984: Washington Post,
November 9, 1984, page 81.

TABLE It

U.S. Official Reserv'e Assets: Net
(S billions)

-1. 225
570
053
870
179

-2.481.
-2.379

004
.58

2.467
.849

Change (increase +)

1976
1977
1978
1979
1980
.981
1982
1983
1984-I
1984-I

2.558
. 375

- .732
1. 133
8 .155
5.1.75
4.965
1. .96

.637

.566

Sources: Department of Commerce, Survey of Current Business,
U.S. International Transactions, First Quarter 1984,
Table 1 at 42-43 (June 1984); Department of Comnerce
News, 3ureau of Economic Analysis, September 17, 1984.

1965
i966
' 967
'968
.969
.910

.972
-973
-974
1975
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TABLE III

U.S. Balance of Payments Data Preceeding 1971 Surcharge.
(S billions)

Current Account
1.774
3.048
2.446
3.188
5.764
4.299
1.635
1.273

-1.313
-1.956
- . 8i
-3.879

Current & Long Term Capital
-1.211
- .020
-1.043
-1.339
- .100
-1.817
-2.621
-3.973
-2.287
-3.949
-3.760

-10.637

Source: U.S. Department of Commerce, Business Statistics (1975)
at 17.

1960
1961
1962
1963
1964
1965
1966
1967
1968
1969
1970
1971
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APPENDIX B

ARTICLE XII OF GATT

Article XI1
Restrections to Safegquard the Balance of PavmentS

I. Notwvithstanding the provisions of paragraph I of Article
XI. any contracting party. in order to safeguard its external finan.
cial position and its balance of payments. may restrict tcIe quan.
titv or value of merchandise permitted to be imported. subject
to the provisions of the following paragraphs of this Article.

2. (a) Import restrictions instituted. maintained or intensi.
flied by a contracting party under this Article shall not exceed
those necessary:

i) to forestall the imminent threat of. or to stop. a
serious decline in its monetary reserves, or

(ii ) in the case of a contracting party with very low
monetary reserves, to achiee a reasonable rate of increase
in its reserves.

Due regard shall he paid in either case to any special factor
which may be affectin, the reserves of such contracting party or
its need for reserves, including, where special external credits or
other resources are a',aflahle to it. the need to provide for the
appropriate use of such credits or resources.

,bi Contracting parties applying restrictions under sub-
par.graph a, of this par.'graph shall progressively relax them as
such conditions improve. maintaining them only to the extent
that the conditions specified in that sub-para graph still jutifv their
application. They ihall eliminate the restrictions %,hen conditions
would no longer iustifv their institution or maintenance under
that sub-paragraph.

. a) Contracting parties undertake. in carrying out their
domestic policies, to pay due regard to the need for maintaining
or restoring equilibrium in their balance of payments on i inti rd
and lasting basis and to the desirabiitv of avidinq an uineco.
nomic employment of productive resources. They recognize that
in order to achieve these ends. it is desirable so far as possible to
adopt measure which expand rather than contract international
trade.

(b) Contracting parties ipplving restrictions tinder this
Article may determine the incidence of the restrictions on im.
ports of different products or classes of products in such .i way

'0



22

1s to give priority to the importation of those products which are

more essential.
(ci Contractilng parties applying restrictions under this

Article undertake:
'11 to avoid unnecessary damage to the commercial

or economic interests of any other contracting party:
iiI not to apply restrictions so as to prevent unrea.

sonablv the importation of any description of goods in
minimum commercial quantities the exclusion of which
would impair regular channels of tra4e: and

iiii not to apply restrictions which would prevent
the importation of commercial samples or prevent compli.
ance with patent. trade mark. copyright. or similar pro.
cedures.

id) The contracting parties recognize that. as a result of
domestic policies directed towards the achievement and mainte.
nance of full and productive employment or towards the develop.
ment of economic resources. a contracting pary may experience
a high level of demand for imports involving a threat to its mone.
tarv reserves of the sort referred to in pararraph 2(a) of this Arti.
cle. Accordin.lv. a contracting party otherwise complying with the
provision% of this Article %hall not be required to withdraw or
modify restrictions on the ground that a change in those policies
Would render unnecessary restrictions which it is applying under
this Article.

4. ,a .Anv contracting party applying new restrictions or
raising the general level of its existing restrictions by a substantial
intensification of the measures applied under this Article shall
immediately after instituting or intensifying such restrictions (or.
in circumstances in which prior consultation is practicable. before
doing so) consult vith the COTRACTIN-G PARTIES as to the nature
of its balance of payments difficulties. aLternative corrective meas.
ures which may be available, and the possible effect of the restric.
iLons on the economies of other contracting parties.

ibi On a date to be determined by them. the CO\TRACTI|G

P.ARTIES shall review all restrictions still applied under this Arti-
cleon that date. Beginning one year after that date. contracting
parties applying import restrictions under this Article shall enter
into consultations of the type provided for in sub-paragraph ai
of this paragraph with the co-nTxcrA.%C PARTIES annually.

(cI ,i, If. in the course of consultations with a contracting
party under sub-paragraph (a) or (b) above, the CO.NTRAC'T-



ING PARTIES find that the restrictions are not consistent with
the provisions of chis Article or with those of Article XII
,Isubject to the provisions of Article XIV). they shall indi-
cate the nature of the inconsistency and may advise that the
restrictions be suitably modified.

ii If. however. as a result of the consultations, the.
CONTRACTING PARTIES determine that the restrictions are
being applied in a manner involving an inconsistency of a
serious nature with the provisions of this Article or with
those of Article XIII (subject to the provisions of Article
XIV) and that damage to the trade of any contracting party
is caused or threatened therehv. they shall So inform the
contracting party applying the restrictions and shall make
appropriate recommendations for securing conformity with
such provisions within a specified period of time. If such
contracting party does not comply with these recommend.
tions within the specified period, the COTRACTIN-G PARTILS

may release any contracting party the trade of which is
adversely affected by the (estriccions from such obligations
under this Agreement towards the contracting party apply-
ing the restrictions ,as they determine to be appropriate in
the circumstances.

,d) The COTRACTING PARTIES shall invite an, contracting
party which is applving restrictions under this Article to enter
into consultations with them at the request of any contracting
party which can establish a prima facie case that the restrictions
are inconsistent %'ith the provisions of this Article or with those of
Article XIII iiubject to the provisions of Article Xi%'V and that
its trade is adversely affected thereby. Hooweer. no such invita-
tion shall he issued unless the CONTRACTING PARTIES have ascer-
tained that direct discussions between the contracting parties
concerned have not been successful. If. as a result of the con-
sultations with the CONTRACTI.NG PARTIES. no agreement is reached
and they determine that the restrictions are being applied in-
consistently with such provisions, and that damage to the trade
of the-contracting party initiating the procedure is caused or
threatened thereby. they shall recommend the withdrawal or
modifi tion of the restrictions. If the restrictions are not with.
drawn or modified within such time as the CONTTRACTING PARTIES

may prescribe. they may release the contracting party initiating
the procedure from such obligations under this Ageement towards
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the contracting party applying the restrictions as they determine
to he appropriate in the circumstances.

(e) In proceeding tnder this paragraph, the CONTRACTING

PARTIES shall have due regard to any special external factors ad-
verselv affecting the export trade of the contracting party apply-
ing restrictions.

tf) Determinations under this paragraph shall be ren.
dered expeditiously and. if possible, within sixty days of the ini.
station of the consultations.

5. If there is a persistent and widespread application of im.
port restrictions under this Article. indicating the existence of a
general disequilibrium which is restricting international trade, the
CONTRACTING PARTIZS shall initiate discussions to consider whether
other measures might be taken, either by those contracting parties
ihe balances of payments of which are under pressure or by those
the balances of p"vments of which are tending to be exceptionally
favourable, or by any appropriate intergovernmental organiza-
tion. to remove the underlying causes of the disequilibrium. On
the invitation of the CONTRACTING PARTIES, contracting parties shall
participate in such discussions.
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APPENDIX C

DECLARATION ON TRADE MEASURES TAKEN
FOR BALANCE.OF.PAYMENTS PURPOSES

4dopred on 28 .Vovelnber 1979

The CO.VTR.4CTI.G P. RrES,

Hating regard to the provisions of Articles XII and XVIII:B of the
General Agreement:

Recalling the procedures for consultations on balance-of-payments
restrictions approved by the Council on 28 April 1970 (BISD, Eighteenth
Supplement. pages 4.53) and the procedures for regular consultations
o balance-of-payments restrictions with developing countries approved
by the Council on 19 December 1972 (BISD. Twentieth Supplement,
pages 47.49);

Con inced that restricti,.e trade measures are in general an inefficient
means to maintain or restore baIance.of.payments equilibrium;

Voting that restrictive import measures other than quantitative restric-
::ons hae been used for balance-of-payments purposes;

Re,..rniing that rettritive reportt measures taken for balantceof.
;a.ments purposes should not be taken for tht purpose of protecting
a particular :mdustry or sector;

Coiinced that the contracting parties should tideavour to avoid that
reitricti e import . ,asurcs ta.-n "or balance-of-paynients purposes stimulate
ie i ietments that w,,ould not be economically viable in the absence of the
r, .^a ,u res.

Recogit:::g that the less-dt eloped tracingig -artues must take into
.i:couns their ,%,h ;Jual development. .3ancal and trade -auation %%hen
nip!ementing rimtr,:",e import measures taken for b.-'Xiice.of-pa.rnents
* oses;

Rcogni:ing that the impact of trade measures taken by %e,.e!,ped
cour4ries on the cconomics of .c,.elopng countries can be serious;

Recogni:"ig rlat Jc,.loped contrac'zng parties should a,,oid the i.po-
sition of restr,.::;%e trade -.. rs for bn~ancc-of-pa. ments purposes to
the maximum t possible .

Agree as,!..' ,s
I. Tne ;r.'c:.=rs for cxam.nation stipulated in \::!s XNi and XV1II
- ail :-k. to ail r, -tr::tie import measures taken for ba!ance.of.pa>ments

BEST AVAILABLE COPY
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purposes. The application of restrictive import measures taken for balance-
of-pa. ments purposes hall be subject to the following conditions in addition
to those provided for in Articles XI. XIII. XV and XVIII without prejudice
to other provisions of the General Agreement:

(a) in applying restrictive import measures contracting parties shall
abide by the disciplines provided tor in the GATT and give prefer-
ence to the measure ,which has the least disruptive effect on trade 1;

(b) the simultaneous application of more than one type of trade
measure for this purpose should be avoided;

(c) wheneer practicable, contracting parties shall publicly announce
a time schedule for the removal of the measures.

The provisions of this paragravoh are not intended to modify the substantive
provisions of the General Agreement.
2. If, notwithstanding the principles of this Declaration. a developed
contracting party is compelled to apply restrictive import measures for
balance-of-payments purposes, it shall, in determining the incidence of its
measures, take into account the export interests of the less-developed
contracting parties and may exempt from its me.-ures products of export
interest to those contracting parties.
3. Contracting parties shall promptly notify to the GATT the introduction
or intensification of all restrictive import measures taken for balance-of.
payments purposes. Contracting pantes which have reason to believe that
a restrictive import measure applied by another contracting party was taken
for balance-of-payments purposes may notify the measure to the GATT or
may request the GATT secretariat to seek information on the measure and
make it available to all contracting parties if appropriate.
4. All restrictive import measures taken for balance-or-payments purposes
shall be subject to consultation in the GATT Committee on Balance-of-
Payments Restrictions i hereafter referred to as Committee").
5. The membership of the Committee is open to all contracting parties
indicating their wish to serve on it. Efforts shall be made to ensure that
the composition of the Committee reflects as tar as possible the cbarac-
teristics of the contracung parties in general in terms of their geographical
location, external fnancial position and stage of economic development.
6. The Committee shall follow the procedures for consultations on balance.
of-payments restrictions approved by the Council on 28 April 1970 and set

I It is understood that the less.developed contractin$ patt must take into account
their individual development, anancial and trade situauoa whe suliiz the Parucular
measure to be applied.
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out in BISD. Eighteenth Supplement. Pags 41.53. (hereinafter referred to
as " full consultation procedures ) or the procedures for regular consul-
tations on balance.or-payment restrictions with developing countries
approved by the Council on 19 December 1972 and set out in BISD,
Twentieth Supplement. pags 47-49. (hereinafter referred to as " simplified
consultation procedures ") subject to the provisions set out below.

7. The GATT secretariat, drawing on all appropriate sources or
information, including the consulting contracting party, shall with a view
to facilitating the consultations in the Committee prepare a factual back-
ground paper describing the trade aspets of the measures taken, including
aspects of particular interest to less-developed contracting parties. The
paper shall also cover such other matters as the Committee may determine.
The GATT secretariat shall give the consulting contracting party the
opportunity to comment on the paper before it is submitted to the Com-
mittee.
8. In the case of consultations under Article XVIiI:I2 (b) the Committee
shall base its decision on the type of procedure on such factors as the
following:

(a) the time elapsed since the last full consultations;
(b) the steps the consulting contracting party has taken in the light

of conclusions reached on the occasion of previous consultations;
(c) the changes in the overall level or nature of the trade measures

taken for balance-of-payments purposes;
(d) the changes in the balance-of.payme.its situation or prospects:
(e) whether the balance-of-payments problems are structural or

temporary in nature.

9. A less-developed contracting party may at any time request full consul-
tations.

10. The technical assistance services of the GAT secretariat shall, at the
r-quest of a less-developed consulting contracting party,. assist it in preparing
the documentation for the consultations.

I r. The Committee shall report on its consultations to the Council. The
reports on full consultations shall indicate:

(a) the Comrmittee's conclusions as %eil as the facts and reasons on
vbhich they are based:

(b) the steps the consulting contracting party has taken in the light
of .onclusions reached on the occasion of pre% ious consultations:

(c) in the case of less-developed contracting parties, the facts and
reasons on which the Committee based its decision on the procedure
folov.ed; and
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(d) in the case of dee!oped contracting parties. whether aiternt.1.ve

economic policy meaurci afe available.

if the Committee finds that. the consulting contracting party's men.sures
(a) are in important respects related to restricti',e trade measures

maintained by another contracting party I or
(b) have a significant aderse impact on the export interest, of a less-

developed contracting party,

it shall so report to the Council which shall take such further action as it
may consider appropriate.

12. in the course of full consultations with a less-developed contracting
party the Committee shall. if the consulting contracting party so desires,
give particular attention to the possibilities for alleviating aod cortecting
the balance.of.payments problem throuSh measures that contracting parties
might take to facilitate an expansion of the export earnings of the consulting
contracting party, as provided for in paragraph 3 of the full consultation
procedures.

I3. It the Committee minds that a restrictive import measure taken by the
consulting contracting party for balance-of.payments purposes is inconsistent
with the provisions of Articles XI1. XVII[:B or this Declaration. it shall.
in its report to the Council. make such findings as will a.,ist -he Council
in making appropriate recommendations designed to promote the .mplemen-
tation of Articles X1I and XVIII:8 and this Declaration. The Council shall
keep under surveillance any -natter on which it has made recorrm-endations.

ti is coted thac such a finding is more likely to be made in the case of recent Measures
than of measums in effect for some considerable time.
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The CHAIRMAN. We follow a first-come first-serve rule and Sena-
tor Bentsen was here slightly before I was this morning.

Lloyd?
Senator BENTSEN. Thank you very much, Mr. Chairman. I have

known Bob Galvin a long time. I know him as one of the most pro-
r essive businessmen that I know, a broad-gauged man. I think he
as rather dramatically presented what the problem is. I think it's

absolutely imperative that we try to encourage the five major fi-
nancial market countries to do some intervention to try to get this
dollar back in balance.

I think it's imperative that the President show leadership on
trade policy; we haven't had a trade policy under the Republicans
or Democrats. Our trade policy has to be a coordinated policy.
Trade policy is important because without it, we are eroding the
manufacturing base, and we can't remain a great Nation unless we,
keep that manufacturing base.

I would also say to my friend Bob Galvin and to business leaders
that I think we are going to turn it around because I don't think
we have any choice. Don t get too many of those plants overseas
because maybe you would have some problems getting back in.
Some actions are going to be taken here, I believe, to try to even
that playing field.

And I know the chairman of this committee shares a lot of that
concern. And I know he's going to be searching, just like I am,
trying to see what we can do because I know if we lose the market
share, if you lose these companies, we will have one heck of a time
ever getting them back.

I was talking to the head of a large company He said, "We are
moving overseas and just saying, 'preserve he market share."'
The trouble is when they make a $100 million or so investment
over there, it's ve tough to abandon that and come back.

I'm concerned, tough, Mr. Galvin with the comment of the sur-
charge. I've looked at that a number of times, but I think you get
instant retaliation if you do that. Then all the industries seem to
turn down in every econometric model I've seen. So I have backed
away from that one.

Could you comment on that?
Mr. GALVIN. Well, I think what we must all deal with primari-

ly-at least I'm only capable of dealing with my opinion, a function
of some degree of interplay with people who are overseas. And I
believe the determinative factor is that this market is so important
to those that might feel the most touched by the issue that after
they have waxed s. ong, as anyone must in an argumentative posi-
tion, if policy were effected I don't think that they would cut off
their nose to spite their face in terms of maintaining access to this
market to the optimum degree that they can.

For example, I think that our most notable trading competitor,
the Japanese, are very likely to absorb a good deal of whatever
would be the cost of this matter. I think some of the Europeans
would do the same thir.g. They would recognize that it is a tempo-
rary measure. Frankly, some of them say to us privately that we
recognize you had better do something abut it, and if this would
have some effect on daunting the value of the dollar, maybe for a
short while we could suffer it.
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So I don't see this as being something that would generate any-
thing more than a great deal of noise about retaliation and some
papered-over retaliation. But that does not happen to be the princi-
pal concern that I have.

Senator BEwmEN. Well, in part, it's a tax you are talking about. I
would assume that if you've a choice between that and some kind
of a value-added tax you would choose the value-added-tax ap-
proach.

Mr. GALVIN. I would. If one could move with tax policy rapidly
and put that into effect without ever having to go through a stage
such as a surcharge, that would clearly be my preference.

Senator BE~rsEN. Well, one of the things that I'm looking at is
Superfund. We have got a problem with Superfund. And I am
trying to see that the burden is equitably shared. The petrochem-
cial industry and oil industry carries virtually all of the burden.
But I'm looking at a manufacturers' excise tax, and that would be
one that would be added on but taken off of anything that was ex-
ported. And, in turn, added on anything that was imported in
trying to fund Superfund.

I assume that that is the kind of approach you are talking about.
Not carried as far as you are saying. More like the Canadian man-
ufacturers' excise tax.

Mr. GALVIN. I'm not familiar with the details of that particular
aspect. Really only competent in dealing with the generalization
that I think what we have to have is some form of a tax policy and
practice that is rather similar, if not exactly the same, as many of
our trading competitors where they do have tax forgiveness at
their border when they send their products over to us, and vice
versa when they come in there would be the compensatory tax.

And, incidentally, all of them pretty much say, well, if you do
that, we have no problem with that. The Japanese I have talked to
said we have been recommending it to you for years.

Senator BENTSEN. Thank you very much, Mr. Galvin.
The CHAIRMAN. Do I sense, Mr. Galvin, that you think the effect

of either a surcharge or a value-added tax would be about the
same, and you would rather have the value-added tax, given your
druthers?

Mr. GALVIN. Yes, sir.
The CHAIRMAN. What do you think about the step we are at-

tempting to take in the Senate right now in terms of our budget
process and the rather major cuts we are about to undertake, if we
do it?

Mr. GALVIN. I'm thrilled that you are taking the effort. I'm con-
cerned that they are insufficient, and as a consequence of my eval-
uation of their insufficiency-and I recogn; . your political reali-
ties-it seems to us that the augmentatic-A by a surcharge or a
value-added tax would be another important step at blunting what
we consider to be the effect of the deficit on interest rates, on the
value of the dollar, and that entire chain of theory.

The CHAIRMAN. I assume your support for the value-added tax or
perhaps some variation in the tax-the tax that Senator Bentsen
refers to is a form of a consumption business tax-your support for
that would be limited to that kind of a tax. You are not suggesting
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any tax increase. Not an increase in corporate profits, tax or some-
thing like that to make up the difference.

Mr. GALVIN. Correct, sir.
The CHAIRMAN. Senator Moynihan.
Senator MOYNIHAN. Mr. Chairman, I apologize for being late. I

want to welcome Mr. Galvin. I will pay great attention when I read
his testimony.

The CHAIRMAN. An other questions, Lloyd?
Senator BENmsTN. ?o, Mr. Chairman. Mr. Galvin has been very

helpful to us in other committees, too.
The CHAIRMAN. Mr. Galvin, thank you very much.
Mr. GALVIN. Thank you, gentlemen.
The CHAIRMAN. Now we will take Dr. Rudolph Penner, the Direc-

tor of the Congressional Budget Office; Dr. Lawrence Klein from
the University of Pennsylvania and a Nobel Prize winner; and Mr.
Craig Elwell from the Library of Congress.

Dr. Penner, I've had a phone call from Pete Domenici and I
know he wants you back. I can't understand why he needs you so
urgently this morning. We have nothing going on that would affect
the Budget Committee or you, but on his request I think I'll ask
you to testify and let us ask you questions and then run back to
the chairman of the Budget Committee.

Senator MOYNIHAN. Mr. Chairman, I would like to suggest that
you excuse Dr. Penner. I don't think the three of us are equal to
the three of them. [Laughter.]

The CHAIRMAN. Well, if they lose Dr. Penner, it's the three of us
against the two of them.

Senator MOYNIHAN. That's my thought. All right.

STATEMENT OF DR. RUDOLPH G. PENNER, DIRECTOR,
CONGRESSIONAL BUDGET OFFICE, WASHINGTON, DC

Dr. PENNER. I think that's all right, sir.
Shall I proceed, sir?
The CHAIRMAN. Yes; go right ahead.
Dr. PENNER. It is a pleasure to be here today, Mr. Chairman. I'll

very briefly summarize our more complete study.
The Congressional Budget Office [CBO] believes that the growing

U.S. budget deficit has attracted capital from abroad thus raising
the foreign exchange value of the dollar and seriously damaging
the competitiveness of U.S. export- and import-competing indus-
tries. An across-the-board import surcharge would be no panacea
for these problems. If everyone believed that an import surcharge
were to be permanent and if there were no foreign retaliation to
the surcharge, in our judgment, it would have the following effects:

A rise in the value of th,, dollar and a decline in foreign real
GNP; thus hurting U.S. exporters such as in agriculture;

An ambiguous effect on U.S. interest rates because of offsetting
factors;

A rise in the price of imports and import competing goods, thus
hurting consumers and industries that use these goods as inputs;

A rise in the demand for products of industries that compete
with imports, thus helping those industries;

A fall in the U.S. budget deficit;
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An improvement in the U.S. trade and current account deficits if
the dollar did not strengthen too much.

These conclusions assume that the tariff will not have either a
very large contractionary or expansionary impact on U.S. economic
activity and that whatever impact on employment occurs, it will
not be large and can be offset by modest changes in monetary
policy.

The reason for this assumption is as follows:
The tariff has two opposite effects on aggregate demand in the

United States. As a tax, some of which will burden foreigners, it
reduces U.S. and foreign private incomes and so reduces the
demand for U.S. products. But it raises the U.S. price of foreign
products relative to that of American products, and so gives the
latter a competitive advantage. Americans will substitute pur-
chases of U.S. goods for foreign goods, and this has an expansion-
ary impact.

The assumption that these two effects come close to canceling
each other out allows us to concentrate on the efficiency effects of
the tariff, Which are clearly detrimental to the U.S. economy.

Some analysts place a great deal more emphasis on the effects of
a tariff on aggregate demand. For example, our careful analysis of
the study by Data Resources, Inc., an attachment to this testimony,
concludes that the tariff would have a net contractionary impact of
some significance that would be offset after some time lag by an
expansionary monetary policy.

The economy would recover rapidly after the surtax is removed.
In fact, it would actually attain a higher level of performance in
the longer run because of the imposition and the quick removal of
the surtax.

It is difficult to disentangle the effects of the surtax and the ex-
pansionary monetary policy in this simulation and the effects of
both can be changed significantly by small changes in the assump-
tion.

In particular, my complete testimony illustrates that if the tariff
is believed to be temporary, a wide range of behavioral responses is
possible and the conclusions of the analysis can vary greatly, de-
pending on which set of responses is presumed to dominate.

None of this analytic work explicitly considers the possibility of
retaliation. We see retaliation as the greatest danger of imposing a
large tariff. A trade war could devastate the world economy, leav-
ing everyone very much worse off than they are today.

Thank you very much.
[The prepared statement of Dr. Rudolph G. Penner follows:]
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SUMMARY OF STATEMENT BY RUDOLPH 0. PENNR
DIRECTOR, CONGREoONAL BUDGET OFFICE

rPUORE THE COMMUTES ON FINANCE,
U.S. SENATE-APRIL 21 lS 4

It is CBO'8 belief that the growing U.S. budget deficit has attracted

capital from abroad, thus raising the foreign exchange value of the dollar

and seriously damaging the competitiveness of U.S. export and import-

competing Industries. An across-the-board Import surcharge would be no

panacea for these problems. It everyone believed that azn import surcharge

were to be permanent, and if there were no foreign retaliAtion to the

surcharge, it would have the following eicts:

o A rise in the valtiq of the Jollar and a decline In foreign real GNP,
thus hurting exporters

o An ambiguous effect on U.S. Interest rates because of offsetting
factors;

o A rise in the price of imports and import-competing goods, thus
hurting consumers anti industries that use these goods as inputs;

o A rise in demand for products of industries that compete with
imports, thus helping those !ndustries;

o A fall in the U.S. budget deficit;

o An improvement in the U.S. trade and current account deficits (if
the dollar did not strengthen too much).

The greatest threat posed by the proposed surcharge is a trade war

that would unquestionably reduce the well-being of all concerned. The

proposed import surcharge would actually rLise the average tariff for all

imported goods above the average level attained by the Smoot-Hawley

Tariff Act of 1930.
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Mr. Chairman, It Is a pleasure to appear before this Committee to

discuss the proposal for an import surcharge as one means of compensating

for the effects of real dollar appreciation on U.S. International trade. The

tremendous growth in the U.S. trade deficit over the last three years has

been the consequence of a number of factors, including strong economic

growth in the United States relative to that in the rest of the world. It is

CBO's belief, however, that the growing U.S. budget deficit has been an

important factor in the deterioration of the U.S. trade balance, as the

burgeoning flow of public debt has raised interest rates and thereby

attracted capital from international capital markets. That, in turn, has

raised the foreign exchange value of the U.S. dollar and seriously damaged

the competitiveness of U.S. export and Import-competing industries. Some

groups would counter the effects of the budget deficit with a temporary

surcharge on all U.S. imports in the hope that it would protect U.S.

Industries, reduce U.S. demand for foreign exports, lower the U.S. trade and

current account deficits, and depreciate the dollar, while directly providing

revenues to reduce the budget deficit.

My testimony today evaluates these claims. No doubt an import

surcharge on the order of 20 percent would have significant effects on the

federal deficit, the trade and current account balance, domestic and foreign

inflation, domestic and foreign real GNP growth, and the effic|6ncy of

resource utilization both at home and abroad. Unfortunately, this last point

is one that is often slighted in discussions of an import surcharge.
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Consequently, my testimony begins with a qualitative assessment that

emphasizes the nature of the efficiency costs. A more detailed and rigorous

evaluation can be found in Attachment A.

SUMMARY OF QUALITATI* ASSESSMENT

Economists have long extolled the gains from free international trade. It

allows countries to concentrate their scarce resources on the production of

goods where they are relatively efficient and then to use those goods in

trade with other countries to obtain goods that, because of climate or other

factors, could not be produced in their own country at all or that could only

be produced at relatively high cost. Thus, international trade increases the

efficiency of world production by allowing specialization and generally

Increases the welfare of all participating countries..

Not all individuals within countries will necesarily gain from

International trade, however. As countries specialize more, the demand for

some types of labor, capital, or land Increases while it Is reduced for others.

But the winners win much more than the losers lose, and the former could

easily compensate the latter for their losses while still enjoying a net gain in

their own welfare. Unfortunately, it is difficult to arrange auch transfers of

Income in practice, and one often hears demands for protection from groups

of those who are ht-t. Since such groups are often successful, all countries

resort to some degree of protection despite the obvious advantages of free

trade. Nevertheless, since World War II there has been a strong trend

toward a world of increasingly free trade.

2
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The foregoing analysis rests on a number of simplifying assumptions,

and there can be exceptions to the rule that countries are likely to lose if

they impose tariffs or other barriers to free trade. Only the most important

exceptions are discussed here, while others are analyzed In Attachment A.

The two most important assumptions Implicitly made above are: first,

that labor and capital are fully employed in all countries; and second, that

the situation Is not complicated by changing international capital flow.

If there is full employment, any increase in the output of the goods

that a country produces less efficiently must be offset by reduced output of

the goods that a country produces most efficiently. But suppose that

unemployment exists in a country. Can it use a tariff to increase the output

of goods It.produces less efficiently while not losing any output in its most

efficient industries?

A tariff has two opposite effects on aggregate demand within a

country. First, a tariff is, in essence, an excise tax and, like any other tax,

it reduces private income. But some part of the reduction in income result-

--- ng from a U.S. tariff may be shifted onto other countries. To the extent

that this happens, overall demand for U.S. goods will be reduced as foreign

countries can afford to buy less of our exports. In the most likely case,

however, the prices charged by foreign exporters will not fall by the entire
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amount of the tariff. Some of the tax will be paid by U.S. residents, and

they will have less Income to spend on U.S. products. At the same time,

since the tariff will ralse the price of foreign products relative to that of

competing U.S. products, It will divert demand toward the latter. Sinc It Is

not clear which effect will predominate-that of lower U.S. and foreign

private income or the better competitive position of certain U.S. products-

U.S. employment could either rise or fall. Of eours, none of these effect

considers the posibility of retaliation. If that occurs, employment is almost

certain to fall in all countries.

More important, the complexity of the effects outlined above

illustrates that the Imposition of a tariff aimed at manipulating U.S.

employment would be an awkward and uncertain endeavor. There are more

direct approaches to manipulating employment. In the current environment,

monetary policy provides a most Important option.

In the remainder of this section of my testimony, it will be assumed

that monetary policy is directed toward certain employment goals and that

It offsets any employment effects-positive or negative-of a tariff. That

Is, of course, a vast oversimplification. Monetary policy has many goals

other than manipulating employment, the contJol of Inflation being the most

important. Moreover, even if employment were its only goal, the degree of

fine tuning Implied by our assumption would be extremely difficult, If not

impossible, to obtain In practice. But the assumption that employment Is

4
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held constant may not be far from the truth, and It is convenient

analytically because it allows CBO to focus on other effects of a surcharge

in the base case.

In addition, it will be assumed initially that there will be no foreign

retaliation In response to new U.S. tariffs and that everyone believes that

the tariff will be permanent despite any official claims to the contrary.

This then leaves the difficult problem of what happens to international

capital flows.

Some would argue that, if employment is assumed to be constant, the

tariff, by reducing the U.S. budget deficit, will reduce U.S. interest rates,

thus causing an Increased outflow or lowered Inflow of international capital.

This effect could be offset, however, by foreign producers' deciding to

circumvent the new tariff wall by moving production to the United States.

Although foreign producers could, in theory, finance new U.S. production

facilities by drawing on U.S. capital markets (an attractive option, if U.S.

Interest rates actually fall), they may also bring some foreign financing with

them. Moreover, the situation is confounded further by uncertainty about

what happens to foreign interest rates in response to any fall in U.S. rates.

Consequently, given these simplifying assumptions, changes In

international capital flows could, by themselves, exert either upward or

downward pressure op the value of the U.S. dollar. It is CBO's Judgment,

5
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however, that the effects would not be large either way and that the change

the value of the U.S. dollar would be dominated by the tariffs effect on

trade flows. As a result, the forelg exchange value of the U.S. dollar is

sure to rise. The reason is that the amount of dollars paid to foreigners for

imports will fall either because the world price falls by the entire amount of

the tariff or because the tariff raises the U.S. price of the goods and the

quantity demanded falls. in most cases, it is reasonable to expect some fall

in the price paid to foreign producers and some rise in the price paid by U.S.

buyers, with the size of each effect varying greatly from product to

product. I/

In summary, under the simplifying assumptions made thus far, the

most likely effects of a tariff would be:

o a rise In the value of the U.S. dollar, which would hurt U.S.
exporters;

o a rise In the U.S. price of imports and competing goods, which
would hurt heavy consumers of imports and Industries that use
Imports or competing goods as Inputs;

o a rise in the demand for the products of industries that compete
with imports, which would help those industries; and

o a fall In the U.S. budget deficit because of the revenue Implica-
tions of the tariff.

1. To the extent that the world price of imported goods falls, there is a
benefit to the welfare of the importing country. In'theory, this effect
can be large enough to more than offset the loss in efficiency Imposed
by the tariff. This possibility provides an exception to the rule that
tariffs reduce domestic welfare. But to obtain this result, the tariff
has to be set at precisely the right level, and that level varies from
good to good. it is extremely unlikely that an across-the-board tariff
could result in such a welfare gain.

6
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The effects of a tariff on the industrial composition of U.S. output are

considered in more detail in the last section of this testimony.

The effect of a tariff on U.S. Interest rates Is ambiguous. Beneficial

effects will result from reducing the budget deficit and from any Increase In

the supply of foreign capital accompanying foreign investment In production

facilities that are designed to circumvent the tariff wall. On the other

hand, If the tariff has a net expansionary impact, by assumption it will be

countered by a contractionary monetary policy in order to keep employment

constant.

Thus far, this analysis has not considered the possibility of retaliation

In detail. Because the United States is so Important in world trade, it is

almost certain that a surcharge will result In a significant loss of economic

welfare for the rest of the world. Since the major trading partners of a

large, tariff-raising country unambiguously suffer losses in economic

welfare, they have every motivation to band together to raise their own

tariff or nontariff barriers to trade vis-a-vis the large country. The precise

effects of this retaliation depend on the height and the type of trade

barriers that are raised, which are almost impossible to predict. It is

doubtful, however, that the trading partners will be able to raise their

welfare back to Its initial level before the surcharge was imposed. The

large country may be able to Improve its economic welfare somewhat by

Imposing the import surcharge. After foreign retaliation, however, the
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large country is almost certain to suffer a net loss in economic welfare

compared with Its Initial, presurcharge situation. Hence, even though there

is a possibility that one or another country may enjoy a net gain in economic

welfare after retaliation, the most likely outcome is that all countries will

oe worse off than they were initially.

Of course, the possibility exists that retaliation may lead to counter-

retaliation, and ultimately to a trade war. The volume of world trade,

already depressed prior to retaliation, would decline even further, and the

internal distribution effects would likely be more severe. In fact, if

retaliation escalates, the volume of trade between the large country and the

rest of the world could dwindle to almost nothing. The end result would be a

drastic reduction in economic welfare for both the United States and its

trading partners.

Reta nation also might take forms other than the imposition of tariffs

against U.S. products. Angry allies might contribute less to mutual defense

or take other actions designed to make life painful for the United States.

The foregoing analyst has assumed that private economic. agents

expect a U.S. import surcharge to be permanent. If people making economic

decisions believe that a U.S. import surcharge would be only temporary,

these conclusions could change conriderably.
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One possibility Is that U.S. citizens might not change their consump-

tion behavior at all, but would absorb the full impact of the temporary

surcharge by dipping into their savings. If real expenditures on imports did

not decline, there would be no positive expenditurewitching effects.

Moreover, there would not be a direct contractionary fiscal-policy effect,

because the temporary decline in private savings would fully counteract the

los in purchasing power caused by higher tariff collections. A surcharge

would reduce the federal deficit more since tariff revenues would remain at

a high level as long as the Import surcharge stays in place. This reduced

federal deficit Is unlikely to have ary significant effect on real interest

rates, however, because it would be offset by the fall in private savings.

This is not the only possible outcome, of course, because not all U.S.

citizens may be willing to sustain higher spending on Imports. For instance,

manufacturers who use imported inputs In their production processes may

simply postpone purchases from abroad. If the majority of Importers

postpone their import purchases until the surcharge is lifted, and If

simultaneously U.S. citizens conclude that American goods are poor

substitutes for Import goods, a number of conclusions would change

dramatically. The U.S. trade balance and current account balance would

Improve sharply. The expenditure-switching effect would be muted because

of the limited acceptability of American substitutes. But there would be

only a slight direct contractionary fiseal-polley effect because postponed

49-032 0 - 85 - 9
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import spending yields no tariff revenues.. Nonetheless, the rise in the

private-saving ratio would lower domestic interest rates somewhat, and this

would indirectly raise U.S. real ONP. As a result, there would be some

Improvement in the federal deficit.

Other forces, however, work to confuse the issue further. If private

markets expect a U.S. import surcharge to be truly temporary, foreigners

who might engage in direct investment in the United States would know that

there would be no permanent tariff wall to protect U.S. markets In the

future.

Because a U.S. import surcharge would reduce foreign real GNP

significantly, the greatest threat posed by the proposed import surcharge is

a trade war, which would unquestionably reduce the well-being of all

concerned. History demonstrates the plausibility of a retaliatory tariff

scenario. When the United States passed the Smoot-Hawley Tariff Act of

1930, many foreign countries imposed substantial tariffs of their own.

Smoot-Hawley raised tariff levels on dutiable imported goods to an average

level of 53 percent in 1932, an increase of 33 percent over 1929 levels.

Retaliation led to a downward spiral in International trade, and U.S. exports

as a percentage of GNP fell by close to one-half between 1929 and 1932.

The proposed import surcharge would actually raise the average tariff for

al imported goods above the average levels attained by the Smoot-Hawlu.?

Tariff Act. At eacb step of the retaliatory process, L country raising Its

10
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trade barriers may either raise or lower its own real GNP somewhat, but the

reduction in foreign real GNP is likely to be greater. Consequently,

depending on how many retaliatory rounds are allowed, the reduction in

world trade and world real GNP could be substantial. If retaliation were to

accumulate and get out of hand, there would be a danger of serious

worldwide economic decline.

The preceding discussion of the import surcharge has suggested that a

quantitative assessment of the likely Impacts of a proposed surcharge is a

complex task. In this case, the factors conditioning the outcome Include,

among others, the degree to which foreign producers absorb the higher tariff

by lowering their supply prices, the likelilx)od and extent of retaliation

(resulting perhaps from some assumed movements in foreign incomes and

production), the response of the domestic monetary authority, and,

typically, changes in net capital flows. In evaluating the proposed

surcharge, it is critical to examine the sensitivity of the model simulation

results to changes In these (and perhaps other) conditioning factors. In

addition, the choice of a particular model itself is a conditioning factor.

The model must be robust in the sense that it must be flexible enough to

Incorporate such factors as, for example, the substitutability of imports for

domestically produced goods.

A number of quantitative evaluations of import surcharge policies

have recently been performed. In interpreting their results, the critical

11
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question pertains to the robustness of the conclusions. To explicate

matters, I will adopt a specific example, a study published by Data

Resources, Inc. (DRI). 2/

The DRI study examines the macroeconomic effects of a temporary

Import surcharge, phased out (20-15-7) over a three-year period. Their

analysis assumes mitigating adjustments in the domestic money supply and

no foreign retaliation. Simulation of the policy on the DRI quarterly macro-

economic model (over the 1986-1992 period) yields long-term improvement

in both the federal deficit and the external trade balance at the expense of

near-term adverse impacts on real output, employment, productivity, prices,

and the exchange rate-adverse effects that are, however, decidedly

reversed In the out-years after the surcharge is removed. Because of the

Improvement in real activity by 1992, along with a permanently lower debt-

output ratio, the DRI results reflect relatively favorably on the surcharge

proposal.

How robust are the DRI results? The Congressional Budget Office has

completed a detailed examination of this question which is presented in

Attachment B to this testimony. I wiU only summarize the CBO review

here.

2. See C. Caton, "The Effects of a Temporary Import Tariff," DRI
Review of the U.S. Economy, March 1985, pp. 13-20.

12
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The DRI study analyzes the import surcharge under a very specific set

of conditioning factors. These factors Include the assumptions that 50

percent of the surcharge is absorbed by foreign exporters, no foreign

retaliation takes place, and the domestic monetary authority is passive

Initially In allowing the money supply to Increase with the rise In the price

level and takes a decidedly expansionary stance only when the economy has

been r!gnifleantly weakened. Since the study reports results for a single

simulation using one set of conditioning factors, the study is only a partial

evaluation of a surcharge policy.

Substitution of alternative conditions that are no less plausible is

likely to lead to a substantially different outcome-a fact noted but not

explored In the DRI study. For example, the CBO review concludes that the

long-run optimistic results reported by DRI regaring real activity are most

sensitive to the assumption regarding monetary policy. In particular, If an

alternative, less expansionary response is assumed, the long-run gains In real

activity reported by DRI are likely to be offset if not reversed.

Put another way, the crucial role assumed for moneta-y policy in the

DRI simulation means that the simulation may reveal as much about the

effects of a particular monetary stance, viewed in the confines of a very

specific model, as It does about the effects of a surcharge. Unfortunately,

there are few things that economists argue about more vigorously than the

13
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impact of changes in monetary policy. Relatively small, plausible changes

In the structure of a model can greatly alter the results regarding its power

and, therefore, all model results have to be viewed with a healthy dose of

skepticism.

While the relative merits of any siry.,le set of assumptions may be a

matter of debate, no quantitative analysis is possible without making this

choice. In some policy simulations, conclusions remain the same under a

wide variety of assumptions. Unfortunately, this is not the case in analyzing

the effects of an import surcharge.

EFFECTS ON PARTICULAR U.S. INDUSTRIES

As already noted, an import surcharge would have very significant Impacts

on the composition of economic activity, as measured by production and

employment in particular sectors. In general, industries directly competing

with Imports would tend to gain, while industries relying on either foreign

inputs or export sales would tend to suffer. However, even this simple

statement must be qualified. ' Many industries simultaneously fit into each

of these categories; that is, they use foreign inputs, they export, and they

directly compete with foreigners in the sale of their products to U.S.

customers. The magnitude of employment and production effects for any

specific industry depends on mc.rket conditions for its particular inputs and

goods sold. For example, it would depend on the degree to which the import

14
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surcharge could be pushed back on foreign suppliers of inputs or on how

responsive the consumers of the industry's products are to price increase .

By altering the prices and demands faced by individual industries, a

series of interindustry adjustments would follow the imposition of a

surcharge. These adjustments would take the form of movements of both

workers and capital. Some workers - would find better employment

opportunities while others would be worse off. Moreover, since production

costs would tend to increa.,e and demand for outputs would respond to prices

charged, even expanding industries might find that profits do not increase.

The potential for specific industry effects can be crudely seen in

Tables I and 2, which list the largest importing and exporting industries (by

value of shipments). As noted, industries competing for sales with imports

are potentially helped, while industries relying on imports as an input are

potentially hurt. Of the leading importing industries, intermediate products

used in the production of other goods are very highly ranked. Oil and

natural gas top the ranking. Any increase in the prices of these goods will

tend to filter through the rest of the economy, r Aising prices elsewhere.

The least ambiguous effects of a surcharge relate to exporting

industries. They will very likely be hurt. Foreign demand for their output

will fall with reduced foreign incomes; their production costs will tend to

rise if they use imported inputs; and the rising value of the dollar will make

15
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their products even more difficult to sell abroad. Furthermore, exporting

industries would be the likely target of any foreign retaliation to a

surcharge. Note that three important agricultural products-corn, wheat,

and soybeans-are contained in the list of our top six exports. Clearly,

agriculture would be badly hurt by a surcharge, as would be high value-added

articles such as aircraft and computers. Automobiles are a special case

since they are high on both the import and export list.

Precise estimation of the effects on individual industries Is difficult.

Nevertheless, past industry price, trade, and output behavior does allow for

a crude ranking of the effects of an import surcharge. Using various

statistical estimates of market responses, the CBO has simulated the

effects of a surcharge on major manufacturing industries. Some industries,

such as those producing iron and steel or petroleum products, appear to have

both large output price Increases and large increases In domestic production

and are thus benefited; others such as paper and chemicals are much less

affected in terms of either prices or outputs. As might be expected, the

variation across industries is substantial.

16
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TABLE 1. LEADING ITEMS IN U.S. GENERAL IMPORTS FROM THE
WORLD IN 1984 (Customs value, In thousands of dollars)

Standard Industrial
Classifleation Number Description 1984

Crude petroleum and natural gas
Motor vehicles and passenger car

Petroleum refinery products

Parts of motor vehicles

Blast furnace and steel mills

Radio and TV receiving sets

Semiconductors and rectifiers

Primary nonferrous metals

United States' goods returned

Office machines and typewriters

Paper mill products

Radio and TV communication equipment

Electronic computing equipment

Outerwear of textile materials

Tree nuts

Jewelers' materials

Photographic equipment and supplies

Lumber and other sawmill products

Electronic components and accessories

Miscellaneous commodities

40,039,917

36,980,202

21,450,382

11,043,061

10,122,957

9,373,239

7,262,587

6,400,083

5,629,161

4,!70,976

4,624,035

4,198,883

4,198,520

4,109,912

3,750,817

3,015,638

2,974,625

2,866,198

2,788,121

2,783,340

SOURCE: U.S. Department of Commerce.

17

1311

3711

2911
--.. .-3714

3674

3339

3579

2621

3662

3573
2369

0173

3915

3861

2421

3679

9900



262

TABLE 2. LEADING ITEMS IN U.S. TOTAL EXPORTS TO THE WORLD IN
1984 (f.e.s: value, in thousands of dollars)

Standard Industrial
Classification Number Description 1984

3573 Electronic computing equipment 13,815,n/3
3714 Mboto" vehicle parts and accessories 8,869,752
3711 Motor vehicles and passenger cars 7,064,415

0115 Corn, unmilled (including seed) 7,043,789
0111 Wheat, unmilled 6,476,910
3721 Aircraft 5,807,383
0116 Soybeans 5,438,161
3674 Solid state semiconductor devices 5,240,680

3728 Aircraft parts 5,144,522
2911 Petroleum refinery products 4,961,414

3900 Miscellaneous manufactures 4,800,624
2869 Industrial organic chemicals 4,800,303
1211 Bituminous coal and lignite 4,090,857
3531 Construction machinery 3,413,995
3662 Radio and television equipment 3,029,045
2819 Industrial inorganic chemicals 2,975,022

3533 Oil and gas field equipment 2,791,854
3569 General Industrial machinery 2,757,304
9100 Waste and scrap 2,715,937

2821 Plastics materials and resins 2,660,683

SOURCE: U.S. Department of Commerce.

NOTE: f.8.s. = free alongside ship.

i8



263

ATTACHMENT A

THE EFFECTS OF AN IMPORT SURCHARGE ON NATIONAL WELFARE:
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Staff Working Paper
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SUMMARY

International trade allows countries to specialize in the production of those

things in which they have a comparative cost advantage, trading them for

things they are relatively poor at producing. This specialization and

exchange is of benefit to each country and harms no country. Trade is a

positive-sum activity.

A U.S. surcharge of 20 percent on the value of imported goods, while

benefiting some sectors of the economy, would unambiguously result in a net

overall loss of worldwide economic efficiency and welfare by moving away

from specialization and trade. The only real question is how this Iuss would

materialize and who would bear its burden. In general, the country that

imposes a restriction on Its trade is likely to be one of the major losers as

resources shift away from its most efficient (exporting) Industries to less

efficient (import-competing) Industries that will be partly protected by the

trade restriction.

The distribution, and even the form, of the welfare losses among

countries is less clear. A small country imposing a tariff might have little

effect on world prices and trade, and thus might bear nearly all of the losses

itself. A large country, like the United States,, might be able to shift part of

the tariff burden onto the rest of the world by forcing down the world price

of Its imports (that is, forcing foreign producers to pay part of the tariff by

I
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lowering their prices). This could conceivably be enough to at least offset

the internal loss of economic efficiency resulting from the reallocation of

resources away from low-cost industries to high-cost industries. By

Imposing the right tariff on each good imported, a large country might, in

theory, even gain from protection. But it is unlikely that an across-the-

board surcharge would have such an effect. Moreover, retaliation would be

likely, and if that was followed by counter-retaliation everyone would be

almost certain to lose, and by large amounts.

CAPITAL FLOWS AND EMPLOYMENT EFFECTS: THE BASE CASE

The above analysis draws largely on the pure theory of international trade,

assuming full employment and easy substitution of resources and goods for

one another in response to price changes. While many of the conclusions

derived from this analysis are directly applicable to other situations, the

effects of a surcharge become more complex In the context of a modern

economy open to international capital flows and subject to some t,nemploy-

ment of labor and capital. These complexities relate largely to the poten-

tial effects the surcharge might have on international prices through

exchange rate movements induced by capital flows, and on aggregate

demand and supply. None of these complexities, however, would fundamen-

tally change the results of the previous analysis.

Ui
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To simplify the task of analyzing highly interrelated phenomena, the

following analysis focvses on a base case that can later be modified. The

base case Is constructed so as to allow examination of the efficiency costs

and sectoral effects of the surcharge. It assumes the following: no retalia-

tion, no imposition of capital controls, and the use of the surcharge revenue

to reduce the government budget deficit. In addition, private markets

believe the surcharge to be permanent, despite official protestations to the

contrary. This last assumption is necessary If the private sector is to be

willing to undergo the adjustment costs necessary to reallocate resources

and if foreigners are to consider direct investment in the United States as

an alternative to trade. Finally, aggregate demand and real GNP are

assumed to be unchanged. This assumption is derived from the fact that the

surcharge would raise the domestic price of imports, thus encouraging the

substitution of domestic goods for imported ones. At the same time, it

would produce a contractive fiscal-policy effect by removing purchasing

power from the economy. The substitution of domestic goods for Imported

goods would tend to raise total domestic output, whereas the contractive

fiscal policy would tend to lower it. As a simplifying assumption, it is

convenient to postulate that these opposite effects would offset one

another.

Under these assumptions, if the surcharge had no immediate effect on

exchange rates, it would: reduce foreign real GNP, lower the federal

deficit, and improve the U.S. trade balance. But it would in fact have an

Ili
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effect on the exchange rate because the combined GNP of all other

countries will fall relative to U.S. GNP, strengthening capital flows to the

United States and putting upward pressure on the dollar. Even If capital

flows were not responsive to the relative strengthening of the U.S. economy,

but were instead solely reflective of trade financing needs, the foreign

exchange value of the dollar would rise in response to the surcharge-induced

decline in U.S. Imports.

To the extent that the import surcharge was considered by some to be

a remedy for an overvalued dollar, it would be partially self-defeating.

Since the surcharge would lower foreign real GNP, import-competing ?ndus-

tries might be helped but exporters would be worse off: the dollar would be

stronger while foreign real incomes would be lower, thus reducing ove."eas

demand for U.S. exports; and the U.S. price level would be higher, as a

result of the surcharge Itself and because of higher domestic prices of close

substitutes. Indeed, the strength of the foreign feedback effect on

U.S. exports might by itself lower U.S. real GNP, unless a stimulative mone-

tary policy was used to achieve the base-case assumption of no change in

aggregate demand and real ,3NP.

Under the base-case assumptions, the main impact of the surcharge

would be on the composition of production and final demand. It would raise

domestic prices of imports and import-competing goods, thereby increasing

revenues of Import-competing industries and the prices paid for resources

used intensively in these industries. Conversely, industries that rely heavily

IV
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on foreign imports would experience higher production costs, leading to

fewer sales and ultimately less Income. On the consumption side, higher

costs of both imported and domestic products would cause welfare losses.

Although the base case assumes no foreign retaliation, which restricts but

far from eliminates the negative effect of the surcharge on U.S. exports,

some negative effects could nonetheless be expected, as exporting Industries

would have to contend with a higher-valued dollar. Moreover, the foreign

feedback effect mentioned earlier would also lower demand for U.S. export

goods as lower incomes abroad translated into reduced foreign consumption.

And, finally, should there be foreign retaliation in kind, the domestic com-

positional effects would be even more pronounced.

OTHER SCENARIOS

Some of the above conclusions could change it the surcharge was viewed as

being truly temporary. One possibility is that consumers would not switch

into domestic substitutes but would dip Into savings to absorb the impact of

the surcharge. This would reduce the stimulative effect discussed earlier.

At the same time, continued spending on imports would bring in greater

revenue to reduce the federal deficit. Since the effects of reduced private

saving and the reduced public deficit would ctneel each other out, no signi-

ficent effect would be likely on real interest rates.

v
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Another possibility is that import buyers would simply postpone their

purchases in expectation that the tariff would elapse in three years (quite

likely under a declining rate surcharge). In the extreme case, where most

Import purchases were postponed but U.S. citizens did not switch to

domestic substitutes: the U.S. trade balance would improve dramatically,

there would be no stimulative expenditure-switching effect, there would be

no contractive fiscal policy effect because of the lack of tariff revenue, but

the relative increase in private savings (as a result of postponed consump-

tion) could lower interest rates.

Under either extreme possibility, the potential effects on capital flows

and exchange rates are unclear. If GNP rose, capital inflows might be

stimulated. But If the surcharge was viewed as temporary, foreigners might

lack the incentive to jump the tariff wall and invest In the United States.

Finally, there is the possibility (indeed, history suggests the probabil-

ity) of retaliation. Since thg surcharge would impose large losses on other

countries, they would have a strong Incentive to retaliate (either individ-

ually or collectively) to recoup some of their losses. It is unlikely, however,

that they could recoup much, and the most probable outcome is that every-

one would be worse off. The volume of world trade would almost certainly

decline, leading t.o even greater losses in economic efficiency and welfare.

It is quite possible that retaliation would lead to capital controls,

heightened financial risk, and a reduction in foreign capital available to the

United States. If so, U.S. Interest rates could rise significantly, output and

Income would fall, and the federal debt would skyrocket.
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INTRODUCTION

Economists have long extolled the gains from free international trade and

decried the losses of economic efficiency that result from international

barriers to trade. One of the purposes of this paper Is to describe how a

U.S. Import surcharge would result in losses of economic efficiency, and

consequently of welfare, for the world at large and for the United States in

particular. Another purpose is to highlight the considerations that would

be strategic in designing an analysis to evaluate the effects of a U.S. import

surcharge.

The paper is divided into several sections. Section I considers the

effects of an import surcharge from the viewpoint of the pure theory of

international trade, which assumes a world without money and without

the possibility of short-run undereriployment of labor and capital; Section I

also assumes that foreign countries do not retaliate against a U.S. Import

surcharge by raising thtir own tariff or nontariff barriers to trade. Section

II completes the discussion from the viewpoint of the pure theory of trade

by considering the effects of a surcharge In the presence of foreign

retaliation against the United States.

Section III expers the analysis to consider the effects of a surcharge

on international capital flows and on employment of labor and capital in a

monetary economy, but without the possibility of foreign retaliation. It is

assumed in this part of the paper that private markets expect the import

surcharge to be permanent despite official protestations to the contrary.

I
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Given the great complexity of the real world, this section focuses on a base

case under simplifying assumptions, and suggests iv-,. conclusions might be

altered by changing some of the assumptions. Particular attention is paid to

the compositional effects of an import surcharge on specific U.S. Industries.

Section IV then considers what might happen if an import surcharge

was perceived by private markets to be truly temporary. Section V

.-oncludes by considering the effects of foreign retaliation under real-world

circumstances.

SECTION 1: THE PURE THEORY OF INTERNATIONAL TRADE WITH NO
RETALIATION

The pure theory of international trade describes a barter world in which

there is nu money, although goods exchange at relative prices very much as

they do in a monetary economy, and the pricing system plays a key role in

the allocation of real resources among alternative uses. The main

difference between the monetary and the barter worlds is that, in the

latter, prices of commodities are quoted in terms of other commodities

rather than in terms of monetary units. 1/

1. The price of a commodity I in terms of another commodity II indicates
the amount of 1I that must be secrifficed or traded in ordor to obtain
one unit of I; it is the ratio of the number of units of Ii per unit of I In
a voluntary market exchange. The price of commodity 1I in terms of
commodity I is simply a reciprocal of this ratio. The barter price of I
in terms of II correponds to what in a monetary world would be the
ratio of the money price of I to the money price of II. Barter prices
are relative prices.

2
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In the general case, the barter or pure theory of international trade

assumes that labor and capital can be substituted for one another In the

production process in varying degree as their relative prices change, and

that consumers hit their purchases from one good to another as their

relative prices change. The pure theory of international trade is more

suited to analyzing the long-run effects of a tariff than the short-run

effects. It assumes that labor and capital are fully employed, which limits

Its applicability to the short-run situation. Even with such limitations,

however, many of the important conclusions from the barter or pur theory

of trade are directly applicable to analysis of underemployment situations in

a monetary economy with International capital flows.

The imposition of import tariffs obviously reduces the volume of world

trade. If countries do not trade with one another at all, relative prices of

commodities In each country depend on such things as their supply of natural

resources; their climate; the size, quality, and composition of their physical

capital stocks; the size, education, and skill levels of their labor force; and

consumer preferences. If countries trade freely with one another, relative

prices tend to equalize in the world market. Consequently, for any country,

the prices of commodities that were relatively high without international

trade are lowered under free trade through imports of lower-cost goods.

Similarly, the prices of commodities that were relatively low are bid up

under free trade, and more resources are shifted Into their production for

export markets.

3
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The welfare gains from free trade result, therefore, from enabling

countries to specialize in the production of those goods in which each has a

comparative cost advantage. According to the principle of comparative

advantage, international specialization results in higher total world output

of goods and services, and it is very unlikely that any country will be made

worse off than it would have been without international trade.

Another consequence of sp -cialization according to the principle of

comparative advantage is that those factors of production that are

relatively most important to the production of export goods earn higher

incomes. If the production of export goods Is capital intensive, the return to

capital rises relative to the wage rate for labor; if production of export

goods is labor intensive, the wage rate rises relative to the return to capital.

In moving from the no-trade situation to the free-trade situation, then,

there will generally be some winners and some losers within each country,

and different geographical regions of the country can be affected quite

differently.

Thus, the welfare gain from free trAde is a potential gain in that

everyone could have either more of all goods or, alternatively, the same

amount of all goods with more leisure. Free trade for a particular country

Is better than no international trade, in the sense that there exists some

pattern of domestic taxes and transfer payments that would allow everyone

to be better off than without trade. Those who wanted free trade could

reward those opposed to it for agreeing to move from the no-trade to

4
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the free-trade situation, with the end result that everyone's welfare would

be improved. Institutional restraints, however, often make it difficult to

arrange such transfers in practice.

One relative price of particular importance to the barter theory is

called "the terms of trade." it indicates the amount of import goods

obtainable from one unit of exports, and can be thought of as reflecting the

external purchasing power of exports. The introduction of tariffs on imports

raises the domestic price to the consumer above the price charged on world

markets--that is to say, above the price received by foreign producers.

In other words, the tariff causes the pattern of prices faced by

consumers to move toward that which would exist without international

trade, and consumers consequently shift their purchases toward import-

competing goods. Because full employment is assumed, labor and capital

must be drawn away from the export industries where they are used

relatively efficiently and moved toward less efficient Import-competing

industries that have comparative cost disadvantages. As a result, there is

an unambiguous loss of potential world welfare. In moving away from

international specialization according to the principle of comparative

advantage, potential world output of goods and services declines.

The distribution of the net loss of world welfare among countries Is

less clear. Even though an import surcharge almost certainly changes

domestic prices, it may or may not change relative prices cn world markets.

If the country imposing the tariff is small compared with the rest of the
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world--or if Its trade volumes are small relative to trade volumes for the

rest of the world--then the tariff has essentially no effect on world prices.

In this case, the total effect of the tariff is absorbed by the relative price of

the country's import-competing goods, which must rise by the full arhount of

the tariff. Taking all markets Into consideration, when the country imposing

the import tariff has no effect on world prices, the net loss of world welfare

is largely borne by the country imposing the tariff.

If the country imposing the Import tariff is large enough to have a

substantial impact on world prices, there are very special circumstances in

which the tariff can result in a net gain of national welfare. If the country

imposing the tariff has enough market power so that a fall in its purchases

of imports depresses their world price relative to the price of Its exports,

the gain in import goods obtainable per unit of export goods can more than

offset the internal loss of economic efficiency resulting from reallocation of

real resources away from low-cost industries to high-cost industries.

Although there may or may not be a gain In welfare for the large country

Imposing the tariff, there is an unambiguous net loss of potential welfare for

the rest of the world, and for the world as a whole, because other countries

are certain to lose more than the tariff-raising country gains.

A big country may be able to devise an "optimal" tariff structure that

raises its national welfare at the expense of the rest of the world--that is, if

foreign countries do not retaliate by raising their own tariff or nontariff
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barriers to trade. But in a world of many commodities and many factors of

production, imposition of an optimal tariff structure would require an

enormous amount of technical information relating to specific markets for

internationally traded goods. Because market characteristics vary widely,

an optimal tariff structure would generally consist of a complex system of

subsidies as well as tariffs, of differing heights, imposed on export goods as

well as on import goods. It is exceedingly unlikely that an across-the-board

import surcharge would correspond to an optimal tariff structure for the

United States.

Furthermore, regardless of whether the big country's economic

welfare rises or declines on a net basis, an across-the-board surcharge

results in substantial internal distributional effects under the assumption of

full employment of capital and labor. In shifting resources from relatively

low-cost industries to relatively high-cost industries, imposition of an

import tariff raises the domestic prices of imports and import-competing

goods, increases output of domestic Import-competing industries, and raises

the prices of factors of production that are relatively most important to the

production of import-competing goods. At the same time, prices of export

goods decline, fewer resources are devoted to export production, and the

rewards of the factors of production that are relatively most important to

those Industries decline. On the consumption side, those domestic residents

with a high propensity to consume imported and related goods lose,

relatively speaking, because of the higher prices that they must pay for

these goods.
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SECTION II: THE PURE THEORY OF INTERNATIONAL TRADE WITH
FOREIGN RETALIATION

If a small country imposes an import surcharge, the likelihood of

foreign retaliation is relatively slim because the effect of the surcharge on

the rest of the world will be small. But If the country imposing an import

surcharge is large, it Is almost certain that the surcharge will result In a

significant loss of economic welfare for the rest of the world. When the big

country succeeds in reducing the world price of its Imports relative to its

exports, it automatically lowers the amount of import goods that other

countries can obtain per unit of their export goods. Moreover, the change in

prices faced by the rest of the world shifts resources from their low-cost

export industries into their high-cost import-competing Industries, thereby

creating efficiency losses abroad.

Since the major trading partners of a large, tariff-raising

country unambiguously suffer losses in economic welfare, they have every

motivation to band together to raise their own tariff or nontariff barriers to

trade vis-a-vis the large country. The precise effects of this retaliation

depend on the height and the type of the trade barriers that are raised,

which are almost impossible to predict. It Is possible that the retaliating

countries may be able to improve their economic welfare somewhat relative

to what they had experienced in the presence of the surcharge alone. It

Is much less likely, however, that they will be able to raise their welfare

back to Its initial level before the surcharge was imposed. As for the large

8
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country, it may have been able to improve its economic welfare somewhat

by imposing the import surcharge, but, after foreign retaliation, it is almost

certain to suffer a net loss in economic welfare relative to the initial, pre-

surcharge situation. Hence, even though there is a possibility that the one

or the other may enjoy a net gain in economic welfare after retaliation, the

most likely outcome is that everybody will be worse off than initially.

The volume of world trade, already depressed by the Imposition of a

surcharge, will decline further as a consequence of retaliation. Moreover,

even though relative prices on world markets may not change much, prices

within countries will be changed significantly by higher tariffs. Hence,

throughout the world, prices of export goods will be lower and prices of

import-competing goods will be higher. As a result, the distributional

effects within countries are likely to be more severe, as even more

resources within each country are devoted to production of its relatively

high-cost goods.

Of course, the possibility exists that retaliation may lead to counter-

retaliation, and so on. An outcome of such a trade war will generally be

that both the large country and the rest of the worl will suffer losses in

economic welfare. In fact, if retaliation escalates, the volume of trade

between the large country and the rest of the world could dwindle to almost

nothing, and the end result could be disastrous for world welfare.
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SECTION III: CAPITAL FLOWS AND EMPLOYMENT EFFECTS
CONSIDERED

The effects of an import surcharge become very much more complex

and difficult to analyze for a modern monetary economy that is subject to

international capital flows and underemployment of capital and labor. In

this world, effective exchange rates are determined by the forces of

demand and supply for national currencies used in international trade, and

also for currencies used to conduct International capital transactions. As a

result, Imposition of an import surcharge may alter the relative prices of

internationally traded goods indirectly through exchange-rate movements

that are generated by induced capital flow.- Moreover, underemployment

of labor and physical capital allows for multiplier effects that magnify a

policy shock, such as an import surcharge, Into higher or lower levels of

aggregate real output and disposable income. Thus, imposition of an import

surcharge affects international trade not only through changes in relative

prices but through changes in the economy's total output.

Given the great complexity of the situation, the following analysis

focuses on a base case under a number of simplifying .-wsumptions that allow

unhindered examination of the efficiency costs of an import surcharge. It

assumes that the major trading partners of the United States do not band

together to retaliate against an import surcharge by raising their own tariff

or nontariff barriers to trade. It further assumes that no country under-

takes to control international capital flows or to tax International flows of

Investment income, and that nobody expects such developments.
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In addition, the base case assumes that private markets expect a U.S.

import surcharge to be permanent, despite official disclaimers to that

effect. Consequently, the domestic private sector Is willing to undergo

adjustment costs associated with the reallocation of real resources among

domestic Industries. Similarly, foreigners who might engage in direct

investment In the United States expect the tariff wall to protect U.S.

markets permanently.

Imposition of a U.S. import surcharge raises the domestic price of

imports, with two major direct effects on the domestic private economy.

One is an expenditure-switching effect in response to change In relative

prices, whereby domestic residents switch their spending from Imports to

domestic output. This would have an expansionary effect on the economy.

The other is a contractionary fiscal-policy effect whereby the increase In

tariff revenues immediately removes purchasing power from the domestic

expenditure stream. In other words, the expansionary expendIture-swItching

effect is offset to some degree by a contractionary fiscal-policy effect.

If imports consisted entirely of goods that were very similar in all

respects (except price) to domestically produced goods, it Is quite possible

that the expenditure-switching effect could overwhelm the contractionary

fiscal-policy effect, and domestic output could rise substantially. At an

opposite extreme, In a developing country where the range of possibilities

for substitution between domestic output and imports is very limited or nil,

the outcome would be very different. In fact, if imports provided necessary
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inputs to the domestic production process, domestic output would not only

fall in response to a surcharge but could fall by more than the amount

indicated by the contractionary fiscal-policy effect.

The truth for the United States undoubtedly lies somewhere between

these two extremes. This particular question is an empirical one, left for

the quantitative analysis. A study by Data Resources, Inc., suggests that

the Impact would be contractionary on balance. The next phase of this

study will provide a detailed analysis and critique of the DRI study. The

present qualitative analysis assumes that, before foreign feedback effects

are taken into account, domestic expendituri switching would just offset the

contractionary fiscal-policy effect, leaving domestic aggregate demand and

real GNP unchanged. These assumptions are adopted solely for analytical

convenience in isolating the direct efficiency costs created by an import

surcharge. Alternatively, it could be assumed that monetary policy

precisely offsets any net expansionary or contractionary effect that occurs.

This might be appropriate if the monetary authorities pursue explicit goals

for aggregate economic activity. In practice, however, such fine tuning is

very difficult, and economic goals are constantly shifting in response to

exogenous events and to changes in the structure of the economy.

Other effects of an import surcharge appear to be less ambiguous.

Regardless of the direction of the effects on domestic aggregate demand

and real GNP, an import surcharge reduces foreign real GNP, lowers the

federal deficit, and improves the real U.S. trade balance. Since the

12
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surcharge lowers the world market price of Imports, It also Improves the

nominal U.S. trade balance. Because the trade balance would improve at a

-constant exchange rate, then it follows that with no change in capital (iows

the dollar would appreciate.

It also appears thal an Import surcharge might Improve the overall

strength of the U.S. economy relative to the overall strength of the rest-of-

the-world economy. If it lowered U.S. real GNP, moreover, the surcharge

would be likely to lower foreign real ONP by more. 2/ It is quite possible,

then, that an Import surcharge could strengthen Investment capital flows

into the United States and thus lead to an even stronger dollar than the

improvement In the trade balance alone would produce.

For the following analysis, however, s less extreme assumption Is

used: the total level of investment capital inflows into the United States is

unaffected by the import surcharge and remains the same as in the absence

of the surcharge. [is this scenario, the effective exchange rate Is

determined by the strength of excess demand. for dollars arising from

investment considerations, relative to the strength of. excess supply of

dollars related to the current-account deficit. By assumption, excess

demand for dollars arising from investment considerations is unchanged by

2. In this se, the outcome In relative terms is less clear; even though
the drop in foreign real GNP is likely to be larger than the drop in U.S.
real GNP, the percentage decline in U.S. real GNP could exceed the
percentage decline in foreign real GNP.
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the surcharge. Because the surcharge improves the trade balance at a

constant exchange rate, excess supply of dollars related to the current-

account deficit declines at the initial exchange rate. Thus, demand exceeds

supply, and the dollar must appreciate In order to equilibrate the exchange

markets.

One of the motivations underlying proposals for an import surcharge is

to ameliorate the effects of what many observers consider to be an

overvalued dollar. But if net capital inflows remain strong, it follows that

such an import surcharge would be partially self-defeating. Although the

relative position of U.S. import-competing industries would still probably

improve, exporters would be in worse straits than before, because: (1) the

dollar would be stronger; (2) foreign real incomes would be lower; and (3)

the U.S. price level would be higher. In fact, a good deal of the favorable

impact of a surcharge on the U.S. trade balance could be offset by ensuing

dollar appreciation and lower foreign income.

It is very unlikely that this basic result would be altered by allowing

autonomous capital flows to change in response to the import surcharge. It

has already been noted that the deterioration of foreign incomes would

make the United States a relatively attractive place for Investment. In

addition, a tariff, thought io be permanent, would induce foreigners to

establish U.S. plants in an effort to leap over the tariff barrier. While such

investments could be financed in U.S. capital markets, it is more likely that

some funds would be brought in from abroad. Thus, while it is possible to
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concoct circumstances in which the tariff might inspire U.S. capital

outflow, I/ an enhanced capital Inflow seems much more likely. This would

add to the appreciation of the dollar, causing the surcharge-induced

Improvement In the trade balance to be reduced further; Indeed, It Is

possible to Imagine cases in which the autonomous inflow of capital

increases significantly and, at least temporarily, leaves the trade balance

worse off than before the surcharge.

The strength of foreign feedback effects suggests that even though

domestic expenditure switching might otherwise offset contractionary

fiscal-policy effects on the domestic economy, an Import surcharge could

lower U.S. real GNP indirectly through its effects on the rest of the world.

The base-case scenario might require stimulative monetary policy to

achieve the outcome of no change In domestic aggregate demand and no

change In U.S. real GNP. If so, it is additionally assumed that all domestic

prices Increase proportionately In response to the monetary stimulus, so that

relative price movements are dictated solely by the import surcharge.

U.S. Imports tend to be capital intensive, whereas U.S. exports tend to

be labor intensive. More specifically, U.S. exports tend to be skilled-labor

intensive. In the base case, an Import surcharge results in the transfer of

3. Some U.S. producers who are highly dependent on imports as inputs
might be inspired to move their facilities abroad In order to avoid the
higher costs Imposed by the tariff, but this impact would be unlikely to
dominate.
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real resources from U.S. Industries characterized by comparative cost

advantages to less-efficient import-competing U.S. Industries characterized

by comparative cost disadvantages. Thus, the wage rate of skilled labor

fals relative to the wage rate of unskilled labor, and relative to the rental

price of capital. The loss of economic efficiency resulting from a

suboptimal allocation of domestic resources is mitigated to the extent that

capital movements substitute for trade, because net capital inflows

alleviate the relatlwv domestic scarcity of capital. Nonetheless, capital

inflows cannot eliminate the loss of economic efficiency as long as

distortions exist between internal and external relative prices.

Under the base-case assumptions that there is no retaliation and no

change in aggregate demand, the main impact of an import surcharge would

be on the composition of production and final demand. As stated earlier,

some industries, particularly those that compete with Imports, would gain as

a result of the protective tariff. But others would lose because they rely on

foreign inputs, and, therefore, would experience higher production costs.

Consumers, of course, would also lose, from higher costs of both imported

and domestic products.

Identifying those industries that would expand or contract In response

to a surcharge is (under the base-case assumptions) essentially a matter of

identifying the effects of higher import prices as the tariff is passed

through, and as buyers rearrange their purchases. Higher Import prices will

generally induce domestic purchasers to substitute like domestic goods for

49-032 0 - 85 - 10
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imported ones, where they can, or to switch to other goods where possible.

At the same tinie, where suostitution is not possible, purchasers will simply

have to pay the higher cost, either through drawing on savings (discussed in

Section IV, below) or through eliminating other purchases.

Winning and losing industries can be identified with the aid of input-

output analysis, which allows one to trace the effects of changes in the

prices of imported goods and their domestic substitutes through the

economy--both ir. terms of inputs to final products and of outputs of final

products themselves. This type of analysis would show how the composition

of domestic output and consumption is likely to be affected by the

imposition of a surcharge. Without that analysis, it is not obvious which

industries would be the winners and which the losers. Certainly, domestic

mineral producers would benefit from the higher prices of foreign com-

petitors, but users of those minerals would face higher costs and would thus

be injured. The next phase of this study will attempt to identify the winning

and losing sectors of the economy with more precision.

Although the base case assumes no foreign retaliation, which precludes

any major direct negative effect on U.S. exports, some negative effects

could be expected as U.S. producers, including producers of export goods,

faced higher production costs. Should other countries choose to retaliate

against the United States in kind, domestic compositional effects could be

even more pronounced as some key exporting industries, such as agriculture
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and aircraft, would have to bear the brunt of reduced foreign demand for

their products.

SECTION IV: IMPLICATIONS OF MAKING THE TARIFF TRULY

TEMPORARY

The foregoing analysis has assumed that private economic agents expect a

U.S. Import surcharge to be permanent. The rationale underlying

this assumption has its roots in experience; protectionist measures that are

instituted on a temporary basis often have a way of becoming rather long-

lived, if not permanent. A number of conclusions could change considerably,

however, If people making economic decisions believed that a U.S. import

surcharge would be only temporary.

One possibility Is tLat U.S. citizens might not change their consump-

tion behavior at all, but would absorb the full impact of the temporary

surcharge by dipping into their savings. If real expenditures on imports did

not decline, there would be no expenditure-switching effect. There would

be no direct contractionary fiscal-policy effect either, because the

temporary decline in private savings would fully counteract the loss in

purchasing power from the withdrawal of tariff revenues from the domestic

expenditure stream.

On the other hand, because temporary depletion of savings implies

little or no change in spending on imports, a surcharge will reduce the

federal deficit more since tariff revenues remain at a high level as long as

the import surcharge stays in place. The greater reduction in the federal

is



288

deficit, which is not expected to be permanent, Is unlikely to have any

significant effect on real interest rates, however, because It will be exactly

offset by a fall in private saving. Prices will rise to the consumer by an

amount equal to the surcharge. Moreover, given that there is no change in

import spending behavior, the external deficit will not improve.

This Is not the only possible outcome, of course, because not all U.S.

citizens may be willing to sustain higher spending on imports. Although

many may want to maintain their Import'spending in real terms on a

temporary basis, including manufacturers who use imported inputs in their

production processes, many others may simply postpone purchases from

abroad.

To take an extreme example, if the majority of Importers postpone

their import purchases until the surcharge Is lifted, and if simultaneously

U.S. citizens conclude that American goods are unacceptable substitutes for

'import goods, a number of conclusions change dramatically. The U.S. trade

balance and current account balance improve sharply. There is no expendi-

ture-switching effect because of the unacceptability of American substi-

tutes, but there Is no direct contractlonary fiscal-polidy effect either

because postponed import spending yields no tariff revenues. Nonetheless,

the rise in the private-saving ratio lowers domestic interest rates somewhat,

and this indirectly raises U.S. real GNP. As a result, there Is some improve-

ment in the federal deficit.

In the latter case, the impact on U.S. real GNP is positive, though

possibly not large. This suggests the possibility that U.S. net capital inflows
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might be stimulated. Other forces, however, work to further confuse the

Issue. If private markets expect a U.S. import surcharge to be truly

temporary, foreigners who might engage In direct Investment in the United

States would know that there would be no permanent tariff wll to protect

U.S. markets In the future. Thus, they would have no Incentive to

accelerate the pace of their investing In U.S. facilities. in this event, a

surcharge-induced Increase in capital Inflows would be much less likely, and

the dollar would appreciate less or possibly even decline.

SECTION V. IMPLICATIONS OF RETALIATION

If an import surcharge was perceived as being relatively permanent or if

U.S. citizens were to postpone their Import expenditures on a grand scale,

qualitative analysis indicates that a U.S. Import surcharge would reduce

foreign real GNP significantly. In fact, even in cases where U.S. real GNP

declines, the decline in foreign real GNP would likely be even greater. The

major trading partners of the United States could respond with more

stimulative monetary and fiscal policies of their own, but a more direct and

a more probable response, would be to raise their own tariff or nontariff

barriers to U.S. exports.

History demonstrates the plausibility of a retaliatory tariff scenario.

When the United States passed the Smoot-Hawvley Tariff -Act of 1930, many

foreign countries imposed substantial tariffs of their own. Smoot-

Hawley raised tariff levels on dutiable imported goods to an average
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level of 53 percent in 1932, an increase of 33 percent over 1929 levels.

Retaliation led to a downward spiral in international trade-U.S. exports

fell from 5 percent of GNP in 1929 to 2.8 percent in 1932. In

fact, collected duties fell by over 50 percent between 1929 and 1932, as

both the volume and value of imports declined.

In the postwur period, a 10 percent ad valorem surcharge was imposed

in 1971 as part of President Nixon's "New Economic Policy"--a multifaceted

attempt to improve the foreign trade position of the United States. (It

included, among other things, abar'oning the fixed exchange-rate system

and imposing wage and price controls.) The surcharge covered all dutiable

imports and was used primarily as a bargaining chip to induce other

countries to revalue their currencies. With some exceptions, the effective

rate of the surcharge was about 4.8 percent. Foreign reaction to the

surcharge was hostile, but the legal situation was ambiguous. A working

party of the General Agreement on Tariffs and Trade (GATT) found that the

surcharge was in line with the magnitude of the U.S. trade deficit problem,

but was inappropriate under the GATT. The working party urged the United

States to remove the surcharge within "a short time," but stopped short of

calling for sanctions. It was removed within four months of its promulga-

tion, after the Smithsonian Agreement of 1971, and any threats of retalia-

tion evaporated.

Although the likelihood of foreign retaliation against an import. sur-

charge is high, experience shows that its type and extent are virtually
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impossible to predict. One may assume that the retaliating country or bloc

of countries would raise its own trade barriers to U.S. exports by in amount

that would result in a percentage reduction of U.S. exports equal to the

percentage reduction in its own exports. Given this or other similarly

arbitrary rules of behavior, the mechanics of a retaliatory commercial

policy scenario would be relatively simple to handle-if one ignored the

effects on capital flows.

If exchange rates are held constant, which is a reasonable approxima-

tion In this case, a qualitative analysis suggests that, at each step of the

retaliatory process, a country or world region raising its trade barriers may

either raise or lower its own real GNP somewhat, but the reduction in

foreign real GNP is likely to be greater. Consequently, depending on how

many retaliatory rounds are allowed, the reduction in world trade and world

real GNP may be substantial. If retaliation accumulates and gets out of

hand, there is a danger of serious worldwide economic decline.

Unfortunately, when capital flows are considered, the direction of

exchange-rate movements in a retaliatory commercial policy scenario

becomes extremely difficult to predict. Capital flows could go either way,

depending on expectations of the final outcome of the retaliatory process.

Moreover, in such a belligerent atmosphere, it is quite likely that capital

flows would be made subject to punitive taxation.

It is possible, then, that a confluence of capital controls, taxes on

international flows of investment income, and universally heightened risk
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could result in s substantial reduction In the volume of International capital

flows. In this event, U.S. interest rates onuld rise significantly, output and

income would fail, and the federal debt could explode. High dollar interest

rates and a contraction of world trade could result in acute financial

problems for Third World debtors and for their U.S. creditors, mostly banks

unable to collect their'loom. %
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ATTACHMENT B. A REVIEW OF THE DRI IMPORT SURCHARGE STUDY

This report examines the likely robustness of a recent study by Data

Resources, Inc. (DRI) of the macreoonomic impacts of a temporary uniform

tariff Increase. I/ The DRI results suggest that if social planners are

prepared to incur modest near-term costs implied by depressed activity over

the duration of the surcharge, longer-run benefits in the form of a

permanently lower debt/output ratio, and generally higher real activity, may

be possible. Furthermore, DRI argues, "(in) comparison whh other deficit-

reduction efforts that also have an Impact on inflation,..., a tariff looks

relatively good because it shifts some of the burden of closing the deficit to

foreigners." 2/

As with all model-based policy assessments, certain assumptions were

made by DRI regarding the nature of the policy itself. The DRI study is

very clear about these assumptions. Because the study reports simulation

results for only one set of conditioning assumptions, however, it leaves open

the question of robustness; that is, how likely is the adoption of an

alternative set of conditioning factors to lead to alternative sets of point

estimates that cast the policy's impact in a radically different light? This is

the central question. To address this issue, CBO first dscusses the DRI

1. C. Caton, "The Effects of a Temporary Import Tariff," DRI Review of

the U.S. Economy (March 1985) pp. 13-20.

2. Ibid., p. 20. Emphasis Is DRI's.
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results and delineate the enabling assumptions employed. This discussion

appears in the first section below. in the second section on Elements of the

DRI Model Structure, some relevant characteristics of the DRI model are

examined as a check for potential biases In the model's parameterizatlon.

Since no systematic biases are Identified, and since this second section Is

rather technical, the reader can skip that section without any loss in

continuity. In the third section, the likely effects of changes in assumptions

are explored. A final section sumnarizes CBO's conclusions.

One point is critical to note at the outset. The quantitative elements

of the following discussion derive solely from the study itself, published DRI

model documentation, and a methodological briefing by DR[ staff members

held in early March.. Sensitivity tests of the DRI experiment are beyond the

scope of the present endeavor. Thus, the discussion does not reflect any

simulation results undertaken by CBO. The limitations implied by this fact

are clear.

THE DRI RESULTS

The DRI study examines the impacts of a three-year phased-out surcharge

on all imported goods. The temporary surtax is assumed to begin in 1986

with a 20 percent increase in tariff rates, followed by alj percent levy in

1987 and 7 percent in 1988. The policy change is Introduced into a "no

policy" baseline environment. DR! constructs this baseline by removing

2
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from their standard controlo) forecast any federal policy changes they may

be forecasting. In essence, the "no policy" baseline is DRI's analogue to the

current service projection of OM or to CBO's baseline economic projection.

The baseline forecast shows real interest rates, exehanr.w rates, and federal

deficits to be relatively high by historical standards. 3/ This is not to say

that the forecast is remarkably different from the current consensus (which

it clearly is not) but only to emphasize that these "initial conditions" are

important. To the extent that large deficits and "cautious monetary policy"

lead to high Interest rates (as the study states), the relative movements in

economic variables induced by a new fiscal-monetary policy mix will not

typically be independent of the initial conditions.

The simulation work proceeds on the basis of four assumptions:

(1) The surcharge is applied to all imported goods without exemption

(uniformity);

(2) Foreign producers "absorb" 50 percent of the surcharge in the form of

reduced supply prices;

(3) No foreign retaliation takes place;

(4) The domestic monetary authority responds to the policy with an initial

(passive) accommodation and a subsequent (active) expansion in the

money supply.

3. ibid., pp. 14-16.
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The Initial effects of the surtax include an Increase in the price level (via

direct increases in the price of imported goods for final use and In the costs

of production for domestic producers using imported inputs), along with a

reduction in the federal deficit (increased customs revenues), and an

improvement in the current account (increased import prices discouraging

import demand, in conjunction with lower external prices for imports). The

induced decline in real income leads to a 0.4 percent decline in total real

demand. Reduced imports offset about half of this, so that real ONP

declines by 0.2 percent in tOe first year. 4

A major %dvantage of using an econometric model for policy analysis

is that, when appropriately specified, the model can account for com-

plicated feedback influences throughout the economy. In the present

context, these Influences are significant. For example, while income-

induced declines in real consumption (-0.6 percent) dominate the first-year

fall in real GNP (-0.2 percent), the decline in overall activity begins to

inhibit Investment spending by the second year. Export activity is also

reduced by the second year, the result of a decline in foreign real activity as

well as a dollar appreciation consistent with improvement in the 4irrent

account (current account improvement, ceteris paribu, Implies a relative

increase in the demand for dollar-denominated assets). Thus, even though

4. In the next section, the direct lInk between the tariff and the
macroeconomy in the DRI model will be discussed in greater detail.

4
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the surcharge Is phased out after the first year, the adverse consequences

for domestic activity linger on, with most of the indicators reported by DRI

showing their largest declines in 1988, the final year of the surcharge. In

that year, DRI finds real GNP to be down 1.1 percent relative to its baseline

level, and the unemployment rate Is at Its relative maximum, up 0.4 points

from baseline-all of which represent relatively small movements.

Once the surcharge is removed, however, this prognosis is decidedly

reversed. To quote from the study:

"In the years 1989-92, the legacy of the tariff
persists. Both Inflation and the size of the public
debt are reduced. As a result, short-term rates begin
to come down, the exchange rate depreciates relative
to the baseline, and real activity begins to move back
towards the baseline." 5/

Indeed, by 1992, the simulation results indicate the policy has achieved a

cumulative federal deficit reduction of $210 billion; a cumulative

Improvement In the current account balance of $156 billion; declines In real

Interest rates, the price level, and unemployment; and Increased real

activity relative to baseline.

5. Ibid., p. 18.
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ELEMENTS OF THE DR[ MODEL STRUCTURE

Does the specification and parameterization of the DRI model impart any

biases to the range of possible simulation outcomes? In addressing this

Issue, CBO has examined the two sectors of the model most relevant to the

analysis of tariff policy foreign trade and the price level. 6/

Merchandise Trade Flows

DRI distinguishes seven categories of merchandise Imports and six

categories of exported goods. The classifications are by end-use, and the

data underlying the estimated equations are the 1967 benchmark Census

series (Series 990). The model calculates real demands and prices using

behavioral specifications so that nominal flows are determined by indenti-

ties. Service flows are Included in the model but are not discussed here.

The real flow demands follow a fairly common specification with the

exception of fuel imports, which are discussed below. The typical Import

6. The overall structure of the DRI model is examined In great detail in
Otto Eckstein, The DRI Model of the U.S. Economy (McGraw Hill,
1983). The version of the model used in the surcharge study is
described in Otto Eckstein et &J., "Properties of the 1983-A Version of
the DRI Macro Model," DRI Review of the U.S. Economy (April 1983),
pp. 1.13-1.18. As of this writing, DRI is preparing to release an
updated version of their model. Therefore, many of the specific points
made here regarding the model's properties may not apply to the new
version.
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specification relates real Import demand to a real domestic final demand

term and a relative price term (import./price relative to the domestle

wholesale price of the competing good). . A typical real export equation

relates the real flow to a weighted average of measures of real foreign

economic activity (production measures, to be described belo*) and a

relative price term (the dollar price of the exported good relative to the

converted world wholesale price level). All equations are of the constant

elasticity variety, and the right-hand side variables are all entered as

distributed lags of varying length.

Table I contains a listing of the trade flow elasticities with respect to

real a-tivity and price. For each end-use category (excluding fuel imports),

the table lists elasticities and lag lengths (in quarters). Note that for

several import categories, income elasticities are unitary. in each of these

cases, this is the result of a coefficent restriction imposed 2 riori.

In the case of automotive imports, the specification is atypical since

price terms are not present (presumably because of the existence of

quantity rationing), and the demand elasticity is restricted to be unitary. To

estimate an equation for auto imports, DR[ regresses real auto imports

relative to real domestic auto consumption against a cyclical variable--

consumer sentiment. An elasticity of -0.5 is obtained.

7



300

TABLE 1. REAL MERCHANDISE TRADE FLOW ELASTICITIES

a/
Real Activity Price 1983
Short Long Lag Short Long Lag Share

End-Use Category run run Length run run Length (%)

Imports
Food 0.519 1.298 4 -0.048 -0.447 6 9.1
Materials

(nonfuel) 0.558 1.394 4 -0.101 -0.946 6 22.0
Capital goods 1.000 1.000 0 -0.121 -0.302 4 22.6
Automotive 1.000 1.000 0 - - - 13.3
Consumer goods 1.000 1.000 0 -0.078 -0.731 6 22.8
Other goods 0.514 1.284 4 -0.137 -1.280 6 3.1

Exports
Food 0.233 0.581 4 -0.111 -0.554 4 11.1
Materials

(nonfuel) 0.330 0.824 4 -0.050 -0.469 6 28.3
Capital goods 0.532 1.330 4 -0.119 -1.107 6 28.8
Automotive 0.468 1.171 4 -0.079 -0.736 6 7.0
Consumer goods 0.397 0.992 4 -0.206 -1.636 6 9.0
Other goods 0.370 0.925 4 -0.074 -0.692 6 7.9

SOURCE: Congressional Budget Office calculations based on data from Data Resources,
Inc., Macro Model of the U.S. Economy: Version US83A Equation (March
1983).

a/ Percentage distribution of merchandise trade flows across end-use types. Fuel
Imports have been excluded from the detail but not the total.
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The import and export unit value Indices-free alongside ship (f.a.s.)

and, hence, pre-tariff)--are also endogenously forecast in the DRi model.

The typical import price equation relates the rate of change in the unit

value index to a distributed lag on the rate of change of the converted

foreign producer price. (Again, the specifications are of the constant

elasticity variety.) The foreign price level employed in the right-hand side

is the same across end-use import types. In the case of exports, the sectoral

specifications are consistent with a constart mark-up pricing scheme by

domestic exporters. Specifically, the rate of change in an export unit value

index is regressed against a distributed lag on the rate of change in the

domestic producer price for the same type of good.

For reference purposes, Table 2 displays the estimated inflation elasti-

cities. In some instances, these elasticities are only partial elasticities,

since in several cases DRI adds cyclical variables (for example, vendor

performance) that are price sensitive.

Regarding fuel imports, the model's structure is somewhat different.

Real fuel import demand (1967 dollars) is related to a physical measure of

energy imports (BTUs). This physical measure of energy imports is, In turn,

related to both real activity and the price of imported oil, although in a

complicated way. The foreign oil price in the DRI model is represented by

an acquisition cost concept (post-tariff).

9
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TABLE 2. IMPORT PRICE INFLATION ELASTICITIES

Short Long Lag Length
End-Use Category run run (Quarters)

Imports
Food 0.496 0.992 2
Materials (nonfuel) 0.457 0.913 2
Capital goods 0.295 0.998 2
Automotive 0.450 0.997 3
Consumer goods 0.269 6 997 3

Exports
Food 0.685 1.027 1
Materials (nonfuel) 0.539 1.079 2
Capital goods 0.008 0.985 3
Automotive 0.485 0.970 2
Consumer goods 0.061 1.098 2

SOURCE: Congressional Budget Office calculations based on data from
Data Resources, Inc., Macro Model of the U.S. Economy: Version
US83A Equation (March 1983).

The determination of merchandise trade flows Is completed by the

specification of equations for the foreign economic indicators (foreign

producer price Index and real production Indices for Canada, Japan, and

OECD Europe) and the exchange rate. The rate of change in each of the

foreign economic Indicators is regressed against relative movements in

analogous indicators for the United States. In the case of the foreign

producer price, a weighted average of various domestic producer prices is

used as the domestic analogue. These specifications seem designed to

capture the importance of the United States in world trade t the extent

that cyclical variations in the domestic economy will be transmitted abroad.

10
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The DRI exchange rate Is a trade-weighted Index (May 1970 = 1.0)

published by Morgan Guaranty Trust. The exchange rate equation represents

an attempt to incorporate both current and capital account influences. Full

stock/flow interactions are not present, however. The current account

Influences are introduced by relating the relative change in the exchange

rate to the oil-adjusted nominal trade balance relative to GNP (assuming 50

percent of fuel import transactions are dollar-denominated) over the

preceding four quarters. Capital account Influences are accommodated by a

partial Interest-parity mechanism in which both the change and level of the

90-day Treasury bill rate are included as determinants of movement In the

U.S. dollar rate. Since interest-parity relies on International capital flows

to equilibrate (risk-adjusted) International Interest-rate differentials, and

since foreign Interest rates are not present in the DRI model, the parity

mechanism is only partially specified. As with the foreign economic

indicators mentioned earlier, some appeal must be made to the size of the

U.S. position in world transactions in order to justify this specification.

With this outline of the DRI trade sector in mind, the Immediate

Impacts of the surcharge are easily traced out. The surcharge raises import

unit value indices by the effective rate of tariff increase (that Is, the

surcharge rate times one minus the absorption rate), resulting in a direct

decline in real import demand. To the extent that real Incomes are reduced,

several of the income proxies also decline resulting In further declines in

import demand. Since, in the DRI study, interest rates move up only

11
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marginally owing to the price-induced increase In money demand, current

account influences dominate in the near term, placing upward pressure on

the exchange rate. Foreign production activity reacts to depressed U.S.

production with a lag so that the combined Impact of dollar appreciation and

declining demand overseas lowers U.S. exports in a delayed fashion. Real

exports show significant decline (-1.2 percent) by the second year of the

surcharge.

Does this specification of trade flows significantly bias the results? It

is possible to question a number of the DRI specifications (as it Is possible to

do In virtually every model). For example, It was noted above that many of

the Income elasticities of import demand are constrained to uniy. In a

recent survey of empirical literature, Goldstein and Khan report that all but

one of the studies surveyed indicate long-run income elasticities of total

U.S. import demand well in excess of the (nonfuel) average of 1.06 implied

in Table 1. 7/ This implies that the DRI specification may have

underestimated the import decline. Moreover, the specification of foreign

real activity may equally well have understated the declines in foreign

production activity since they rely only on the transmission of Income

effects from the U.S. The assumption of foreign absorption , in particular,

may imply declines in these foreign variables beyond what the model

7. M. Goldstein and M.S. Khan, "Income and Price Effects In Foreign
Trade," Chapter 20 in R.W. Jones and P.B. Kenen, Handbook of
International Economics, vol. 2 (North-Holland, 1985).

12
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specifications would Indicate. (Movements in relative prices that apply to

U.S. trade could also affect foreign real activity through other channels.) If

this were the case, it could be argued that the model may also have

underestimated the depressing effects of the surcharge on U.S. exports.

Any bias In the current account balance Is thus indeterminate without

further empirical investigation.

Determination of the Price Level

Price determination in the DRI model Is Influenced by a combination

of cost-push and demand-pull factors. Since the cost-push elements are of

primary relevance in the present context, demand-side influences can be

dealt with very briefly. Two related but distinct demand measures used

in the DRI price equations are the unemployment rate and alternative

indicators of slack demand (either the Federal Reserve Board capacity

utilization measure or delivery lags). The unemployment rate-determined

by a variant of Okun's Law--enters the wage rate equation with a Phillips

curve structure. Prices, in general, can be viewed as a variable mark-up

over expected unit costs, with the mark-up factor a function of the

slackness of demand. Although demand-side influences will be

Important, the direct price effect of the surcharge will be dominated by

passthrough on the cost side.

The unit value indices for imports-described earlier--affect prices

via two routes. First, several of these prices enter the wholesale price

13
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block (primarily import prices for materials, capital goods, and fuel).

Second, some of the Import value indices enter the equations for several

final demand deflators directly (for example, automotive consumption and

equipment investment). In almost every Instance, Import prices enter as

one element In an aggregate materials term with a factor usage weight

applied to the various import prices. In the wholesale price block, these

weights derive from an Input/output (i/O) structure, while In the case of

final demand deflators, Individual Import prices may be weighted by demand

mix terms. In addition, the material cost terms are entered on the right-

hand side of the respective price equations with a distributed lag.

Generally, the producer price mark-up structure implies a production

structure with substitution (at constant rates) between aggregate material

and labor Inputs and allocations among the disaggregate material inputs

(including imported goods) following a fixed proportions framework. This

separability assumption Implied for the sectoral production technology is

consistent with the following two-stage allocation sequence. On the first

round, producers allocate labor and total materials using a constant

elasticity technology. Once total materials usage has been determined, a

second round allocation is made, whereby total demand for materials is dis-

tributed across detailed material inputs according to a fixed proportions rule

(that is, an 1/O table column).

14
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Thus, the passthrough of an import price shock to the overall price

level depends on the following:

(a) The direct impacts on producer prices (and selected deflators);

(b) The ultimate passthrough from producer prices to the overall

price level including indirect cost and demand effects.

An examination of the model's equation coefficients is instructive only in

discussing (a). The effect In (b) is obviously dependent on model simulation

(as well as equation) properties and will not be discussed further here.

Given the above discussion, it should be clear that the direct

determinants of import price passthrough will depend on both the elasticity

of price with respect to material Costs as well as the 1/O weight on the

relevant import category used In the calculation of aggregate sectoral

materials demand. These parameters are displayed in Table 3. In

interpreting the parameter estimates in Table 3, several points are worth

emphasizing. First, the estimates are helpful only in comparing the relative

direct impacts of changes in import prices. The reason is, of course, that

the I/O cross-equation links are more pervasive than a single equation speci-

fication would Imply since the single equation delineates only direct effects.

Second, in several instances input prices enter into the producer price equa-

tions separately and without weights (for example, metals). In the context

is
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TABLE 3. DIRECT MATERIAL COST INFLATION PASSTHROUGH
ELASTICITIES

I/O
Short Long Lag Import
Run Run Length Weight

Food, Feeds, and Beverage Imports
WPI, Processed Food 0.807 1.211 1 0.049

Nonfuel Material Imports
WPI, Textiles & Apparel 0.418 0.627 1 0.026
WPI, Chemicals 0.272 1.253 2 0.039
WPI, Rubber & Plastics 0.561 0.841 1 0.051
WPI, Lumber & Wood 0.408 0.816 2 0.091
WPI, Pulp & Paper 0.742 1.113 1 0.085
WPI, Metals 0.094 0.161 1 --
WPI, Mise. Industrial 0.858 0.986 1 0.012

Capital Goods Imports:
WPI, Machinery & Equipment 1/ 0.011 0.011 1 --
IPD, Investment, PDE 0.350 0.893 3 bI

Automotive Imports.
IPD, Consumption, Auto. 0.004 0.004 0

Consumer Goods Imports:
WPI, Textles & Apparel 0.418 0.627 1 0.055
WPI, Rubber & Plastics 0.561 0.841 1 0.023
WPI, Miscellaneous Industrial 0.658 0.986 1 0.095
IPD, Consumption, Clothing 0.013 0.371 2 0.093
IPD, Consumption, Furniture 0.440 1.039 3 0.031
IPD, Consumption, Other Durables 0.256 0.508 2 0.074

SOURCE: Congressional Budget Office calculations based on data from
Data Resources, tnc., Macro Model of the U.S. Economy- Version
US83A Equation (March 1983).

NOTES: I/O Input/output.
WPl - wholesale price Index.
IPD implicit price deflator.
PDE * producers' durable equipment.

a. Only lagged priev effect Included.

b. Import share of PDE Investment is used as a weight.
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of -the structural framework described above, this type of specification

would yield (lower) parameter estimates reflecting the fact that the

regression equation is now picking up (and Is dominated by) the 1/O weight as

well as the generic materials effect.

The producer price block has familiar Cobb-Douglass theoretical

structure. Unfortunately, given the stated theoretical foundation for this

sector, it is impossible to obtain reasonable parameter estimates without

the imposition (if not the testing) of parameter restrictions. That such

restrictions were not Imposed by DRI is evident from the uniformly high

long-run elasticities in Table 3 (in the long run, these elasticities should

equal the materials share). Thus, while these producer price equations may

have good forecasting properties, the passthrough implications appear to be

unreasonably large.

Conclusions based on this observation may be hasty. One reason to

suspect that the aforementioned upward bias may not be the whole story is

that the I/O weights used by DRI in constructing the aggregate materials,

cost terms are dated. Benchmark i/O tables are published by the Bureau otf'

Economic Analysis (BEA) only in economic census years (every five years).

Although It Is possible to "update" I/O tables to any year for which a

comprehensive set of industry data is available, the derived coefficierts are

often inextricably linked to the benchmark data. The DRI I/O weights are

based on a 1977 update of the 1972 BEA benchmark 1/O tables (the most

17
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recent data available to DRI at the time this version of the macro model

was compiled). The secular movement of import intensities in final use

since 1972 (and 1977) has been unambiguously upward. Thus, the dated I/O

weights in the DRI price equations are likely to understate the import

content of aggregate materials demand by U.S. industries. This observation

together with that made above regarding the materials cost coefficients

lead, once again, to the conclusion that the direction of overall bias in this

sector is indeterminate.

Thus, the two key sectors of the DRI model do not seem to manifest

clear and predictable biases, at least based on this cursory review, that may

lead to the "forcing" of a particular range of macroeconomic results. While

it is important to point out that no standard model can be expected to be

perfectly suited for every conceivable policy application, it is no less

important, in evaluating policy experiments performed in such models, to

examine the conditional hypothesis imposed by the model itself. In the

present context, then, it is appropriate that attention be diverted toward

the several other conditioning hypotheses maintained in the DRI study.

THE ROLE OF CONDITIONING FACTORS

While the DRI assumptions are not necessarily implausible, it is important to

understand how sensitive the reported DRI results are to changes in these

assumptions. The purpose of this section is to further qualify the DRI

results. As demonstrated below, changing the policy itself to a flat rate of

18
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20 percent (that Is, no phase-out) and relaxing assumptions (1) through (4)

would almost certainly increase the short-run costs of the policy. In

addition, CBO's analysis suggests that the long-run economic prospects are

dramatically Influenced by the assumption of an active expansion of the

money supply by the Federal Reserve. Thus, under a no-less-plausible set of

assumptions, the DR[ model could easily produce simulation results that are

counter to those reported by DRI more costly adverse effects In the near-

term as well as a much less rapid return to growth In the long run, at the

very least.

Sensitivity of the Short-Run Results

As briefly described In the first section and documented more fully in the

DRI study, the Initial adverse effects of the phased out surcharge are the

induced real income loss and an associated decline in consumption

expenditure that more than offsets the decline in Import demands. Even as

the surcharge rate is reduced, the initial decline in real output leads to

reduced activity in sectors that are only Indirectly linked to real disposable

income (for example, business fixed Investment). The first point to be made

is an obvious one. That Is, if the surcharge were assumed to be Imposed at a

flat rate of 20 percent withoutt changing any of the other assumptions), the

short-run declines would be more dramatic. While the Inflationary impact

may still be diminished after the first year, this would be the result of

larger induced declines in domestic demand and not on the phase-out rate of

the import levy. The. peak decline in real GNP would be larger and, bosed on
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the feedback lags implied in the DRI study, might occur well after the

surcharge has been removed.

Several other qualifications are noted by DRI. 0/ The near-term de-

clines reported by DR wpld necessarily be larger if foreign retaliation

were assumed, even though the upward pressure on exchange rates owing to

the current account Improvement might thus be eliminated. Suppose, for

the sake of concreteness, retaliation is immediate and takes the form of

import restrictions abroad on U.S.-produced goods that are sufficient to

wipe out the U.S. current account gains entirely. Using data from the DRI

study, this would imply (in a static sense) further declines in exports

averaging $45 billion, over 1986-1988, or an average additional decline

(others things held equal) of $1.0 billion in nominal GNP. 9/ This direct loss

would obviously instigate further losses as a result of feedback. -

The appropriate qualifications of the analysis with regard to the

assumed uniformity if the levy are noted by DRI. The effects of revising

the assu, r"'.ns, to Incorporate nonuniform absorption and selective

exemptions from the surtax are impossible to predict from a simple

8. C. Caton, "The Effects of a Temporary Import Tariff," pp. 18-20.

9. ibid., Table 3, p. 18.
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examination of the DRI model equations since they would criticlly depend

on simulated movements in relative prices. The results generated for the

aggregate price level could go either way with respect to the DRI

simulation. DRI -does indicate the possibility of alternative outcomes if

uniform exemptions are allowed. Q/

In summary, the short-term results obtained by DRI might be

substantially altered if alternative assumptions about the tax phase out and

retaliation are included. In addition to increasing the direct negative

impacts of the tax, a Joint relaxation of these assumptions is likely to

produce more long-lasting adverse effects as a result of the nature of the

fe dback lap In the DRI model. These qualifications have, for the most

part, been alluded to by DRI. The DRI study does, in fact, present an

interesting rationalization of the absorption hypothesis.

Sensitivity of the Long-Run Results

As was mentioned earlier, the DRI results are relatively sanguine in the

sense that the short-run adverse movements are modest and, in the long run,

all the macro indicators reported show unambiguous improvement. In the

fourth year after removal of the surcharge, real GNP is reported to have

risen 1.0 percent above its baseline level.

10. [bid., p. 18.
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It Is impossible (without extending the DRI simulation to cover the

years beyond 1992) to separate the permanent and transitory components of

the recovery. 11/ DRI does provide a hint, however, In stating that although

the current account improvement dissipates once the tax Is removed, "the

(federal) deficit is permanently improved because interest payments are

lower." 12/Indeed, the improvement in activity by 1992 owes much to a 125

basis point decline (from baseline) in short-term interest rates and a 4.3

percent dollar depreciation. While real consumption expenditure in that year

has only just re-achieved its baseline level, Interest-sensitive sectors exhibit

major gains, with real housing and business fixed investment up 6.5 percent

and 1.4 percent, respectively. The effects of the dollar depreciation are

evidenced by a 2.4 percent rise in real exports and a 1.7 percent decline in

real import demand. Thus, it seems apparent that an explanation for the

relatively large decline in interest rates and the substantial dollar

depreciation (both of which show their largest absolute movements once the

surcharge is removed) necessarily precedes an understanding of the

favorable long-run picture painted in the DRI study.

11/ Transitory improvements might result from feedback lags that are
symmetrical to those accounting for the delayed decline in aggregate
activity when the tax is introduced.

12/ Ibid., p. 18.
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The argument to be presented here is that the assumed monetary

policy Is In large part accountable for all these improvements. This

conclusion is developed by the following sequence of arguments:

(1) The Improvement in short-term rates is mostly the result of the

assumed monetary policy;

(2) The dollar depreciation is implied by movements in Interest rates and,

by (1), is also profoundly influenced by monetary policy.

These arguments are now developed in turn. The DRI model equation for

the 90-day Treasury bill rate (the key short-term rate In the model) is

specified, generally, as positively related to nominal money demand and real

activity, and Inversely related to the availability of loanable funds (a

variable directly linked to monetary instruments). Thus, the increases In

activity would tend to Increase the 90-day Treasury bill rate. DRI

attributes the decline in rates to the decline in "Inflation and the size of the

public debt." 13/ The price level is very nearly at its baseline level In 1992,

and the inflation rate is slightly higher. As for the role of the reduced

deficit, the effects are mild. The Interest rate equation Is related to the

public debt by Incorporating (the logarithm of) the real per capita change in

13. Ibid., p. 18.
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U.S. government debt held by private Investors. To Illustrate the

magnitudes involved, a $52 billion dvline in gross federal debt

(corresponding to the amount implied in ihe DRI study for 1992) was run

through the Interest rate equation with all other factors held

constant. 14/ Using data for the fourth quarter of 1984 as a benchmark, this

calculation yields a decline in the 90-day Treasury bill rate of 32 basis

points, somewhat less than 30 percent of the decline reported by

DRI. 15/ Noting that this decline would at least be partially offset by

Increased money demand and real activity, the conclusion that the expanded

money supply accounted for a major share in the decline In Interest rates is

inevitable.

Evidence for the exchange rate dependence on the monetary policy Is

also present. As was mentioned in the section on Elements of the DRi

Model Structure, the DRI exchange rate equation incorporates capital

account influences by including the 90-day Treasury bill rate on the right-

hand side. Because the 1992 DRi results show a current account

improvement, the 4.3 percent depreciation of the dollar must be the result

of the interest parity mechanism.

14. That Is, assuming money supply to be constant and also abstracting
from the increased real activity that would lead to Increases in this
rate.

15. The use of a historical benchmark overstates the proportional decline
in privately held debt leading to the possibility that the interest rate
impact reported in the text is an upper bound on this partial effect.
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Having made the case for arguments (1) and (2), it still must be shown

that the movements in interest rates induced by monetary policy are

effective in stimulating demand. While the composition of the long-run

recovery shown in the DRI results alone attests to this, it is possible to show

that the implied characteristics of the DRI model support this effect in

general. In a 1983 test of the version of the model used in the study under

review here, DRI shows that a sustained exogenous real shock to the model,

accompanied by a monetary policy that keeps the supply of money at its

baseline level, produces considerably different macro results than if

monetary policy had been unchanged and the money supply had been allowed

to fluctuate commensurate with demand. 16/ In their 1983 study, DRI finds

the size of the real multiplier, after sixteen quarters of sustained shock with

the money supply held at its baseline level, to range between 10 percent and

36 percent of the multiplier to be obtained if the Federal Reserve is

assumed to play A passive role throughout and to allow the money supply to

fluctuate endogenously.

These results are instructive in the present context. The DR[

surcharge study assumes the Federal Reserve will react with a lag, allowing

the money supply to grow endogenously with the increase in inflation early

on. The Federal Reserve will expand supply only after the economy has

16. Otto Eckstein et al., "Properties of the 1983-A Version of the DRI
Macro Model," Table 3, p. 1.15.
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shown weakness. The result is that the money supply rule Is considerably

more expansive than even DRI claims in terms of money grow. The money

stock Is nearest Its baseline level in 1990 and exceeds the baseline value by

a large 0.6 percent in the final year of the simulation. The extent to which

the power of monetary policy in the model Is considerable (as evidenced by

the multiplier study) hints at the possibility that an alternative, less

expansionary monetary policy could well nuUify (if not more than offset) the

long-run economic gains as both interest rates and the exchange rate would

be unambiguously higher.

CONCLUSION

It is obviously desirable to buttress any qualitative policy assessment with

quantitative analysis. A necessary precursor to any quantitative economic

policy assessment Is an economic model. Because no single model can ever

be a complete characterization of the economic environment, a choice of

models In practice involves the selection of a quantitative framework

possessing sufficient flexibility to produce results of interest to the

polleymaker, along with the selection of several alternative hypotheses that

the model incorporates as exogenous determinants. The quantitative results

produced by simulating the model are conditional on the chosen exogenous

factors. To be useful In the policy assessment, however, the model-based

results must be robust in the sense that the influence of conditioning factors

(about which the chosen model has little to say) Is minimized.
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Typically, a model is simulated many times, each time incorporating

another c the alternative hypotheses. The collection of model results

obtained in this fashion is then analyzed by evaluating the likelihood that

each alternative hypothesis is true. The important point is that a

quantitative assessment of any policy generated by only one set of

conditioning factors Is necessarily incomplete. The inevitable conclusion

here is that the DRI study is incomplete in this sense. While it was argued

in this review that the DRI model is not necessarily an inflexible tool for the

pyirposes of analyzing surcharge policies, the results are likely to be

extremely sensitive to the choice of conditioning factors. Perhap. "r most

predictable feature of the model is the important and pervasive influence of

monetary policy.. A no-less-plausible choice of a passive monetary response

could dramatically change the nature of the long-run conclusion reached by

DRI.
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The CHAIRMAN. Senator Bentsen.
Senator BENTSEN. No questions, Mr. Chairman.
The CHAIRMAN. I'm curious, Dr. Penner. If putting in a sur-

charge is going to cause the dollar to appreciate, wouldn't this only
further encourage more exports to this country from other coun-
tries? Wouldn't it almost offset whatever effect we hope the sur-
charge would have?

Dr. PENNER. We would not expect it to offset the effect of the
surcharge completely. As we see it, first you shock the system with
the tariff. That reduces the demand for foreign goods, and puts less
dollars out into the world. That effect begins to appreciate the ex-
change rate. And as you suggest, it would offset part of the effects
of the tariff in the first place. But under usual assumptions, it
would not offset it completely. It would only be a partial offset.

The CHAIRMAN. So the drop in the trade would not be either-or
the likelihood of the drop in the trade because of the surcharge
would not be offset by the even higher appreciated dollar?

Dr. PENNER. No, not completely. We would expect the trade bal-
ance to improve as a result of the whole exercise.

The CHAIRMAN. And the budget deficit to drop?
Dr. PENNER. And the budget deficit to drop.
The CHAIRMAN. Tell me what you think the down sides are, then.
Dr. PENNER. The main down side is that any tariff of this sort

essentially means that you are moving resources from producing
things that you do most efficiently toward things you do less effi-
ciently. In other words, production in the United States would
become somewhat less efficient on average and, at constant em-
ployments of labor and capital, would actually reduce our real
GNP. So that is the basic efficiency cost of the tariff, if we just
view it in isolation.

There would be adjustment costs as well. While the appreciation
of the dollar that I spoke of would not totally offset the effects on
the demand for imports, on the other hand it would reduce the
demand for exports. So there are certain groups, mainly exporters
in the economy, that would suffer. Of course, the tax would cause
some pain to any industry that uses imports as an input to the pro-
duction process. Presumably the surcharge would apply to oil, for
example. Energy intensive industries would therefore be very hurt.

But all of those are, in essence, second order effects. I suppose
the real fear is that the surcharge wouldn't just stop there-that
other countries would respond with their own forms of protection.
That is, of course, what happened in the early 1930's as a result of
Smoot-Hawley. If that happened now, you would stimulate a down-
ward cycle of continual losses in efficiency and probably contrac-
tionary forces as well.

The CHAIRMAN. That didn't happen, though, when Britain and
Denmark and France and Canada put in import surcharges earlier
in the last decade.

Dr. PENNER. It doesn't happen every time. It also didn't happen,
for example, when we put in the surcharge in the early 1970's. But
in that case, the threats of retaliation became so severe that we
quickly withdrew the surtax after a very short time.
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Again, you can't say that it's a certainty. But it is one of those
situations where the implications of the risk are so severe that it
worries us a great deal.

The CHAIRMAN. You heard Mr. Galvin this morning?
Dr. PENNER. Just the last part of it.
The CHAIRMAN. He said roughly the same thing that the presi-

dent of the Eastman Kodak Co. said yesterday. Both good compa-
nies. Both international competitors. Both are frankly admitting
that given the present situation we are going to see some of our
basic industries simply disappear. They are going to go overseas,
and once they have made their capital investment, they are not
going to come back.

Do you think their fears are well founded?
Dr. PENNER. I think that what we are doing to our economy is of

grave concern. But I'm afraid the one thing that we seem to have a
productive advantage of in this country is manufacturing bad
policy. That is to say, we think the motivating cause for our diffi-
culties is the budget deficit.

The CHAIRMAN. We even had an economist yesterday who said
that wasn't true.

Dr. PENNER. Again, there is a lot of disagreement among econo-
mists. But we do believe that that the deficit has put pressure on
domestic capital markets and stimulated domestic incomes. The
pressure on domestic capital markets has attracted capital from
abroad, as has the recovery here, and we believe that plays a very
large role. It has played not only a role, mind you, but a very large
role in the appreciation of the dollar and the difficulties of our
trading industries.

The CHAIRMAN. I'll come back to that.
Senator Moynihan.
Senator MOYNIHAN. Mr. Chairman, just a few points.
Dr. Penner, in your summary statement you say the proposed

import surcharge would actually raise the average tariff for all im-
ported goods above the average level claimed by the Smoot-Hawley
Act of 1930. I guess I'm behind the curve here. Which proposed sur-
charge?

Dr. PENNER. I was speaking of the 20-percent across-the-board
surcharge?

Senator MOYNIHAN. Do we have a bill?
The CHAIRMAN. We have, as I recall, a discussion of 20-15-10. I

don't know if we have a straight 20-percent bill before us. I can't
remember.

Dr. PENNER. That statement referred to the 20-percent part of
that.

Senator MOYNIHAN. Such as is being talked about?
Dr. PENNER. Yes.
Senator MOYNIHAN. You would have been interested, each of

you, in yesterday's testimony. We had John Leddy here talking
about the original understanding about exchange rates when the
GATT was negotiated in 1946. And I think in our whole thinking
about trade policy we, as time goes by, forget that the trade poli-
cies of the United States after World War II were fashioned in a
context of the most awful global conflict the world had ever en-
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countered. I mean you had Auschwitz at one end of the spectrum
and Hiroshima on the other, and everything awful in between.

And it was a conviction of the men in the State Department at
the time that much of that began with Smoot-Hawley. And that it
was the beggar-thy-neighbor policies and the competitive devalu-
ations and the unemployment and all of the 1930's of trade policy
that led to world conflict; and brought on the regimes and brought
on the policies that brought on the Second World War.

So they were dealing with something more than a marginal in-
crease in GNP. And a slight easing off on the deflator. They were
talking about world regimes. And I think we ought not to forget
that such things can be at stake.

You say that we have a comparative advantage in the production
of bad policy? Would you say this has been a historic development
or is this a recent development? Has this been in place for a long
time or for how many months?

Dr. PENNER. Perhaps "comparative advantage" was not the
proper term since we do see a lot of bad policies all around the
world. But I really do think that the adjustment difficulties that
we have been experiencing are very closely related to the burgeon-
ing of the Federal deficit. And I think the real tragedy of this is
that the longer we go on with this policy, the more we arb fitting
our industrial structure around it. It is a policy in our view that,
among the goods industries only defense is stimulated, although it
does provide general stimulus to the service industries.

Senator MOYNIHAN. You are going to have to leave us, I guess.
What you describe are the policies of the administration.

Dr. PENNER. Well, it has to be said they were voted for by the
Congress. [Laughter.]

Senator MOYNIHAN. But who proposed them?
Dr. PENNER. The basic policy--
Senator MOYNIHAN. I want to note laughter off stage here.
Dr. PENNER. The basic policy stance emanated out of the delib-

erations of 1981 and appeared in the administration proposals at
that time. Various things happened-it has to be said, on the ad-
ministration's behalf-to alter the results of those policies from
what the Administration expected. The most important thing that
altered the results of those policies was the quick fall in inflation,
which meant that the tax cuts were very much higher in real
terms than most people had anticipated. The recession played a
role as well.

SenatorMoYNIHAN. And the Federal Reserve played a role.
Dr. PENNER. And the Federal Reserve played a role in that, too,

yes.
Senator MOYNIHAN. But it appears that the great innovation in

our capacity to produce bad policy occurred in the early months of
1981.

Dr. PENNER. I'll leave that interpretation to you, sir.
Senator MOYNIHAN. Mr. Chairman, you know, we are not a parti-

san committee, you know that. [Laughter.]
We are simply a committee greedy for our parochial interests,

which transcend any ideological divisions. [Laughter.]
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The CHAIRMAN. My favorite one is that we like a complicated tax
system because it gives us power to dole out the preferences. And
that's why we don't want to get rid of it.

Senator MOYNIHAN. But there is a curious aspect to this; a cer-
tain kind of administrative enthusiasm to having presented us with
absolutely ironclad propositions for an all but perfect future. When
did mankind go wrong?. The problem here is a set of very badly
conceived proposals, which are so bad that most of the people in-
volved in having conceived them can't conceive that they did. And
this is a kind of amnesia quality.

But thank you very much, sir. And thank CBO for calling them
as you see them. That's why you are there. And that's why we
admire so much what you do.

Dr. PENNER. Thank you.
The CHAIRMAN. Senator Baucus.
Senator BAUCUS. Thank you, Mr. Chairman.
Dr. Penner, why would the surcharge cause a trade war? That's

a conclusion that everybody arrives at. But why do you think that?
Dr. PENNER. The basic point is that a surcharge makes people

very angry. I think Senator Moynihan alluded to that in his discus-
sion of Smoot-Hawley. Whether one should blame Smoot-Hawley
for World War II is quite another thing.

But there is absolutely no doubt that it raised international ten-
sions enormously. People got very angry with us. And as part of
their anger, even though you could argue that it was shooting
themselves in their own foot, they did, in fact, respond by raising
their own tariffs.

Senator BAUCUS. Smoot-Hawley as I recall it-I wasn't around
but I read somewhere-had something like a thousand different
protective measures by the time the bill was passed out of Con-
gress.

Dr. PENNER. That is right because they went item by item.
Senator BAUCUS. Yes.
Dr. PENNER. It originally started out as a very mild sort of pro-

posal dealing with agricultural products. But, again, the emotional-
ism of the debate just spread. And, as you say, it spread to a very
large number of items.

On average, however, it was not as severe as this current propos-
al because Smoot-Hawley only applied to the dutiable items; that is
to say, the things that already received protection, whereas this
proposal would apply to every good in the system.

Senator BAUCUS. So you think that it's a high anger quotient
that would lead countries to retaliate in kind.

Dr. PENNER. That isn't necessarily true. I don't want to put that
forward as a certainty because, we simply don't know how other
countries are going to respond. They could respond in other ways
than through tariffs. They could respond in their defense policy.
They could respond in all sorts of different ways.

So there is nothing certain about this business once you go down
that route. But it is one of the things one has to consider as a risk.
Even if you attached low probability to that risk, the implications
of it occurring are so severe that even if it were a low probability
risk, I think you would want to be very concerned about it before
considering this kind of action.
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Senator BAUCUS. What's a better alternative if the goal is to deal
with the value of the U.S. dollar?

Dr. PENNER. Again, we really believe that the current situation
is linked to the fiscal situation. Therefore, the most direct response
is to try and do something about the budget deficit to take the
pressure off U.S. capital markets, which will, in turn, reduce the
capital inflow, the value of the dollar, and improve the trade bal-
ance through that route.

Now, as the chairman said, some people disagree with that
theory. There are people who think the budget deficit and the cap-
ital inflow are not related. Some people even think that if we
reduce our budget deficit, foreigners will be so impressed with the
wisdom and economic future of this country that money will abso-
lutely pour in.

I don't think that is exactly what would happen. If it did, howev-
er, the one thing I could guarantee is that, as a result of both re-
ducing the budget deficit and increasing foreign investment in this
country, interest rates would plummet.

But our analysis is different than that. It is that the budget defi-
cit is very important. It is not the sole cause, but a very important
causal factor in this whole thing.

Senator BAUCUS. Do you believe the primary reason for the over-
valued U.S. dollars is high U.S. real interest rates?

Dr. PENNER. Yes, sir; I wouldn't even use the term "overvalued,"
because the value is what markets tell you it is. With those inter-
est rates as the causal factor, I think it's hard to use that kind of
term.

Senator BAUCUS. What value do you place on the assertion that
the general increase of and the dollar being the major trade cur-
rency encourages people to buy dollars? Also what about specula-
tion and the tremendous increase in the efficiency of capital mar-
kets? These factors in addition to high U.S. interest rates could
have contributed to the high value of the U.S. dollar.

You don't scem to attribute much of value to those other factors.
Dr. PENNER. I think there are all sorts of other factors that play

a role-our recovery, the confidence in the political system of the
United States, and so on. But I think the main thing that has
changed since the early 1980's is the budget deficit.

Senator BAUCUS. I hope you are right. I just have a funny feeling
that even if we get the budget deficit down $50 billion this rear
and perhaps next year that we are still going to have this prob em.
I don't think-I have a gut sense it's not that neat and simple. I
hope that you are right. But I have a funny feeling it might not
turn out quite that way. I hope you are right. I hope I'm wrong.

Thank you.
The CHAIRMAN. Senator Bentsen.
Senator BENTSEN. Dr. Penner, in trying to get the deficit down,

what's your reaction to a consumption tax?
Dr. PENNER. I think the important point about any tax increase

is that it should be broad based. That would mean it would have
the least negative impact on the efficiency in the private sector.
Many economists like the notion of a consumption tax from purely
the viewpoint of-efficiency namely, that it would enhance savings
and investment compared with a comprehensive income tax.
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While it would probably have that effect, I think that the choice
between a consumption tax and a total income tax, which also
taxes the return to capital, is in very large part also a value judg-
ment.

Senator BENfStm. Also a what?
Dr. PENNER. A value judgment as to what you think is most fair.
Senator BENTSEN. Obviously, you would have to structure a con-

sumption tax in ways to try to make it fair and you can make it
somewhat progressive.

Dr. PENNER. That is right. You can make a consumption tax ex-
tremely progressive. Some people would still object to it under
those circumstances.

The Brookings Institution has recently proposed an interesting
variant. In their proposal, during your lifetime, you pay taxes on
your consumption, but both inheritance and gifts are taxed very
highly. So Brookings believes the plan will eventually affect aft
income.

I am only trying to say that there are some value judgments
here as well. But from the point of view of economic efficiency, the
most important thing is that, whether it is a consumption tax or an
income tax, a tax be broad based, so that it doesn't distort choices.

A secondary point is that it shouldn't affect work effort that
much overall and that you may wish to encourage investment by
focusing on consumption rather than income.

Senator BENTSEN. That was a very qualified answer.
Thank you very much.
The CHAIRMAN. Senator Heinz.
Senator HEINZ. Mr. Chairman, I regret that I missed Dr. Pen-

ner's testimony. I have no questions.
The CHAIRMAN. In terms of priority, then, adopt the budget pack-

age or something like this first. Is that correct?
Dr. PENNER. Some sort of deficit reduction, yes.
The CHAIRMAN. And when we early in this year had four econo-

mists testifying before us with reasonably different philosophies,
they basically said the dollar is a dollar, is a dollar, is a dollar. If
you make cuts within reason, it doesn't matter where you make
them-you have got social reasons for making them one place or
the other, but in terms of the economic effect, probably doesn't
matter that much. Would you agree with that?

Dr. PENNER. I would agree within reason. But one can think of
spending cuts that would be very destructive to future economic ef-
ficiency-if we devastated our research community, for example.
Or one can think of particular tax increases that would be devas-
tating to economic efficiency.

The CHAIRMAN. Well, at the time we are talking about only
spending cuts. And I think Charlie Schultz said, well, maybe a
dollar is $0.95 to $1.05 but by and large didn't make much differ-
ence.

Dr. PENNER. I think that is right. By far the most important
judgment you are making is, again, an ideological one. What
should the Government be responsible for and who should pay for
it? That is the most important issue in the choice between the tax
side and the spending side. But there are minor differences in eco-
nomic efficiency effects of different approaches to that.
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The CHAIRMAN. Should we be flirting with going back to fixed ex-
change rates or something akin to it?

Dr. PENNER. I think that the tradeoff there is pretty clear. There
is no doubt that the fluctuating exchange rate and especially its
great volatility in recent months has caused problems. But if you
make the choice to attack those problems by trying for a more
rigid exchange rate, be absolutely clear that you are paying some-
thing very important for that. More specifically, you are accepting
the obligation to constrain your domestic policies to achieve that
exchange rate. Therefore, you may have to sacrifice efforts to
direct your domestic policies of achieving a certain employment or
inflation target. In other words, if you agree to maintain your ex-
change rate, you are giving up some of your sovereignty over your
domestic goals. Now, a lot of people say that it is worth it. Other
people would argue the contrary.

The CHAIRMAN. Senator Moynihan.
Senator MOYNIHAN. Yes; two things.
First, just for the record so as not to leave a mistaken impression

of the general feelings among the people who put together our
trade policies in the second World War. They did not think that
Smoot-Hawley caused the Second World War.

Dr. PENNER. There are a few who do. [Laughter.]
Senator MOYNIHAN. But it was in that context of just unsuccess-

ful bad trade policies, bad legislation, lack of executive control, the
depression of that world in 1930 that hung on and hung on and
hung on, and at the end you had that war. So a lot was involved in
trade policy. More than just a certain time of economic efficiencies
and comparative advantage.

Second, on the dollar, we heard two things. We've heard some
really hard testimony. We were talked to yesterday about deindus-
trialization. And the Kodak Co. makes clear that a company of its
kind will end up just as a marketing company here in the United
States if the costs are such that they can produce overseas so much
cheaper, can't sell overseas. He made the point that in 4 years, the
price differential between Japanese film and American film in
West Germany, the Federal Republic, that the Japanese film sells
at 50 percent below the cost of the American product. They can't
compete with that.

If you set out a situation in which the price of the dollar contin-
ues to rise, and I think it went up 2 percent yesterday.

Mr. SANTOS. Yes.
Senator MOYNIHAN. At a certain point the problem of collapse in-

troduces itself. And if you were to make a proposal where we have
a policy where we are going to bring the value of the dollar down
by 5 percent a year for 4 years, well anyone holding the dollar as a
capital asset here would take them out immediately. And so it
might go down 55 percent in the next afternoon. So that's a dilem-
ma.

Exchange rates are something like Bretton Woods involves these
costs. Giving up some sovereignty was one of the ideas of the
American trade policy that was formulated during and after World
War II. I mean it was that pure sovereignty that led you to 1934,
1935 and 1936.
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Would you have any thoughts for us for this? We kept asking
persons whose experience really had been in Treasury, in the exec-
utive, what to do yesterday and they basically said only Treasury
and the Federal Reserve can tell you what to do. And in any event,"you in Congress can't do it."

Do you have ary advice for us? You're our economist.
Dr. PENNER. I think it's a very difficult choice, Senator. I use the

phrase "giving up sovereignty." Others would use the phrase that
it would "impose discipline on policy," which is another way of
saying you are giving up sovereignty.

I think there is one element of it, however, that we haven't dis-
cussed yet. And that is whether the horse is already out of the
barn in the following sense.

One of the major reasons for going to a more fixed system, with
the discipline that implies, is to give more people confidence over
future inflation rates, stability of policies, and so on.

But the question that makes me very uneasy is wheher anybody
would believe us now if we really promised to maintain the fixed
value of the dollar vis-a-vis something else, gold or whatever. If
they did, it would have profound effect on expectations. If they
didn't you might have the worst of all possible worlds in which
speculation would always go against you whenever you reached the
limit that you had prescribed. At that point, you would have to
make a decision. Are you willing, for example, to endure more do-
mestic unemployment to attain a certain value of your currency
with respect to something else?

I don't know whether I would really expect us to go through with
our promise at that point or whether we wouldn't take what I
think would be the easier course under those set of circumstances,
and let the value of the exchange rate go. In that case, you haven't
achieved the increased certainty by attempting to fix the rate.

So I think it is a terribly difficult choice. And in my own mind, I
am really very unsure as to what the proper course should be.

Senator MOYNIHAN. That's why we are having hearings and not
marking up a bill. But thank you very much.

The CHAIRMAN. Senator Baucus.
Senator BAucus. Dr. Penner, what about the idea that this vola-

tility is a new phenomenon and that after a while corporate treas-
urers, financial officers and governments are going to learn to live
with it, and accept it, which will in turn lead to less volatility? I'm
just trying to play a devil's advocate here and explore with you the
possibility that maybe the extreme volatility won't continue much
longer because people will adjust to this new system.

Is there anything to that?
Dr. PENNER. In very important ways, I think we have learned to

live with it. Markets have developed over time through which you
can hedge, so that in the short-run you can do those things fairly
cheaply and gain certainty in a world of uncertain markets.

So I think sometimes the costs of this volatility are exaggerated.
Some people would argue that it's a little more expensive to hedge
and gain that certainty for the very long run-for the period of
time, for example, over which it might be necessary to plan a
whole change in your production procedures and move them from
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one country to another, and so on. But basically I think that the
system that learns how to live with volatility fairly quickly.

Senator BAUCUS. What do you think about coordinated central
bank intervention?

Dr. PENNER. Again, I think that has a very limited role ultimate-
ly.

Senator BAUCUS. Why so limited?
Dr. PENNER. There is so much private money out there compared

with what central banks of the world can muster in this kind of
speculation. And remember that in a sense what the central banks
are doing is speculating with the taxpayers' money here.

And if things are fundamentally out of balance, that sort of spo-
radic intervention is very unlikely to be able to do anything about
the problem in the long run. Ultimately, what you need is a change
in the policies-the fundamental monetary policies most prob-
ably-of the countries involved.

Senator BAUCUS. What's your rough estimate of the ratio of pri-
vate to public money? Take the five major countries.

Dr. PENNER. I don't have a number off the top of my head. But
the amount of private money that moves around the world is really
quite astounding.

Senator BAUCUS. Roughly how many times the public?
Dr. PENNER. Half a trillion is a number I got from a member of

my staff.
Senator BAUCUS. And the public?
Dr. PENNER. Yes. Generally when the central banks intervene,

we are talking about a very few billion.
Senator BAucus. How big a problem do we have here? How seri-

ous is this? Some people say that under a big speculative bubble
the Federal budget deficits are hemorrhaging us to death. The
trade deficit is another hemorrhage. We are living on borrowed
time here, and it is a false sense of good times.

How great of a problem, in your judgment, do we have?
Dr. PENNER. I think it is a very serious problem. There are dif-

ferent dimensions to the problem. In our analyses, we have not
said anywhere that it is in the nature of the problem that the
system is going to collapse as of some certain date; rather, the
problem of our deficit is something that eats away at you gradual-
ly. It's not something that necessarily provokes a crisis at a specific
point in time-one that you can identify and say that it is the
result of the budget deficit. That is why it is so hard to deal with
politically.

But there are two levels of concern about the situation. One con-
cern is that the deficit will get out of hand and explode in the
sense that it so large and it adds so much to your interest that you
can't keep up with it. You've got to monetize.. That's one element of
concern. We are not quite at that point, I think. We are very close,
but we are not quite there.

The other concern is simply a matter of intergenerational equity.
I think we are reducing the standards of living for future genera-
tions. Again, if our analysis is right, the economy is being restruc-
tured around that decision. We are indirectly financing the deficit
largely with these international capital inflows and that is contort-
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ing the whole economy, depressing the goods industry and expand-
ing the service industry.

Senator BAUCUS. I think the question I was asking, though, is
what are the chances of a hard landing? of the U.S. dollar falling
precipitously?

Dr. PENNER. I'm sorry. I misunderstood. We cite a hard landing
as a risk of the whole thing. There could be a sudden loss of confi-
dence in the U.S. dollar; people would start to extract capital; and
the dollar would plummet.

Senator BAUCUS. What do you think the chances are?
Dr. PENNER. We don't forecast that. We think the chances of that

hard kind of landing would be far, far less than 50 percent.
Senator BAucus. Thank you.
The CHAIRMAN. Senator Symms.
Senator SYMMS. No questions.
The CHAIRMAN. Senator Heinz, any questions?
Senator HEINZ. No, sir.
The CHAIRMAN. Senator Long.
Senator LONG. No questions.
The CHAIRMAN. Senator Bradley.
Senator BRADLEY. Mr. Chairman, do I understand only Dr.

Penner--
The CHAIRMAN. Pete Dominici has asked that he come back.

They have got some budget issues before them right now and I said
he could testify first and then leave.

Senator BRADLEY. You mean he feels the Budget Committee is
more important than this deliberation? [Laughter.]

The CHAIRMAN. Only today and tomorrow.
Senator BRADLEY. Let me ask you, Dr. Penner, do you think that

if we put a surcharge on, that it would have any effect on the value
of the dollar?

Dr. PENNER. Yes, sir. We believe that the dollar would rise.
There is some controversy about that. You will probably hear a dif-
ferent testimony with regard to that in a few minutes. But our
judgment is that the value of the dollar would rise.

Senator BRADLEY. So that if we put an import surcharge, the
result would be to make our products more expensive abroad. Is
that not correct?

Dr. PENNER. Our exports, yes, sir.
Senator BRADLEY. And make foreign imports cheaper.
Dr. PENNER. Yes, sir, but not to an extent that would offset the

effect of the surcharge making them more expensive. It would only
be a partial offset.

Senator BRADLEY. So that we would be protecting to a certain
level our import sensitive industries. So we would be definitely
hurting our export industries as the dollar increased. Is that not
correct?

Senator DR. PENNER. That is correct-if the value of the dollar
increased. Now, as I said, that is a point on which people can differ
because the tariff can have a contrationary impact by lowering in-
terest rates initially. You assume that is offset by monetary policy.
By lowering interest rates more, you can have capital outflows that
more than offset the trade effects on the dollars.
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Senator BRADLEY. But it's your judgment that the dollar would
increase in value?

Dr. PENNER. That is our judgment, yes, sir.
Senator BAUCUS. Can I ask why?
Dr. PENNER. I'm sorry. Could you repeat that?
Senator BAUCUS. What's your analysis? Why do you think the

dollar would rise with a surcharge?
Dr. PENNER. Well, it's a close call.
Senator BRADLEY. I think he wants to know the theoretical

reason.
Dr. PENNER. The theoretical reason? First of all, if you look at

only what happens to the trade accounts, there is no doubt. Those
forces would push the dollar upward. The really difficult question
involves what happens to the capital accounts. I think it would be
the general concensus in the profession-and you will hear this in
a few minutes-that the imposition of this very large tax would
have a contractionary impact on the economy. That impact could
lower our interest rates, especially to the degree it is countered by
looser monetary policy. That could push capital out of the econo-
my, which causes the dollar to go down. It's a question of whc h of
these two effects predominates and that is a very difficult question.

In the DRI analysis that we discuss in some detail in my more
complete testimony, the dollar first goes up; then eventually its
contractionary forces are offset with a time lag by a looser mone-
tary policy. And after the whole thing is over and you have re-
moved the surcharge, the dollar is actually lower.

So, again, there are all sorts of different analyses of this. But
looking at a permanent surcharge, it is our judgment, based on our
reading of the literature and these various studies, that the dollar
would go up.

Senator BAUCUS. Thank you.
Senator BRADLEY. Do you have a percent?
Dr. PENNER. No, sir, we don't have.
Senator BRADLEY. A range?
Dr. PENNER. No. We weren't that bold.
Senator BRADLEY. Just said it would go up?
Dr. PENNER. Yes. We thought it was pretty brave to identify the

direction, given the uncertainty. I
Senator MOYNIHAN. Could I just break into this? The dollar went

up 2 percent yesterday while we were sitting here talking about it.
And you don't know why that happened, do you?

Dr. PENNER. No, sir, I don't know why that happened. In fact, all
of yesterday's news would have made me think it would go down.
[Laughter.]

The CHAIRMAN. Doctor, thank you very, very much.
Dr. PENNER. Thank you.
The CHAIRMAN. Now, you other two gentlemen have been very

kind in waiting.
And if we could take Dr. Klein first, we would appreciate it.

Doctor, thank you very much.
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STATEMENT OF DR. LAWRENCE R. KLEIN, ECONOMIST,
UNIVERSITY OF PENNSYLVANIA, PHILADELPHIA, PA

Dr. KLEiN. Thank you, Mr. Chairman.
The testimony that I want to discuss has been developed in re-

sponse to the discussions that are now encompassing us with an
import surcharge for the United States. And to study this question,
we have made use of a statistical model called Project LINK, which
is some 15 years old. It is an international cooperative organization
centered at the University of Pennsylvania.

The LINK system consists of 72 countries interrelated in bilater-
al trade flows across a few product categories.

We approach this problem from the point of view of trying to say
what do these surcharges mean from a quantitative aspect. We
looked at various menus of surcharge. And although the original
proposal, called the Motorola proposal, was made as a combination
of the surcharge and various budget cutting aspects and monetary
intervention aspects, we wanted to look at the surcharge by itself,
to isolate that question. So I've listed in my submitted testimony,
with my colleagues, on page 14, seven scenarios, ranging from the
pure imposition of a surcharge-temporary surcharge and a sliding
surcharge, meaning 20 percent the first year, 15 percent the second
year, 7 percent the third year and then phased out of existence-to
the possibility of foreign retaliation, the possibility of exempting
Canada and developing countries because of debt problems. We also
considered a surcharge levied purely against Japan on a bilateral
basis. Then we took up the questions, that really were discussed by
Rudy Penner and the group assembled here, on whether the dollar
would fall.

And I have an opinion. But this really is opinionated. We don't
really understand why the dollar is going up and down, and Rudy
was right that nobody quite knows why it went up yesterday, but I
do believe that the scenario that assumes the budget deficit would
be significantly reduced as a result of surcharge and would be fol-
lowed by Federal Reserve accommodation with a lower interest
rate and then a lower dollar is correct. That's the soft landing case.

The hard landing case concerns the question of confidence. And
if we take the escape route, saying that we don't know why the
dollar is where it is, but it must be a matter of confidence in the
American economy, we have put forward the assumption that the
imposition of this surcharge is interpreted by the world as a last
resort effort by the United States to turn around its current ac-
count, and that capital would move out. The dollar would fall, and
then interest rates would go up. That's the crash landing or hard
landing scenario.

So we have this range of scenarios and we have worked out vari-
ous charts and diagrams to show their effects. And there are two
kinds of effects that we have summarized in this paper; namely,
the effects on the United States and the effects on the total world
economy.

The effects on the United States are laid out in tables 7 and 8-
one table gives the first-year effects, table 7, and table 8 cumulates
effects over a 5-year period.
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Our conclusion, looking at these tables, is that the imposition of
a surcharge with these various combinations, by and large, would
be a setback for American production. The only case in which
there is an increase in production is the case in which there are
very strong side effects as the result of the dollar depreciation and
interest rate cuts. So it isn't the surcharge itself, but it is what the
surcharge does on the money markets that brings about a change.

The surcharge is big enough so that there is a very noticeable
change in the Federal budget deficit and in the current account in
a favorable direction. This is hampered or cut back if there is sig-
nificant retaliation. Many results for the first year carryover to the
total 5-year period as well.

And if you look at the world, the total world effect, our results
would say that world GNP or world trade is set back. World trade
is set back a good deal more, in a definitive sense, than is world
GNP, but world GNP in the short run would be hurt, and even, in
many of these scenarios, for the long run.

Our conclusion is that this is an interesting proposition. It has,
by itself, a perverse effect. If it induces very favorable domestic
budgetary situations, not totally favorable, but an improvement,
and if it induces a very accommodating and favorable reaction by
the Federal Reserve to deficit reduction, then it can have some
good side effects.

My point would be that it would be better to get these budgetary
effects other ways than through an import surcharge.

[The prepared statement of Dr. Klein follows:]
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1. Introduction

Coming out of the recession, the U.S. economy has outperformed all other

Industrial nations by a large margin. All indications are that the current

year, while having some significant growth slow down, will still be one of

high performance results, compared with the average of other OECD countries.

Unemployment has come down to a little more than 7 percent, and consumer price

inflation appears to be under control, after all.

And yet, two major, and to a large extent related, signs of fundamental

disequilibrium in the U.S. economy remain: the continuing Federal budget

deficit and mounting deficits in the trade balance. It is this latter problem

that will be addressed in this note. Last year's trade deficit jumped to more

than $120 billion, an increase of almost 80 percent over the preceeding

year. The deficit for 1985 may well end up being in the neighborhood of $140

billion. Combined with reduced foreign investments by Americans and an

increasing service flow on the debt to foreigners, the mounting trade deficit

has contributed to a persistent current account deficit in excess of $100

billion, which has made the United States a net debtor country for the first

time since the early 1OOs.

There appears to be a growing Judgment, particularly among policy makers

and in the business community, that the trade deficit is to a large extent the

result of trade practices that are claimed to be tilted against the United

States, in that foreigners subsidize exports and impose tariffs or non-price

import barriers. Much of this perception is directed towards Japan. While

the increase of the bilateral trade deficit with Japan seems to be the most

visible, a careful analysis shows that the imbalances are by no means limited

to U.S.-Japanese trade.

One of the most publicized protectionist proposals presently under

-i -
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discussion calls for the imposition of a temporary surcharge on imports.

.Proponents of this idea see it as an instrument to correct the imbalance of

trade flows, while at the sae time generating revenues to contribute to a

reduction in the Federal budget deficit. It thus addresses the two major

disequilLbria at once.

It is the purpose of this study to evaluate systematically the effects of

such a surcharge on the U.S. economy and on the vorld economy as a whole. The

global econometric model system of Project LINK is used to simulate the direct

impact of such a surcharge on U.S. trade and domestic performance, as veil as

the repercussions of such a policy all over the world.
1 In particular, an

attempt is made to assess the sensitivity of the basic results to alternative

assumptions about domestic and foreign policy reactions.

2. The LINK Baseline Forecast

The LINK world outlook for the period 1985-1990 is suaarized in Tables

1-5. The first of these tables reports the results for nominal and real world

trade, world trade prices, and FOB trade balances for regional aggregates.

Following an extremely strong growth of at least 8 percent in 1984, real

world trade continues to grow at about 7 percent in 1985. Thereafter, growth

rates are expected to decline to approach a relatively steady path with rates

around 5 percent. World export prices (in Dollars) fall by about I percent in

1985, and resume a path of moderate increase in the outyears. The present

decline is caused by both weak oil prices and the strength of the US Dollar.

The trade balance forecast reflects persistent disequilibria on a world

scale. The U.S. trade balance continues to deteriorate, despite a moderate

.1L.R. Klein, Peter Pauly, P. Voisin, "The World Economy - A Global Model,"
Perspectives in Computing, 2 (May 1982), 4-17.
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,$e-adjustment of the Dollar. Japan and the EEC, most notably Germany,

-continue to Improve their balances, fueled by strong manufacturing goods

.exports to industrial and developing countries alike. The trade surplus for

-the Developing Countries declines temporarily, reflecting a fall in oil

revenues during 1985 to 1987. The balances improve gradually thereafter.

particularly noticeable Is the trade surplus for Latin America (Western

dlemisphere); even this is, however, not sufficient to maintain current debt

levels. The centrally planned economies are expected to maintain their

present level surpluses In the order of Bill. $10-12.

In Table 2 we report aggregate GNP growth rates for the same set of

regional groupings. World GNP growth is expected to drop to 3.5% following

A.72 in 1984. A mild growth recession is seen for 1986, vith rates picking up

steadily over the medium term. The short-run pattern is dominated primarily

*y the cycle in the U.S. Rates of growth for North America drop sharply in

T1985, and even further in 1986. A return to a stronger expansionary pace can,

.however, be expected in the outyears. The major European economies are

finally picking up pace. The results suggest that 1985 can be expected to be

an even better year than 1984 for Europe as a whole. While this reflects at

least a moderate recovery for Europa, the average rates remain well below the

OECD average. In contrast, Japan is expected to grow at rates above the OECD

average. GNP growth in 1985 is likely to be In the neighborhood of 5 percent;

win the medium tere rates are expected to be at or above 4 percent.

The Developing Countries are presently seen to be growing at rates Well

-in excess of previous expectations. The Asian countries, in particular the

Asian NICs, continue to grow strongly, though not at rates experienced in the

.late 1970s or early 1980s. China's economy appears to be blossoming beyond

4sny expectation. The region as a whole will reach average growth rates in the
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.range of 5-7 percent during the entire forecast period. Latin America is

:picking up pace again, even though setbacks in individual countries are

.4ikely. OPEC will recover gradually, with oil exports slowly following the

general world recovery. The only troubling element in the developing

countries outlook is the persistent relative stagnation in Africa, in

particular, middle-and low-income countries tn Central Africa. Growth rates

in the range of 2 to 2.5 percent are not acceptable. Given current population

trends, the present forecast Implies a continued decline in per capita real

income for the region as a whole.

The centrally planned economies are seen to grow at a steady rate of

slightly above 3 percent. While these rates are roughly at per with world

Averages, they do not compare favorably with growth rates for the region

jduring the period prior to the adjustment caused by the second oil shock.

j The second disturbing aspect of the present forecast is the persistence

jof high unemployment rates for the OECD area. A continued improvement in

19orth America contrasts sharply with stubbornly high rates in Europe. All

major EEC countries are confronting the prospects of continued high

unemployment at rates in the neighborhood of 10 percent, while in some of the

smaller countries the labor market situation is even worse. The diversity

between the U.S. and Europe reflects the higher degree of structural

xnemployment in Europe. No significant improvement is expected for years to

4ome. Work sharing arrangements and reductions in average hours spread

slowly, and their effects on employment remain uncertain.

Helped by the strong US-Dollar, commodity prices have been restrained.

Inflation in the maJor OECD countries appears to be well under control. In

addition, the apparent commitment on the part of monetary authorities in these

countriess to maintain policy stances geared towards preserving relative price
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stability, supports a rather optimistic outlook for Inflation. Even for the

Rest of OECD, here we find, among others, several high-inflatin Southern

European countries, progress Is clearly visible.

In Table 5, the baseline forecast for the U.S. is sumarized. Following

a growth recession in 1986, the economy is expected to pick up again vith

rates of around 3 percent in the medium-term. Inflation is expected to remain

below 5 percent. The Federal budget deficit continues to be In the range of

$200-220 billion annually, while the f.o.b. trade balance deteriorates

continually, from about $100 billion in 1984 to about $190 billion in 1990,

even with a modest dollar depreciation during the next two years.

3. LINK Scenarios

The most widely discussed proposal has been put forward by Motorola

,Corp., and is being advocated, among others, by Congressman Lundine of Now

-York. It calls for the imposition of a three-year sliding surcharge from 1986

to 1988, with rates of 20 percent, 15 percent, and 7 percent, respectively.

The original Motorola proposal combines this with a deficit-reduction package,

which consists of spending cuts and tax increases alike. In this study we

will not consider these additional measures, so as to be able to discuss the

effects of an import surcharge in isolation. The surcharge, by assumption,

will be imposed on all goods, without exception. There appears to be some

-discussion to limit the measure to dutiable goods only, which would exclude

about 30 percent of all imports; this is, however, not part of the present

study.

The "Motorola" proposal is our basic policy scenario, and It turns out

that the effects of such a policy are, to a large extent, determined by

.domestic and foreign policy responses, by expectations of exporters and
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importers as veil as by foreign exchange traders around the vorld, and by the

regional coverage of such a s'rcharge. To this effect, ye vii1 examine five

.issues In detail:

(t) Is there a need to exempt certain countries from a surcharge, based on

good trade relations and/or other economic ad political criteria? For

example, it is often argued that the Indiscriminate imposition of a surcharge

against all trading partners may place a particular burden on debt-ridden

developing countries. Following that viev, there is a non-negligible

possibility that the imposition of trade barriers vie-a-vie certain countries

may trigger an avalanche of defaults vith unpredictable repercussions on the

United States. Also, it ts argued that -- under any circumstances - Canada

pust be exempted. We will therefore examine to what extent an exemption of

Canada and all the Developing Countries affects the projected outcome.

(ii) The effects of a surcharge ill depend on whether or not there will be

retaliation of some kind from trading partners. Opponents of a surcharge

argue that such a course of events will be more than likely, citing recent

remarks particularly from Common Market representatives. They also yarn that

such retaliation could lead to a severe disruption of world trade, and

subsequently a vorld depression, just as retaliation against the Smoot-Hawley

,tariffs in the 1930a may have contributed to the worsening of the subsequent

depression. On the contrary, proponents argue that the desire to retain U.S.

markets -- and the temporary nature of the proposed U.S. measure - would lead

-foreign countries to prefer not to retaliate. One of the scenarios presented

below viii thus examine the effects of a foreign retaliation in kind.
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(iii) Any tariff viii most likely be accompanied by Adjustments in policy

- instruments both domestically and abroad. In particular, the effectiveness of

such a tariff viii depend critically upon the Federal Reserve response and

monetary policies abroad. The central issue i whether the FED can be

expected to accommodate the domestic price increase, or to maintain a fixed

supply of unborroved reserves. In the latter case, the interest rate response

to a surcharge viii be ambiguous, since the reduction in transactions demand

for money and the reduction in Federal borrowing requirements may veIl be

compensated by the effects of inflationary expectatione. The general result,

however, is for an interest rate decline because of the implied decline in

velocity.

(iv) Market participants on goods, money, and international foreign exchange

-markets are highly responsive to any U.S. policy measure. Given the

volatility of present financial markets, any major policy shift cannot but

have significant Impacts on these markets. In particular, market reactions

will differ depending on whether or not such a policy viii be perceived to be

a promising attempt to tackle the fundamental disequilibria. While there is

some indication that a surcharge will contribute to s deficit reduction both

in the trade balance end the Federal budget, such a measure may, on the other

hand, also be interpreted as an attempt to avoid the necessary domestic

adjustment by taxing foreigners. Under such circumstances the net effect on

market confidence may well be negative.

(v) The previous two issues lead directly to the final and most important

aspect of these scenarios: the exchange rate response to a temporary

surcharge. There has been a substantial debate about the likely response of
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-currency rates to a tariff. In the absence of any definite policy reaction -

tand disregarding market sentiments - the changes in fundamentals should

unambiguously cause an appreciation of the Dollar. The major factor

underlying this movement would be the trade balance Improvement. One of our

scenarios will be based on this assumption.

A contrasting view can, however, quite easily be established. A

*depreciation caused by, ether a precipitous capital outflow or en easing of

monetary policy is quite possible. Some economists think that the effect of a

surcharge on the dollar's exchange value would be to trigger a capital flight

causing the dollar to fall end irserest rates to rise - via "crowding out" -

together with restrictive central bank monetary policy in the face of higher

;domestic prices. This sequence of events forms the basis of assumptions for

'our scenario VII. A preferred scenario, however, is that the deficit

reduction that would follow the collection of the surcharge by the Treasury

'would pave the way for easier monetary policy (in compensation for the deficit

reduction), lover interest rates, and a depreciating dollar. These

assumptions are used for scenario VI. This latter scenario broadly

corresponds to a "soft landing" view of the impact of a surcharge while the

former would mimic a "crash lending" case. both variants, while assuming that

these effects dominate the improvement in the trade balance, are associated

with quite different interest rote moveents and. consequently, rather

contrasting asessments of the effectiveness of a surcharge.

Exchange rate models have, over the past few years, not proven to be

accurate in the short run. The forecast record reflects the inability to

trace back the present strength of the Dollar to market fundamentals. lather

than relying on a model of endogenous exchange rate response, ve have imposed

alternative reactions in our various scenarios.
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In addition to these aspects, which will be analyzed in this study, there

-is some debate about the extent to which the surcharge will be passed through

to consumers in terms of higher prices for Isported goods. Proponents of the

surcharge proposal argue that the percentage pass-through can be expected to

be close to zero, based on the assumption that a pre-announced temporary

surcharge will induce foreign exporters to absorb the losses (or reductions in

.profit margins) in order to maintain market shares. Econometrtcally, it turns

out to be rather difficult to obtain such a response in a given model. While

there are endogenous reactions of export prices in affected countries, the

zero pass-through assumption would imply a change in behavior and would have

to be imposed exogenously. In addition to this technical aspect, it remains

questionable whether foreigners would be prepared to be taxed by U.S.

,uthorities for a period of a few years to finance the Federal deficits

without some form of price adjustment.

Finally, since much of the current debate is centered around the

bilateral trade relationships with Japan, we will also examine the impacts of

a surcharge imposed on imports from Japan only.

Combining these various considerations leads us to a set of scenarios,

which -- from different angles -- attempt to assess the economic impacts of an

import surcharge under alternative assumptions regarding the reaction of

market participants and policy-makers world-wide. These scenarios are

summarized in Table 6.
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Table 6: Sumary of Scenarios

Scenario Policy Assmption

I Sliding surcharge (202, 152, 7%)

II Sliding surcharge (202, 152, 71)
foreign retaliation (202, IS, 72)

III Sliding surcharge (20%, 152, 71)
Canada and Developing countries exempt

IV Sliding surcharge (202, 152, 72)
Japan only

V Sliding surcharge (202, 152, 7%)
dollar appreciation (102 sustained)

VI Sliding surcharge (202, 152, 72)
interest rate decline (180 basis points sustained)
dollar depreciation (102 sustained)

VII Sliding surcharge (202, 152, 72)
dollar depreciation (102 sustained)
interest rate increase (200 basis points sustained)

4. Results

Standard economic theory suggests that a country that levies a tariff

potentially suffers from two types of cost. A production cost results from

the fact that domestic and foreign firms allocate their resources in response

to distorted prices for their goods, rather than to the true international

market prices. A consumption cost occurs since consumers will and up

purchasing fever goods -- without benefit of import substitution -- than they

would have preferred to purchase if they had been free to buy at the

international market price. Evaluating such hypotheses, however, requires an
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explicit welfare analysis, while in this study we shall concentrate on

standard macroeconomIc aggregates. The analysis in terms of trade balance and

price effects, impacts on real activity, and the Federal deficit, while not

completely capturing the spirit of traditional welfare concepts, is such more

in line with the current political debate.

4.1 Effects on the U.S.

The effects on the United States are sumarixed in Tables 7 and 8, which

compare the first-year effects of various scenarios on a selected set of

macroeconomic indicators, and the effects over the entire simulation period,

respectively. Detailed tables can be found in Appendix A.

The most important conclusion to be drawn from the basic surcharge

scenario without retaliation (no exchange rate and policy reaction) in the

Ilrst row of either cable is that, while an inediate reduction of the Federal

Deficit and a significant trade balance Improvement can indeed be expected, it

will lead to a loss of real activity to the extent that domestic production

and existing stocks cannot fully compensate for the loss of imported goods at

favorable prices. Assuming a full pass-through, consumer prices will rise by

about 6/10 of a percent. If both Canada and the LDCs were exempt from the

surcharge, the effects on the Federal deficit and the trade balance would be

substantially reduced, in effect by more than half. In that case, our results

indicate that there would be even a slight increase in GNP, caused by the

redirection of trade to Canada, which indirectly benefits U.S. exports.

Finally, a surcharge against Japan alone would generate only a minor trade

balance shift, with slight improvements in the Federal deficit; the real

effects of such a policy are hardly discernible. It is noteworthy that in the

long run, in all cases, a slight reduction in consumer prices can be
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.expected. While a surcharge vill be Lnflationary In the short and adium

4-ters, the recessionary effects on wage and price increases potentially more

than compensate the initial inflationary effect.

A closer look at the final three scenario results reveals the crucial

importance of the exchange rate response to a surcharge. Compared with the

baste case in Scenario I, the additional exchange rate reaction can induce a

-wide range of variation. Should the surcharge be accompanied by an

!appreciation of the effective dollar rate, short-and medium term effects on

trade balance and government budget, as well as effects on real activity,

would be only slightly altered; the inflationary effect could be expected to

be less pronounced in in the short run and ever sore favorable in the long run

due to lower import price increases. For both cases involving an exchange

qrata depreciation caused by either a loss in confidence in the U.S. economy or

46n interest rate-induced capital outflow, the differences are even more

striking. In the soft-landing scenario, the negative impact on activity of a

:surcharge would be more than compensated for by the stimulating effects of

easier monetary policy and the resulting depreciation. Higher economic

activity would improve the Federal budget even further, while the trade

balance effect would be smaller, caused by induced imports. Contrary to that,

in the hard-landing scenario, the interest rate increase, caused by a shortage

of funds following a capital outflow, will - both in the short- and medium-

-term - slow down economic activity. In addition, it will be inflationary.

The loss in real activity will ultimately lead to a further deterioration of

.the Federal budget situation.
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4.2 Effects on the World Economy

The response of major aggregate indicators of world activity is reported

in Tables 9 and 10; in addition, individual country results for Japan can be

found In Tables A.8 - A.14 In the appendix.

In general, the first year responses are in accord with accepted economic

theory. The imposition of a surcharge, under any policy and/or exchange rate

response, reduces world trade. The reduction is most pronounced when there is

full retaliation, or when the secondary effects of an induced recession in the

U.S. (scenario VII) generate a further decline in trade activities. The

effects on GNP growth in the OECD area range from 1/10 to 7/10 of a percent in

the first year. Compared with a baseline forecast of about 3 percent growth

in 1986, the worst case represents indeed a substantial reduction in economic

activity. While a multilateral tariff is clearly inflationary (scenario 11),

.this effect would be greatly reduced in the case of a dollar depreciation, due

,to lower import prices in the majority of OECD countries. With the exception

.of scenario III (and partly, IV), where the LDCs gain from trade substitution,

.the primary and secondary effects of a U.S. surcharge will tend to reduce LDC

growth slightly. The reduction is, however, relatively small and a major

effect on the debt status of certain countries can only be expected in the

case of scenario VII, where the U.S. interest rate increase is expected to be

reflected fully in LIBOR.

Over the 5-year horizon of our simulations, the effects are, on average,

much less pronounced. As is the case for the U.S., the initial recessionary

effect of a surcharge tends to improve growth rates in the medium-term. An

inventory cycle, combined with adjustments in domestic spending, ultimately

reverse the initial GNP losses. Average growth rates over the simulation

period are affected only marginally; simiarly, reduced inflation in the

medium-ter compensates for initial tariff-related increases.
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Table 9

Cooparion of First Year Effects
Under Various Import Surcharge Scenarios

World Trade OECD GNP OECD LDC GNP
Growth Inflation Growth

(2) (2) (1/1 (10)

Scenario I:
Sliding surcharge

se".,,,1rto 11:
Sltdtosg stir¢|harge

foreign retaliation

Scenario III:
Sliding surcharge
Canada and Deve exempt

Scenario IV:
Si4ding surcharge
Japan only

Scenario V:
Sliding surcharge
dollar appreciation

Scenario VI:
Sliding surcharge
dollar depreciation
interest rate decline

Scenario VII:
Sliding surcharge
dollar depreciation
interest rate increase

-1.1

-1.6

-. 4

.1

-. 9

-I.0

-1.4

-. 2

-. 3

-o0

0

.3 -.1

.7

.2

.1

.1

-. I

.2

.1

-. I

-. 2 -.1

-. 7 0 -. 3

Note: All data are presented as percentage changes from the baseline.

Scenario
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Table 10

Comparison of Five-Year Effects
Under Various Import Surcharge Scenarios

World Trade OECD CNP OEC" LnC -'2P
Scenario Growth Inflation Crowth

Scenirto 1:
Sliding surcharge -. I 0 -.1

Scenario 1I:
Sliding surcharge -.1 0 -. I
foreign retaliation

Scenario III:
Sliding surcharge -.05 0 -.1
Canada and LDCs exopt

Scenario IV:
Slidin3 surcharge 0
Japan only

Scenario V:
Sliding surcharge -. 1 .1 .2 .1
dollar appreciation

Scenario VI:
Sliding surcharge .05 .2 -
dollar depreciation
interest rate decline

Scenario VII:
Sliding surcharge -. 2 -. 3 -
dollar depreciation
interest rate increase

Note: All data are presented as changes from the baseline. World traee is re>,re
as percentage deviation. OECD and LDC C%? andOECD inflation are reported as
deviatiors of average growth rare over 5-year period.
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On an aggregate level, long run effects on world activity, trade, and

inflation do basically occur only in the hard-landing scenario. In that case,

the interest rate increase Is responsible for a persistent reduction in

activity.

5. Summary

It has been the purpose of this paper to examine the potential effects of

a temporary Import surcharge on the U.S. economy and the world as a whole

under various scenarios. In all these simulations, such a surcharge turns out

to reduce the trade deficit and generate Federal revenues, as expected. The

initial effects on domestic activity, world trade and world GNP are also

unambiguously negative. In the medium term, the effects are, however, rather

diverse, depending upon the adjustment of other policy variables, market

expectations, and exchange rates. In the long-run, with favorable exchange

rate adjustments, a surcharge may improve WM? in the U.S. while reducing the

Federal deficit substantially. The hard-landing scenario, on the other hand,

portrays a surcharge as generating significant GW? losses combined with a

deterioration of the Federal budge't'situation. Also, retaliatory actions from

trading partners would, In all scenarios, reduce the effectiveness of a

surcharge appreciably. In that case, the revenue effect would be reduced to

almost half of its original size, while the trade balance effect would even be

reversed; GNP losses would end up being substantially higher without the

benefit of more than just a marginal reduction in the inflationary effect.

Macro affects are examined in this analysis Individual sectors or

Industries may gain at the expense of others. At the world level, some

countries may gain at the expense of others, but the United States does not

appear to be a gainer.
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Tables A.1 - A.7

UNITED STATES

Tables A.8 - A.
1 4

JAPAN
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SIIC 5-9 332 VwS.56

ALL DIM 333 VwLfJ
IMPORT SIIC 6-1 330 Vt.0

SITC 2#4 340 VUL24
SIMC 3 341 %4W.3
SIIC 5-9 342 VWI59

ALL G=K 343 sW1L4f
FOB 10RAM SAL 362 lt
fWL.o RAI(tOC/,) 261 Y100.

Gw OcrTATOR
PRiv ('ON% DarL
PRIV 118V I1F.
'tsP UV 110( US$
IMP IW INEX US%
Nam RACE PER CA

INfI(SI *AT[ X
?WD wVR m1D(x

95P
"I PC

04 PfC
161
y13 W

103 RU
137 RIO
104 0

ACRWAJt 01444
10 5-1 1906-I C IAG
00 -20 0 so

0 0 -76 0 -42
0.06 -4.30 0 0
.m oe m 09
666o -20175 -' 6

0.0 -535-5 -1 6
g6 -016 -300 -5826 -42

(0ILLI0S Or YEN. 1975 PRICE)
167-1 UCI 4 10-I CCHG
-116 4 -0 I -227.6 -02
-468 -4 • -2561 -. 5
-13.25 -4.1 -16 -02
em o 0 so " 0m a
-5I 41 -3 1 -51 5I -2.6
om *0 0.00 9.O
-796,7 -I 5 -0777 -1.2
-191 9 -06 -21.0 .4.
-992 7 -0.4 -11,0.0a -0.4

IWO-I 34

-176.7 -4.3
-10.35 -4.7

-17 47 -1. 1
..m 0.0

-271, I -0.5
-224.0 -4.6
-501.7 -4.2

BALANCE OF PAYMENTS (BILLIONS Or U.S. 00LLARS. CUORIENt PRICES)
I #@S-I 1960-I %CHO 1"671 .8)4 19W4I 3040 1909-1ICING0
0em0 -o 646? -2 0 -0 0464 -2 6 -0 0357 -1.0 -4.0150 -40
em 0017 1 2 0 0274 I 7 00423 0.1 -4 34t -1,1
"e'm -00021 -0 3 - 003 -06 -0.0447 -. 7 -0.0041 -0.6
0060 -2834 -13 --4 542 -20 -4,456 -- .0 -2 767 -1, 1
0 60 -7 865 -1 3 -4 561 -2 0 -4,494 -1.6 -2,521 -1.1

o 0 -1 0270 -0 1 -4 0699 -0.4 -0.1435 -0.6 -0.224 -4.9
em 01640 06 02610 1S O.1451 6.5 -0.0363 -4.1
o m0" -0 060 -0 2 -0 2377 -4 -0 3064 -. 7 -0.4641 -0.7
• m e 0415 0 I 154 4 3 -. 3295 -0.7 -0,3440 -9.6

e on 6062 0 I -0, 94 -0.1 -4.716 -0 5 -1,076 -0.6
0 OW -2 94; -3 0 -4-313 -5 3 -3.778 -4.4 -1.745 -2.1

• em o om 0se • one m 0. ,em e. 0.m o.o

o m

19W1- 1 xmH
-0. em -0.4
-0.9054 -0.3
-O,016 -4.2
-6.6196 -4.5
-0.0505 0.0
-0.3078 -4O
* 6054 0.3

-. om -0.1
-0.813 -0.4

1910-1 xc
-326.0 -2 2

-34.0 -, I
-21.54 -0 2
e, Om 0 6

16 20 1 0
e. m so9

I1? 0.0
-177.0 -0.5
-170.2 -4.

t 60--I 3040
-4.6154 -4.7
-0.0470 -2.3
-0. 042 -0,4

-I ,412 -. 5
-1.477 -0.5

-*.210 -1.0
-0.0 900 -4.3
-0 4422 -0.6
-4. 226 -0-4

-1 049 -0.5
- 420 -0.5
.m a a

-C.OM -4.5
-0.063 -0.4
-0.01120 -4.2
-0.0113 -0.5
-. 3322 -4.1
-0,3357 -0.7
-0,10 -1 0
-04.21 66O-,350 ,-4 2

nTITES l)tf CG PWtIOt AM4 IG ARE EXOGE14OU

-I

;51

KEY ECOIMIC INDICATORS
f046-I 3045 ?"?-I 3C14 Igoe-* m=4

-0 - O1109 -0.1 -04 33 -0.2
-0 01104 0 0 -0 011 -4.1 -0.0031 -0.2
-0 @"1 of -6 0•0 00 -O. O0 -*.,
-em" 60 -0 034 -0,2 -0,0075 4
O 0668 04 I 1004 0.5 8.69S5 0.3
-09 520 -4 I -0 1481 -0.3 -0 222 -4 S
6 0140 0 6 0.0225 1.2 061235 1.2

-4.04012 0 -4.0423 0,1 -4.•1•1 -0,1
-06 47 -4 -1.169 -4.0 -1.249 -06

TAPAN



US TAR7f WITH RfTALIATI77 PROJECT LINK FRI AO 5 is 54 5

ACOfC.AI( TIFIAA (ffItI.I('W Or Y(N.
7909-7 1936 , VtMHG ,607-I 167767

6 0 ,497 0 a3 6085a 0
0 149Z 0 4 69 3 05
00 -,460 1 , 390 4 0 7
009 47 5 0 3 2775 071
00 1330 06 1634 07
* 0 99 3 4 7 -75 I -3 3

0 000e 0006 t 000M 0
0 0 M92 0 3 -267 5 -0 4
0 0 7793 7 3 652,6 7 6
0 "4 02 606 02

CURRENT PRICES)
Iow,1 ! MG 19(19-1 CH

2922 0 1 -436 0 -9 2
126 0 3 -51 8 -0 7
-22 0 0 -314 6 -4 5
-7.3 0 0 -71,7 -6.3
97.2 4 -32 3 -4

-17.5 -4 4 -61-0 -3.5
0 *f 1 0 6 0000 0
-474 1 -0 7 -473 1 -0.7

132 0 03 -30 6 -08
-53 0 -1039 -0.3

P67V CO6RI57PTwIN 3 C
MAL C("ISUW 07 5 CG
P'RlV I6VtI#AE0T 7 7t
75X45,I7. I77rI 6 1"
01.0111 cNvrfImoN 12 iG

Poly INV 4 ( t3 7ip
Go INV (H7A; 2172 ilG
EIW7F6"V of, SOS 74 r35
770'0675 7I CA% 71 665
(A?735' fl744 P6730 20 GOP

FrP3TS 511C 6-7 329 4l970
S-I7 24 338 VXL74
Slit7 I III Vxl 3
4I1C 5.9 3.1 VWL59
At7 (.7(Ml 155 Vw4i70

Im7r7ffil' SlIt; 0 1 379 vim007
SI1C 244 34P V1ot24
Sil7- 3 347 VIL3
Silt 5 q 342 vm59

A7 I C.C0(5, 143 0VMI99
TIO$ tRAVI FkAt S62 111
I'I04 *A7I6ItC-./$) 2,7 1VI7

G rflIAfOR

Poly INV Ot

low IYV 1%N lysq1/%

774 6467 ('7 CA

IND1)p gv IN•(t(

95 p
I97 Pr.
"0 PIP
84 PfC

73 W
103 at)

led 73

AGr.I(GA(F DMAiM BILLION5 O4 YEN, 1975 PRICES)
1965-1 i9as-1 %CHG 7067-1 1714C I9on- iCHG

0 0 -9, 67 -0 7 -700 7 -4 2 -751 1 -4 2
0, s 0 0go" 00 00000 6 0 00000 00

0 0 177 0 0 4 147 00 -210 2 -04
000 -47 79 -0 4 -5060 5 -39 67 -0 3

00 e a600 66 0ow000 100 6000 0 0
00 6731 3 6 -6597 -'0 -6429 -6

60 00000 0 000 0 00 00 0 00
S -1 7 0o -5436 -10 -545 3 -09
0 -4239 - 4 -581 -7 a -507.4 -75
00 396 9 0 2 -25 7 -0 t -$29-1 -4 2

BM7 AKIE OF

6 000

oo

*oo
em000

79057p

O 6660

* 80000

6800

7906-7 16740
-247 1 -0,2
0000• 06O

-269 01 -4.5
-20 26 -4 2

-57 60 -3 5
* 0000 6.0
-264.2 -0.4
-269.6 -40a
-569.0 -4.2

7'AYNIENt MILLIONSS OF U S DOLLARS. 61I367N PRICES)
i9pi-t 1.7 7CG 987-716740 719M0-1 2674 1969-1 1674
66232 174 60058 03 -0 0094 -05 -00229 -1,
0 13119 9 07700 76 0 0320 79 -00715 -3 6
6 0276 3 6 6 0736 2 1 6 0032 0.5 -0 6687 -1 2
0 693 0 3 -1 326 -0 6 -2 16 -0 - 990 -0
6 "7f 0 4 -7 796 -0 5 -2 136 -069 -2 06 -0.8007 6?M 5 0006 S 0 6 -01496 -07 -02673 -17

0 3832 7 7. 6 6727 2 2 0 540 7.0 0 2737 0.7
6 9335 I 8 6 4446 0 16 -0044 06 -0,5295 -0 8

, 760 -2 8 -1 694 -4 3 -1 60 -3.3 -4 7 -1 5
0 244 0 2 -0 8. -0 6 -1 223 -40 8 -7.410 -0.8

096329 80 -0 360 -04 -0 0724 -7.. -06026 -06
06600 0 00066 0 0 00000 0 0 00000 0 0

K(Y ECO(OIC INDICATORS
1960-l 1"G 97-1 XCH 1988-1 XH

• ems 0 0032 03 0 0033 0 2
00 o57 114 0073 0 5 0053 0.3
0 076 0 7 0079 0 7 0 0046 0.4
0 8126 07 00116 06 00033 02
177070 5 6 9 491 4 5 50999 2 3

S119 0 3 0 18044 0 4 0 7057 0 2
66605 -0-5 -000 0I10 0074 70
0 O 3 6 7057 0 1 -402 -0.7
07140 6 1 -08572 -85 -17776 -0 6

-0 090 2 0.0
-0 OO01 a a

-0 000- 4-411 2 00

-0 12,7 -0.3
6 031 I KO
-4 0179 -0.3
-0 974 -0.5

907ff% NA77 C, PM7L AND3 IC ART (400734071

pw Iv ro]w4w i TI1ON
inpt ¢,wsoair r inm

PWIV INVI7&67
Ho0U's.Im; imvrst
PUBI INVFS5 tWMF
Poly INV CHAtr
GVINV r HAME,P74I 77w CASiG

(7I037S (W7 ,A5

GPs% or. P60iO

24 CV
155 CGV
16 Irv
25 IH4

208 IGV
27 1 79

214 7IIGV
28 (CSv
31 665V
34 (.07-4

10in-, 1674
-961 1 -0 4
-184.5 -0 4
-220.6 --6 3
-103.9 -4 5
-110,5 -6 4

242 1 0

-207 7 -0.3
-372 6 -4.6
-1454, -4 3

I"0 I I1 M

-215 3 -40 2

-106.5 -02
-14.00 -0 1
0.000 0 0

17059 7 2

97.5 02
-153 3 -04
- 3 00

5,.

19904P•- 1 S~
-07105 -09
-0 055 -2 7
-0014 -. t3

-0 702 -03

-003697 -7 3

9.4132 03
-0 5723 4.8-0 294 -4

-1-173 -4 6
6 3239 0 4
0000"0 60

-0.0048 -01 3
-00"42 -4 2
-O 0017 -0 1
-6 000 -04

-0 591 -0 2
-0 2873 -0 6
60778 67

-0 0127 -42
-0 235 -0 1

JAPAN



US TARIFF INC. CANADA 036) (DC JAPAN PROJECT L~U1 T1~ ADS 4 17 46 40

PREV COWSIPI ION 24 CV
"L rlIlM 1 In 1535 CV;

lIV INVf,%TmNI 26 IrV
4)1USIWI IolVsr 25 INV
"L l40lI&Wv I 298 IrV

PRIV INV CI Af 37 IPV
G IHv CKMCE 214 I1O
CXYPIS o" f.6 2 CGSV
IMPORTS or (lOS 31 GSv
GROS 0nl P600 34 COPv

A331(.AIE OIWNO (BILLIONS
11 -I 1Ilw -I %CI0 11067-I

* -32 -4 2 -814.66 -no 6 -0 -194,7
00 -323.9 -0 -530.500 -U40 -03 -112.2

o -65 6 -03 -122 7
0 0 -tit 6 -4 7 -6.3

6. -1627. -2 6 -1413.
00 -117.5 -.03 -242-

* -2326 -0 7 -20153

or YE. CURRNT PRICES)

-04 4 -0.
-45 -3075 -068

-10 -4321 4.7
-00. -'00.3 -0.4-0.5 -1" 5 -0.7
-4 3 -42.7 -I 6

-2-4 -1661 -1.6
-4.6 -326.5 -0.8-01 I -3219. -4
.40 -3210. -40 .2746 -0.7 -2120. -05

PRIV CONSUMPT ION
PWIt COWAIPT ION
P69 IV Alwl flN

l$IW. INVFS
rn.lv INV F ,IW
cov INV CHANCE

11 0011% of C-
IMPORTS 0r Ga5
COKS DON POW0

3C
5 CC
7 Ir~I I r
6 1 H

12 1G
13 lip

212 IIG
14 Ec5
11 WGS
2G0

IPTS SITC 0-I 329 VXLO!
SITC 2#4 330 VXL24
SIIC 3 331 VXL3
SIIC -9 332 vxLo

AL£ G01I 333 Vyttg
IMRS SITC 0 1 330 VW*Ii

SITC 244 3 4 VM5L24
SIC 3 341 VWI3
SIIC 5-9 342 vmL5o

ALL GOOIP 343 V93.06
FOB iTRAM SA 362 11
I XCH RAIf(LO(./5) 247 YENOOL

PRIV C(NS Ocri, "II PC
UIeV INV ocri 6 PIF

fI v 1N ; 3601 it$ 84 PgC
IMP tP IeWW USS 161 PW
WIM 64GF Pff CA 73 0
LO, PLOYWNI x 103 WU
INTRISl *AIC X 13 RLI
IN0 30 IND x 1164 0

AOWGATC (O4 (BILLIONS OF YEN. 1975 P6ICS)
105-I 1 "6-I 10c6 107-I xIG 11106-1061

660 -466 0 : -195.0 402 -342.4 -6.30 0mI m 06 6mm .0 .am e.g
00 -217.7 -0 5 -361 0 -2_ .7 -0.5

066 4.37 00 -06 00 -1562 -1
06mm 0usm * o I.mm" 6f0 emm 0.0666 -6$ 23 -4 7 -46 65 -4 2 -20.36 -1.6
m 0Omm0 0 0.mo 0.0 .mm 0,0

6 -1241. -2 3 -02. -6 -5. -0.0
-116.4, -0.4 -227 6 -07 -27W2 4.6

0. -140. a-e 6 -1414 96 -06112. -4.3

ALIC Or PAYrWkTS (B1LLIONS Of U S DOLLARS. C14N
,065-I _1*6-0 UCH 197-I .G 10661low,
* 4191 -. 0338 -2 1 -4.0211 -1 4 -0.11175 -4.6
0m OW O-6 6 6 660137 0.90 W674 0.4
* O -0 0012 -42 -0 6617 -0 3 -06621 -4.3

0 Ot -7-01 -33 -45 -26 -4 34o -1.0
0.116 -7 110 -3.3 -6.474 -2 6 -4.352 -1.6
0 OM -4 0260 -0 -,1278 46 -0.25*7 -1.2

0- -.. 056 -0.2 -4.117 -45 . 147o -0 5
0 mOm -41220 -4 2 -4.3335 -06 -4.4753 -46
*mm -•.1767 -4 -4.,250 -4.6 -0 201 -06
0 -0 35 -4 3 -0 61 -4 6 -1 167 -07
0000 -0 733 87 -5613 -•.8 -3 1 •5 -3.7

91100mm " em e o.mm 9.0 *. 6OD .0

1115-I

o m

0 mmn
0 mmn
0 oem

Oem

ACY (CCNOUIC II4)ICATO6IS
166-t ; 111e7-I tI4 1166-I 1

sot2 -0 -I 463 -0.3 -0,675 -05-06 0 -0 .1-0664 -0 2 -4-601 -04-0S17 -4,2 -. 022 -0 2 -46260.2
- -0 .3 -. 105 -0 .5 . 0127 -0.0
0237 01 07"6 1 l 6-0 1451 -0 4.323• 47 -4.465 -1.10_633 I 6 6.0355 I-6 0.6236 1.2-0.901 -0.1 -0.-63-1 -. 04" -I1
-1 500 46 -1,631 -46 -1 162 -40

N O OW CC 75001. AND IG AR[ C[WOOJS

1666-I 06
-331.1 

-46-166'2 -0.3
-177.3 -0.6
-155 -0 .4

25.7 . 10.41011 0.0
-422. -4.0

-332.5 -0.7-2740 -0.7

mo66l 106
-1646. 

-07
-237. 5

-5.7 66
-144.6 

-0.6-•16.6 -0.4

43.1 1-$
6.mm10 0.0

-292. -6.4
-204.0 -05
-2120. -0,5

f4

1909)-1 I
-408. -0,30,110m @Is
-53.3 -0.1

-25.81 -4.2

2336 1.2
o .mme o.e

35. 0.1
-25 4 -0.7-IleI. -4.1

-176. -0.1 I 00
PRICES)

-4626 -04.1
-0.635 -0.2
-o6O6 -. 2
-I .443 -0.6
-1.471 -0.6

-4.3440 -1.3
-. 1027 -0.3
-.. 5021 -4.6
-0 2312 -4.4
-1. 04.7
-0.21 -0 4O0*M0O.0

o.e.m e.g *.mm *.e

1,0&_ I '-6
-0. 401 -05

-4. N24 -4 2

6mm0t 0of-0.479-1.

-40•I6 -I 2
.-60127 00
-0,4211 -!1.2
-4420 4.2 -4105-01

1966-1 106
-406. 3 -4.3
0.4111 0-7.7 01
-32-23 3

31-76 2.0

123 6.2
-204. -. ,S

1I o0

1"0-1 w
-0.6635 -0.2
-4.0138 -4,7
-4.0015 -4.2
-0.50 "-3

-0.96 -03-0.33M -1, 1
-0. 056 -4.2
-0. 4M7 -0.6
- 1778 -4.3

-1.7 -4
0.12 02*.*e0 0.0

11111-1 o
-0.675 -0s
-0,0067 -0.4
•4.617 -4.1

-4.0121 -0-
-0.0610117 0-0.206 -06
-4.0416 -2 5

6. sou 6.1

US TAP~lrr rXCL CANNb AND LOC JAPAN PRINF(¢T LiNK TUC AP 9 17 49 49



PROJECT LIK 011111 APR 5 18 9 54

764v r41N541sl1t3
PloV t nN I4(4 IPeeR! ImmP~limpl(

"t I 1MW %IteINlrnuv i, Klw's

PRIV 44EV ctC-

I,^ INV CHANGE 7
riPORT, r" rS
g(e,65 447 Pm6O
06055 DnM '0

P61V CG4SIWI 4494
Pilot C4r4' 4164PIlV IPIVFlldI N

malm56. I4v41A1N
PMI I1VF% IMdNI

rl4V INEV IIA#O.j
C.OV I4V C.*lA4 7
IimWts. IV Gas
Ib6'iWRIS (W GAYS
lr6145 DOM PROC

'4
5%

26
25

14
2s
31
34

cprcAt" nrrAN (a4ItLIONS or YEN.I qm!I I Ii- I %CG I 9r?- I cl,

CV 6 -487 -6 5 -446 -46
ccV 6 -"16 6 -6 4 -284 a -9 7
rV 60 -460 7 -4 6 -?74 7 -1 4

INV 66 -86 2 -6 1 -159 1 -6 9
IGV 0 -466 6 -6 4 -11 7 -6 1
IIPV 6 6 -16N 1 -7 6 -476 7 -5 6IlCV 6666 66666 66 6666 6

(GSV 6 -358 -3 a -183 -3 I
MSV 6 6 -225 2 -6 5 -392 8 -1 6
GI1PV 6 -3115 -4 6 -4665 -1 2

3 C
5 Cc
7 II
6 IH

12 IG
1 lip
12 IIG
I4 ItS
1 1405
76 (SiP

rvw' SlIt 6 1 379 VX164I
SItC 744 330 VXL24
541K 3 334 VtS
S!lr 5-9 337 VNI 59
ALI G'nl% 311 VWLt

IMP % slic 6 4 349 Wt64
SItC 24 46 VMI 74
SItC 3 341 34 13
Il 5CI-9 %42 ANIso

ALI rlf lh 343 VlOq
1 ( TOfAD RAJ 362 To[
IN *A41(14A/S) 767 vtWd3O

tc, Or I ,'p 9% P
P OI 419 (41rl 191 61
rwiv INV frl 66PIt
Ix ptISV I 04)l 445 8S 4 PFC
IM to Iq~~ tD $ If / U-S

AW " 4,jR CA 73 PW

#4(mr r)%*m It 461 L
194(654 DAYE It 117 RJR
II 414)0( 6f 04 0

CS8RFNT PRICES)
46111-4 WIG4 1989-I 2C440
-203 -. 1 -236 -4 6
-43 ,4 -t 1 -436 0 -1
-5450 4 -1 -101 6 -0.3
-230 1 -4.2 -227.5 -4 1
-233 5 -4 6 -262.5 -46
-36 6 -I 6 55 9 2 4

-4463. -1 6 -337. -45
-472 4 - 4 -446.8 -6 6
-4229. -4.0 -3323 -46

ArFGA4r 06N0 (BILLIONS OF YEN. 175 PRICES)191115-1 I9n6-iItCrHC 1*87-1 XCH 10"8-1 cH

660 -664 4 - 7 -65 9 -6 2 -455.6 -. 3

6 6 -326 6 - 7 -529 8 -t 1 -314 8 -46
666f 8 32 641 -3 47 66 -14664 -4 2

660 -126 1 -6 9 -89 6 -5 5 -24 2 -6.4

6 -1778 -3 3 -11 -2 3 -536 -46
6 6 -454 5 -6 5 -22 6 -6 9 -343 5 -1 1
6 -2123 -6 9 -4876 -6 7 -4666. -6 4

-526 6 -44
66666 66

-6 6 6
-34 23 -4 3

426a 2 6

224 66
-296 6 -0 

-1 6 6

BALANCE Of PAY4iYTS (BILLIONS Of U S DOLLARS. CURRENT PRICES)
696015-1 411 96-4 XCIC 6967-4 2040 1986-6 20440 49011-1 20446 1- 7 -64 66664 .6 66616 6.4 6.6637 6.2

41m 66 64 6OO 5 66656 6.3 64162 66
e 662 6 10 6 3 • em86 6 1 -6 6647 -6 2 -0 0655 - 7

666 -633 -48 -863 -33 -543 -24 -46 - 3
666 -40 33 -4 7 -6 62 -3 8 -5 13 -2 1 -666 -0.)

8eme0 -. 156*3 - 8 -6 399 -1 6 -0 465 -2,2 - 5541 -23
e m -6144 -6 6 -6 2912 -4 1 -6 2626 -4 6 6-4 1465 -0.5
0 em -6 194 -6 3 -6 4749 -46 -6.6354 -1 1 -6 6621 -1 4
* M -0 2898-0 7 -0 3589 -46 -0 3448 - 7 -0 2487 -0 4
6666 -6 761 65 - 447 -1 -4.36 -1 1 -6 652 -46
664100 -9 566 12 3 -7 476 -6 7 -3 386 -3.6 6 763 6.9

emo " em ee em e 11 111m01 9.e em so" 0

4965-I
*
66

*on

KEY ECaON'IC INi0CAtOS
1986- 4 CHO 198-6 S C1 I,,X," Ct40

-6 6i4 -6 1 - 6658 -$ 4 -0 660 -47
-* 034 - 72 -0 66 4-0 4 666 -4.
-0 6629 -6 3 -4 "663 -4 3 -61 1111 -6 6 -3

-6 69 -6 5 -0 65 -4 8 -0.6474 -046
-4334 -6 1 -0 276 -6 4 -4.4o -6

-0 72445 -6 5 -1 4640 -l1 6a066 -4 5
6 6513 2 4 0463 25 6 620 4 ,4

-66667 -6 2 -6 1163 -42 -6,0110 -42
-27255 -6 3 -24166 -4 2 -1,352 -047

1"9-1

-6 6l22 -7-46666 -47
-466833 -6.3

-6 3655 -42
-46203 -- 3
-4.6358 -2 1
-94667 6 6

-0 284 -6.4

1666-4
-2643.
-263 4

45 4
-172 4
-117 2

634

-264
-464.
-2443.

inc
-.08
'-46

64
-81

-4) 4

2 7

-4.4
-0 7

1996-42040r-562-6 -4
151 4 0 3

-42 36 -3

46.6 26
226 6 4

-226.3 -4 6
107 6.6

0.011 0 4

-0.61 -0 2
-0462 -6,2

-6.5565 -1 9
-0.06 -4 2
-0 6230 -4.0-4293 -43

-1 456 -4 7
.637 40

06666 66

19" -s X

-0 162 -46
-4 3 0
-6.6623 -6 2
-4 6645 -4 7
-6 5466 -0.2
-4.3264 -9.8-".962 -36

6601012 6 2
-666 660

NOV(% 4404 CC PWWO00 AND It ARE (650644044
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STATEMENT OF DR. CRAIG K. ELWELL, ANALYST IN ECONOME-
TRICS, ECONOMICS DIVISION, CONGRESSIONAL RESEARCH
SERVICE, LIBRARY OF CONGRESS, WASHINGTON, DC
The CHAIRMAN. Mr. Elwell.
Mr. ELWELL. Thank you, Mr. Chairman.
At the request of this committee, CRS conducted an analysis of

an import surcharge. The specific proposal considered was a 20-15-
10 percent declining rate ad valorem tariff, in place for 3 years.
That is, it would be temporary. Economic effects fo.r 3 years beyond
that point were looked at. Thus the complete time interval exam-
ined was 1986 through 1991.

This analysis was done using the Data Resources, Inc. [DRI] econ-
ometric model. Three global assumptions were imposed on the
analysis that was done. No. 1, it was assumed that there would be
no foreign retaliation. No. 2, it was assumed that there would be no
exemptions from the tariff. That is, all import goods and services
would be taxed. And finally, global assumption number three was
that there would be no active monetary policy response to the
tariff.

Those assumptions are used to simplify the analysis, to better
isolate the effects of the tariff, and see more clearly what the tariff
would do to the economy.

In general, when interpreting the results of this CRS study of a
tariff, I would caution that you pay attention to the broad direc-
tions, and magnitudes of change. I think there is a certain pretense
of precision that goes with presenting econometric results and I
don't want to pretend that every decimal point is indeed what
would occur.

Let me summarize briefly what this study concluded. A tariff is a
tax whose burden would be borne in a fairly substantial way by the
American economy. That burden would take the form of higher
prices-that is, the rate of inflation would certainly be increased;
and lower output-that is, real GNP would certainly fall relative to
a situation without the tariff. This fall of real GNP means any
gains in output in employment made by import competing indus-
tries would seem to be more than offset by losses in the wider econ-
omy. This conclusion was true without retaliation, and I think it is
clear that those burdens would, indeed, be far greater if there were
any retaliation from foreign governments.

It is noted in the CRS study that the precise consequences of a
tariff is of course, very sensitive to what the exchange does and
what degree of foreign exporter absorption of the tariff occurs. But
I don't think either necessarily changes the basic conclusions.

Certainly the tariff would also be borne in a fairly substantial
way by the rest of the world. Under one scenario it was demon-
strated that the rest of the world could, indeed, be made to pay a
fairly hefty share of that tariff, if there was significant absorption.

A third conclusion, and I think perhaps the more interesting one,
is that the tariff does not seem to lead to any substantial, sustained
improvement in the balance of trade. It is indicated that a tariff
may, in fact, lead to a substantial appreciation, relative to the base-
line scenario, of the exchange rate. And that works, of course, to
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offset the import reducing effects of the tariff, but it also works to
reduce exports.

What the econometric simulations indicate is that the longer
term output dampening effects of a tariff were the result of this
exchange rate appreciation, channeling through from reduced ex-
ports. In general, this CRS study strongly suggests that a tariff on
imports would pose substantial risks for U.S. exports whether that
risk comes through retaliation, reduced foreign income, or an ap-
preciating exchange rate.

Thank you.
[The prepared statement of Dr. Elwell follows:]
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Congressional Research Service
' The Library of Congress

Wash'rnst. 0 C. 20540

February 15, 1985

TO Senate Finance Comittee
Attention: Leonard Santos, Trade Counsel

FROM Craig K. Elvell
Analyst In Econometrics
Economics Division

SUBJECT Preliminary Results of Econometric Analysis of Macroeonomic
Effects of a 20 Percent, Three-Year Ad-Valorem Tariff

This is in partial reply to your request for an econometric analysis of a

20 percent import tariff. The results reported here are preliminary end could

be subject to some adjustment as the simulation is examined further. It seem

quite likely, however, that these adjustments would be relatively small and

not dramatically change the basic results of this simulation exercise.

Nevertheless, I would counsel that you focus your attention on the broad magni-

tudes and direction of change to macroeconomic variables that result from

this policy simulation. The Data Resources Inc. (DRI) macro model was used

to do this simulation. I would also point out that the results presented here

implicitly assume that there is no policy reaction from the monetary authority

and no foreign retaliation to the tariff. The occurrence of either would sig-

nificantly effect the outcome reported here.

Table 1, below, presents the effects on key measures of macroeconomic

activity relative to the base case and subject to the conditions just noted,

of 20 percent ad valorem tariffs on all imported goods. (The tax revenues

collected by the tariff are reflected in the change in the level of Federal

1 of 7
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indirect business taxes.) The important conclusions to be drawn from those

results are:

* A 20 percent tariff vould raise between $75 and $85 billion dollars in
tariff revenue in each of the three years it is in effect.

The added tax revenue created by the tariff is achieved at the price of
a reduced level of real GNP and an increase in the race of inflation.
At peak effect, real GKP would fall about 1.3 percent in 1988 and the
inflation rate would rise about 1.6 percentage points in 1986.

Revenue inflows from the tariff would lead to a reduction in the Federal
budget deficit of $64 to $73 billion dollars annually for each of the
three years the tariff is in effect. Deficit reduction so achieved,
raises U.S. interest rate. and the yield on 3-month Treasury bills is
up 0.7 percentage points by 1988.

By 1988, net exports (i.e., exports minus Imports) would increase nearly
$80 billLon dollars. This improvement reflects the net effect of a
modest increase in the value of exports and a more substantial reduction
in the value of imports. (It is interesting to note VJat the increae
in exports is totally a result of higher export prices whereas the de-
crease in imports is primarily the consequence of reduction in the real
volume of imports.)

The Question of Interest Rates and the Exchange Rate

Two aspects of these results might be questioned by some analysts: the

rise of interest rates and the rise of the exchange race. Although, the odel's

conclusion for these variables are plausible and certainly defensible, it might

be useful to see the sensitivity of the results to constraining the level of

Interest rates and the exchange rate to the base case levels. This would mean

that by 1988, the yield on 3-month Treasury bills would be 0.7 percentage points

lover and the exchange rate 13 percent Lover. The results of this simulation

are presented in table 2. The important conclusions to be drawn fror those re-

sults are:

I If Interest races and the exchange rate do not rise with imposition of
the tariff, real CN? would fall by only about one-half as much in 1988.
There is little difference of effect in 1986 and 1987 (mot of this
effect Is attributable to the lower level of interest rates).

* Stronger demand growth leads to an additional 0.5 percentage point boost
in the inflation rate in 1988.

2 of 7
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* Strougar economic activity, lover interest expense, and Increased tariff
revenues contribute about equally to lowering the budget deficit an addi-
tional $15 billion dollars in 1988.

* The improvement in net exports is about $15 billion smaller by 1988.
A lower exchange rate does boost exports, but the higher income attri-
butable to lover interest rates leads to a more sizable boost in is-
ports.

The Question of Absorption

The point hs been raised by som analysts that the very high level of the

dollar's exchange rate has led to a significant stretching of profit margins for

many importers to the U.S. market (i.e., they are earning significant "vindfall

profits*). In this environment, it is argued, importers would likely be in-

clined to "absorb" some of the tariff, that is, reduce the price of their prod-

ucts so as to maintain their share of the U.S. market. Beyond whether it vould

occur, the difficult issue is judging the magnitude of absorption that might oc-

cur.

To approach this Issue, a second simulation was constructed, like the

first, but with the strong assumption that 50 percent of the tariff is absorbed

by importers through lowering prices for their goods. This mans that if the

price to the U.S. buyer of a $100 import with the 20 percent tariff vould have

been $120, then with 50 percent absorption by the importer, it would nov be $110.

The results of this simulation are presented in table 3. The important conclu-

sions to be drawn from those results are:

Absorption will significantly limit the rise in the rate of inflation
associated with imposition of the tariff. In this simulation, the
added rate of increase In the CPI caused by the tariff is halved.

Absorption of the tariff does not substantially alter its effect on real
NP and the unemployment rate.

There is no significant change in the magnitude of tax receipts col-
lected by the tariff nor any significant change in the degree of reduc-
tion in the Federal deficit.

3 of 7
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Absorption leads to a further improvement in net exports in 1986, but
this gain vanishes by 1988. By 1988, absorption of halt the tariff
vould lead to importers regaining approxiWately two-thirds of the real
import volume that was last without absorption.

In interpreting all of these simulation studies, I would urge you to be

mindful that the real world effects of an import tax are such more problematic

than suggested above, because of the uncertainty of foreign retaliation which

could significantly alter the results.

The results of the simulation of the tariff declining from 20 percent to

15 percent to 10 percent over three years should be available to you within the

next ten days.

4 of 7
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TABLE 1. The Macroeconomic Consequences of a Three-Year, 20 Percent
Tariff in the Value of Imported Goods

1986

Real Gi4? (billions of 1972 S)
A
B
D
z
Unemployment Rate (percent)
A
3
D
2
Consumer Price Index (annual rate)
A
I

3-Month Treasury Sill (annual yield)
A
B

Indirect Business Taxes (billion. of S)
A
a
D

Federal Sudget Deficit (billions of S)
A

0

Net Exports (billions of S)
A
a
D
z
Exchange Rate (Index)
A
S
0

1731.1
1739.3

-8.3
-0.5

7.46
7.33
0.13
1.8

5.5
3.9
1.6

40.2

8.64
8.47
0.17
1.9

137.1
60.3
76.8

127.3

-134.4
-206.7

72.3
-35.0

-84.3
-104.8

20.6
-19.5

1.045
1.038
0.007
0.6

1947

1778.8
1797.3
-18.5

-1.0

7.60
7.24
0.36
5.0

5.4
4.6
0.7

15.9

9.89
9.40

.48
5.1

142.6
63.1
79.5

126.0

-153.1
-217.0

63.9
-27.4

-59.9
-118.7

58.0
-44.6

1.033
0.985
0.048
4.9

19ee

1835.1
1858.5
-23.3
-1.3

7.52
7.10
0.42
5.9

5.2
5.2
0.0
0.0

9.82
9.10
0.72
7.9

160.7
75.6
84.5

111.8

-146.2
-214.0

67.9
-31.7

-48.7
-128.2

79.4
-54.2

1.077
0.957

.120
12.6

Key: A a Economy with 20 percent tariff
3 - Base Came
D -A -8
X - (A - 8)/B time. 100

5 of 7
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TABLE 2. The Macroeconomic Consequences of a Three-Year, 20 Percent
Tariff in the Value of Imported Goods, With Interest Races, and the

Exchange Rate Unchanged from the Base Case

1986 1987

Real GNP (billions of 1972 S)
A
B
D
2

Unemployment Race (percent)
A
B
D
I
Consumer Price Index (annual rate)
A
B
D
2
3-month Treasury Bill (annual yield)
A
B
D
2
Indirect Business Taxes (billions of S)
A
B
D

Federal Budget Deficit (billions of S)
A
a
D
I
Net Exports (billions of S)
A
B
D

Exchange Rate (Index)
A
B
D2

1731.3
1739.3
-8.0
-0.5

7.46
7.33
0.13
1.7

5.5
3.9
1.6

40.2

8.47
8.47
s8m4
same

138.1
60.3
77.8
129.0

-133.1
-206.7

73.6
-35.6

-84.4
-104.8

20.5
-19.5

1.044
1 .038
0.006
0.5

1781.1
1797.3
-16.2

-0.9

7.56
7.24
0.32
4.4

5.5
4.6
0.8

18.3

9.40
9.40
same
same

143.8
63.1
80.7

127.9

-149.4
-217.0

67.6
-31.2

-68.3
-118.7

50.4
-42.5

0.988
0.985
0.003
0.3

1988

1845.9
1858.5
-13.6
-0.7

7.34
7.10
0.24
3.3

5.7
5.2
0.5
8.8

\ 9.10
9.10
same
sam

164.7
75.6
87.1

118.1

-131.6
-214.0

82.4
-38.5

-63.5
-128.2

64.6
-50.4

0.952
0.957

-0.004
-0.5

Key: A a Economy with 20 percent tariff
B a Base Case
D A-B
Z (A- )/S tires 100

6 of 7



385

CRS-?

TABLE 3. The Macroeconomic Consequences of a Three-Year, 20 Percent
Tariff vith 50 Percent Absorption in the Price of Imports

1986

Real GNP (billions of 1972 S)
A
B
0I

Unemployment Rate (percent)
A
B
D
z
Consumer Price Index (annual rate)
A
B
0
I

3-Month Treasury Bill (annual yield)
A
B

D
2

Exchange Rate (Index)
A
B
0
2
Net Exports (billions of $)
A
B
0

2
Indirect Business Taxes (billions of S)
A
B
D

Federal Budget Deficit (billions of $)
A
B
DI

1734.2
1739.3

-5.1
-0.3

7.41
7.33
0.08
1.1

4.7
3.9
0.8

20.7

8.60
9.47
0.12
1.5

1.052
1.032
0.013
1.3

- -65.8
-104.8

39.0
-37.2

137.9
60.3
77.5

128.6

-133.4
-206.7

73.3
-35.4

1987

1782.1
1797.3
-15.2

-0.8

7.54
7.24
0.30
4.2

4.9
4.6
0.2
5.3

9.75
9.40
0.35
3.7

1.055
0.985
0.069
7.0

-56.6
-118.7

66.1
-55.7

143.5
63.1
50.4

127.4

-148.4
-217.0
68.6

-31.6

1988

1836.1
1858.5
-22.4

-1.2

7.53
7.10
0.42
5.9

5.0
5.2

-0.2
-3.9

9.61
9.10
0.51
5.6

1.100
0.957
0.143

15.0

-48.5
-128.2

79.7
-62.2

160.1
75.6
84.5

111.7

-144.2
-214.0

69.9
-32.6

Key: A = Economy with 20 percent tariff
8 a Base Came
D A B
% (A - 8/B times 100

gad
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Congressional Research Service
The Library of Congress

WnAhto. D.C. 20540

April 10, 1985

TO : Senate Finance Committee
Attention: Mr. Leonard Santos, Trade Counsel

FROM : Craig K. Elvell
Analyst in Econometrics
Economics Division

SUBJECT : Econometric Analysis of the Macroeconomic Consequences
of a Three-Year, 20 Percent, 15 Percent, and 10 Percent,
Declining Rate Ad-Valorem Tariff on Imported Goods.

The "twin deficit problem" is much on the minds of policy makers in Con-

gress. Despite a strong economic recovery, the Federal budget deficit remains

large at about $175 billion In 1984, and nearly 5 percent of GNP; and most

analysts see no prospect for budget deficit reduction unless, substantial

fiscal tightening is forthcoming. Further, over the last two years a second

deficit "problem" has emerged as our merchandise trade balance (exports of

goods minus imports of goods) has gone from deficit of $36.5 billion in 1982

to an unprecedented $107.6 billion deficit in 1984. Together, these deficits

are Ferceived as posing a major threat to our economic well-being.

It is also generally understood that the deficits are related. Large

Federal deficits during a vigorous economic recovery have likely kept interest

rates in the U.S. above those in a slower growing world economy. This interest

rate spread has lead to a strong demand for high yielding dollar denominated

assets and, in turn, a strong demand for the dollars needed to buy them. This

bids up the price of the dollar in terms of most foreign currencies, that is,
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the exchange rate rises. A rising dollar exchange rate (up nearly 35 percent

on a trade-weighted basis since 1981) has raised the effective price of our

exports and lowered the effective price of imports to the U.S. market and con-

tributed to the trade deficit. Thus, it is believed, substantially reducing

the budget deficit is likely to lead, with a time lag, to an improvement in

the trade deficit.

Sharp concern for the danger twin deficits may pose for the U.S. economy

has prompted proposals that the U.S. levy a tariff on imports; that we "cut

the Gordian Knot" and move directly to counter the consequences of the strong

dollar and raise added revenue to reduce the budget deficit.

This report is the response to your request for an analysis of the macro-

economic consequences of imposition of a 20 percent, 15 percent, and 10 percent

declining rate ad-valorem tariff on the value of imported goods. The analysis

ansumes the tariff is in place from 1986 through 1988 and considers possible

consequence through the year 1991. The econometric simulations were performed

with the Data Resources, Inc. (DRI) macroeconometric model. All of the simula-

tions of the tariff assume that there is no foreign government retaliation, no

exemptions from the tariff, and no active monetary policy response to the

tariff.

In interpreting the detailed results, it is most prudent and useful to focus

on the direction and broad magnitudes of change of economic variables that the DR!

model indicates are evoked by this type of policy action. It is also wise to bear

in mind that the precise results reported here suggest an exactitude that is illu-

sory and that they are highly sensitive to three critical uncertainties: foreign

retaliation, the path of the dollar exchange rate, and the degree of exporter

absorption of the tariff.



88

CRS-3

Despite these uncertainties, the following general conclusions are sug-
gested by this esearch:

0 A tariff is a tax whose burden will likely be borne to a
substantial degree by the American economy in the form of higher
prices and reduced output and employment. Any gains in output and
employment made by import competing industries are outweighed by
losses in the wider economy. This is true without retaliation,
thus, any degree of retaliation increases the coat of the tariff
to the U.S.

0 The tariff burden will also partially fall on our trading
partners (at least temporarily) in the form of reduced export
sales to the U.S. market and reduced output abroad. To the extent
the rest of the world pays this tax, the burdens on the U.S. econ-
omy are reduced.

* A temporary tariffs lead to no permanent improvement in the
balance of trade. It is indicated that a tariff could lead to a
substantial rise in the dollar's exchange rate, offsetting much of
the fall of imports initially caused by the tariff, but also reduc-
ing substantially U.S. exports. In general, a tariff would seem
to pose substantial risks for U.S. exports whether from foreign
retaliation, an appreciating dollar, or reduced world income.

* A tariff can raise a substantial amount of revenue to apply
toward budget deficit reduction. However, given that a tariff has
no strong advantage (and perhaps some disadvantages) over other re-
venue raising vehicles in its ability to improve the balance of trade,
is it the best economic vehicle available for raising revenue and
reducing the "twin deficit:?"

Conceptual Background

.A tariff on imports is a tax whose burden will be carried by American

producers and consumers to the degree (after tariff) the purchase price of

imported goods rises; or a tax on foreign exporters and income if exporters

lose sales and reduce the price of their goods, that is, absorb some of the

tariff. Whether that burden falls exclusively on U.S. citizens and businesses

or foreign citizens and businesses or is (as is very likely) shared by both,

some will be made worse off and some will gain.
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If American producers and consumers bear some or all of the tax burden

of the tariff two general effects will operate on the economy. First, be-

cause of the rising price of Imports to the U.S. buyer, to some degree, U.S.

goods will be substituted for foreign goods; leading to some increase in the

output of industries that compete with imports. This output-increasing sub-

stitution effect is often the foundation of the arguments of advocates of a

tariff.

A second effect, an income effect, is also likely to accompany the impo-

sition of a tariff. A tariff would raise prices of domestic goods relative to

those of imports, directly by its effect on the price of imports, and indirectly

by removal of some competitive pressure on the prices of many domestic goods.

This means that the real income of the economy hai been reduced, reducing the

demand for all goods, foreign and domestic.

Whether the income or substitution effect is predominant will depend on

how responsive (i.e., elastic) the demand for imports is to their higher price

with a tariff. If relatively unresponsive (i.e., inelastic), the income effect

prevails causing a net reduction in output and employment in the U.S. The

larger the income effect on the U.S. economy, that is, the more unresponsive

imports are to an increase in price, the greater the burden of the tax paid by

the U.S. and the less of the burden paid by the rest of the world. Of course,

if import demand is quite responsive to price changes (i.e., elastic) then

these outcomes are reversed -- U.S. output rises and the rest of the world

pays more of the burden of the tariff. Most evidence suggests that the U.S.

demand for Imports (on average) is probably relatively inelastic to relative

price changes in the short-run, but likely become more elastic in the long-

run (for a summary of research results of this issue see: Robert Stein,
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Jonathan Francis, and Bruce Schumacher; Price Elasticities in International

Trade; Mcaillian of Canada, 1977).

The general qualitative expectation of, at least, the initial macroeconomic

effects of a tariff paid in part by the domestic economy and used to reduce the

Federal deficit are: an increase in the price level and an attendant but vanish-

ing acceleration of the rate of inflation; and, a reduction in real GNP as the

cut In real income outweighs the positive subetitution of domestic output for

imports. The trade deficit should initially fall, but a rising exchange rtte

would likely work to offset this trend, perhaps hurting exports. The budget

deficit will also fall as tariff revenues flow into the treasury (of course

this effect vanishes when the tariff is removed).

The substantive effect of a tariff will depend on three factors:

absorption, retaliation, and the exchange rate.

Absorption: How would our expectations change if we anticipated that

foreign producers will pay (absorb) all or a substantial portion of the tariff

levy by lowering their export prices for imports. Import prices to the economy

would fall, improving our terms of trade. In the extreme of complete absorp-

tion, the economy would receive the same real bundle of Imports at a 'ower

price. In addition, the Treasury would be getting foreign producers (exporters)

to pay a portion, or with complete absorption, all of the tariff (tax). To

the extent that absorption occurs, it will limit the inflationary effect of

the tariff and reduce the depressing effect of that action on real GNP. In

the extreme, with complete absorption the tariff might not have any direct

effect on domestic output, employment and prices. Of course, there might be

some indirect effect if reduced foreign profits lead to reduced foreign Income,

and this feeds back to reduce demand for U.S. exports. While absorption, if
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it occurs, limits the negative impacts of a tariff on the U.S. economy (at

least in the short-run) it is making our trading partners worse off.

Retaliation: Retaliation is a major risk that must accompany any imposi-

tion of a tariff. If our principal trading partners react on a substantial

scale to our action with their own tariffs, such retaliation would reduce our

export sales and thus reduce output and employment over and above what our

tariff alone would have caused. Moreover, with retaliation, even potential,

temporary near term Improvements in our trade balance become far more problem-

atie. A tariff imposition clearly increases the economic risk our export

industries must face.

The Exchange Rate: How the exchange rate of the dollar responds to the

imposition of a tariff will likely greatly influence the wider economic conse-

quences of that policy. Traditional economic analysis would suggest that,

given some sensitivity of import demand to price, the tariff leads to an

initial increase in the balance of trade as import sales fall. This, however,

also likely leads to a reduction in the supply of dollars to the foreign ex-

change market and, other things unchanged, should cause the dollar to appreci-

ate in value - that is the exchange rate rises. A rising dollar will, of

course work to reverse the favorable effects of the tariff (without retaliation)

on the trade balance as a rising dollar stimulates the demand for Imports and

dampens the demand for exports. Economists have long known that a tax on\

imports, in a system of flexible exchange rates, may become, in effect, a tax

on exports.
N

Of course, as many economists will point out, the exchange rate has been

little influenced by the build up of a large trade deficit over the last four

years. Rather, the capital markets not the goods markets have "called the



N2

CRS-7

tune,' as strong and continuing foreign demand for dollar denominated assets

has pushed the dollar's exchange rate ever higher. How would capital markets

respond to a tariff? Would they see it as a sign of continued dollar strength

or impending weakness? Would the capital markets' response keep the exchange

rate from rising in response to the positive swing in the trade balance evoked

by the tariff? These questions cannot be answered here but they should be

kept in mind because how the exchange rate moves will likely greatly influence

the consequences, particularly the longer term consequences of such a tariff

on our trade balance and the wider economy.

Simulation Results

What are the likely macroeconomic results of imposition of a three-year,

20 percent, 15 percent, and 10 percent declining ad-valorem tariff on all

imported goods? Towards an answer to that question, a series of econometric

simulations of such a policy was made. The simulation results presented here

are conditional on two global assumptions: the Federal Reserve takes no active

monetary policy response to the tariff and there is no foreign retaliation.

(If the Federal Reserve responded with monetary stimulus to a tariff, it

would likely limit the repercussions of the tariff on output but likely add to

inflation any pressures. On the other hand, if the Federal Reserve responded

with monetary restraint and offset the tariff-induced rise of the price level,

it would add to the negative output effects of the tariff but reduce the infla-

tion effects.)

Three simulations of the 20-15-10 tariff are considered. The first looks

at the tariff subject only to the global assumptions just noted. The second

and third encompass a sequence of progressively more optimistic assumptions

as regards first interest rates and the exchange rate, and then, the degree of



393-

CKS-8

tariff absorption. These subsequent simulations should not be judged to be

more likely outcomes than those in the first, but rather are undertaken to

reveal the sensitivity of the macroeconomic results to alternative movements

of these important variables. A fourth simulation is also presented which

depicts the macroeconomic effects of an increase in personal Income taxes that

raises the same amount of tax revenue as the tariff does. This will provide

some appreciation of the differences in macroeconomic effect of a perhaps more

conventional tax levy.

The Data Resources, Incorporated, (DRI) macroeconometric model of the

U.S. economy was used to do all of these simulation exercises. The DRI model

embodies what has been termed a "mainline" representation of macroeconomic

behavior, a form which is supported in broad detail by the preponderance of

empirical evidence. It should be pointed out that the DRI model has no ex-

plicit modeling of international capital flows, therefore if one has a strong

a-priori judgement of how the Imposition of a tariff will effect that flow,

then it would have to be imposed on the model solution. Finally, the results

of this econometric exercise are not presented as forecasts, but rather as

indicators of the probable direction and magnitude of change of important

measures of macroeconomic performance in response to imposition of a three-

year, 20 percent-15 percent-10 percent declining rate tariff. The simulu-

tion interval extends from 1986 through 1991 with the tariff assumed to be

in effect for the first three years of that time period. The tariff simula-

tions are imposed on a "baseline" simulation and all the economic effects

of that action are judged relative to the "baseline" solution. The "base-

line" used in this study was DRI's basic long-term projection (made in

February 1985 and titled TRENDLONG 0285). That projection abstracts from
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the swings of the businesw-cycle, providing what DRI sees emerging "on average"

over the next several years.

Case 1: Table 1, below, presents the effects, subject to the global

assumptions Jupt noted, on key measures of macroeconomic activity, as inter-

preted by the DRI model, of the 20-15-10 tariff on all imported goods. The

tariff is assumed to be in effect from 1986 through 1988. (The tax revenues

collected by the tariff are reflected in the change in the level of Federal

indirect business taxes.) The important conclusions to be gleaned from those

results are:

Real GNP falls below baseline for the whole six year interval
examined and the divergence grows over time. The fall is 0.5
percent below baseline in 1986 and declines to 2.0 percent
below baseline by 1991. In the early years the reduction of
real GNP is primarily the direct consequence of lower real
income caused by the tariff. In the latter years, however, the
reduction is the consequence of lower real net exports caused
by a higher exchange rate.

Inflation, as measured by the CPI, increases sharply in 1986,
up 1.6 percentage points. But the inflation bulge is tempor-
ary and nearly gone by 1987, with the inflation rate up only
0.4 percentage points. From 1988 to 1991, inflation dips be-
low baseline, as much as 1.4 percentage points, as weaker
demand growth reduces price pressures.

Net exports (exports minus imports), rise to a peak improve-
ment of about $61 billion in 1988. This gain deteriorates in
the subsequent two years and by 1991 net exports has actu-
ally fallen 9.2 percent below baseline. The change in net
exports reflects the combined effect of a modest initial rise
then followed by a substantial fall below baseline of exports,
and a sustained fall of imports. Real exports fall progressive-
ly further below baseline over the six year time span and real
imports initially fall but then move above baseline by 1990.
By 1991. net real exports have fallen about $35 billion, repre-
senting about 85 percent of the fall-off of real GNP in that
year.

The exchange rate of the dollar increases steadily, standing
about 21 percent above baseline In 1990 and 1991. It is this
dollar appreciation that substantially explains the decline
of net expor's and, in turn, the reduction of real GNP
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TABLE 1. The Macroeconomic Consequences of a Three-Year,
15 Percent, and 10 Percent Declining Rate Ad-Valorem

20 Percent,
Tariff

on all Imported Goods

1986 1987 1988 1989 1990 1991

Real GP (billion of
A
B
0 \

Consumer Price Index
A
B
0
2

Exports (billions of $)
A
B
D

Imports (billions of $)
A
B
D

1972 $)
1730.7
1739.3
-8.6
-0.5

1780.9
1797.3
-16.4

-0.9

(percent change)
5.5 5.0
3.9 4.6
1.6 0.4

40.1 7.7

425.7
416.6

9.1
2.2

484.7
471.0

13.7
2.9

1842.2
1858.5
-16.3

-0.9

4.7
5.2

-0.5
-10.1

510.0 549.9 599.4
521.5 589.7 658.0
-11.5 -39.8 -58.6
-2.2 -6.7 -8.9

1902.0
1920.3
-18.3

-1.0

1951.8
1980.4
-28.6
-1.4

1996.0
2037 1

-41.1
-2.0

4.0 4.6 4.8
5.4 5.7 5.7

-1.4 -1.0 -0.9
-25.7 -18.1 -15.1

532.1 567.5 608.4 665.4
529.8 594.2 669.0 755.2

2.3 -26.7 -60.6 -89.7
0.4 -4.5 -9.1 -11.9

660.0 737.5 809.2
725.3 804.9 886.8
-65.3 -67.4 -77.6
-9.0 -8.4 -8.7

Net Exports (billions of $)
A -84.3
B -104.8
D 20.5
% -19.6

Real Exports (billions of 1972 2)
A 158.9
B 159.0
D 0.0
2 0.0

-65.2
-118.7

53.5
-45.1

-67.3
-128.2

60.9
-47.5

-92.6
-131.1

38.5
-29.4

-129.1
-135.9

6.8
-5.0

-143.8
-131.6

-12.1
9.2

170.5 178.R 185.2 192.4 202.3
171.0 182.1 194.0 266.9 220.7
-0.6 -3.3 -8.7 -14.5 -18.4
-0.3 -1.8 -4.5 -7.0 -8.4

(continued)

Key: A - Economy with 20
B - Base Case
D - A - B

- 15 - 10 percent tariff

% , (A-B)/B times 100
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TABLE 1. The Hacroeconomic Consequences of a Three-Year, 20 Percent,
15 Percent, and 10 Percent Declining Rate Ad-Valorem Tariff

on all Imported Goods -- continued

1986 1987 1988 1989 1990 1991

Real Imports (billions of 1972 $)
A 178.2 179.9 191.8 209.7 229.4 241.3
B 183.0 193.6 202.4 209.7 217.6 225.4
D -4.8 -13.6 -10.6 0.0 11.9 15.9
% -2.6 -7.0 -5.2 0.0 5.4 7.1

Real Net Exports (billions of 1972 $)
A -19.3 -9.5 -13.0 -24.5 -37.1 -39.1
B -24.0 -22.6 -20.3 -15.8 -10.7 -4.7
D 4.7- 13.1 7.3 -8.7 -26.3 -34.4
2 -19.7 -58.0 -36.1 55.3 245.5 730.1

Federal Budget Deficit (billions of $)
A 134.1 169.1 178.9 220.9 219.0 224.5
B 206.7 217.0 214.0 210.1 195.9 186.0
D -72.6 -47.9 -35.1 10.8 23.0 38.5
2 -36.1 -22.1 -16.4 5.2 11.8 20.7

3-Month Treasury Bill Rate (percent)
A 8.67 9.89 9.72 8.73 7.50 7.04
B 8.47 9.40 9.10 8.19 7.31 7.05
o .20 .48 0.61 0.53 0.20 -0.02
% 2.3 5.1 6.7 6.5 2.7 -0.2

Exchange Rate (1970 - 1)
A 1.045 1.033 1.066 1.092 1.086 1.070
B 1.038 0.985 0.957 0.929 0.899 0.886
D 0.007 0.047 0.109 0.164 0.187 0.886
% 0.7 4.8 11.4 17.6 20.8 20.8

Economy with 20 -
Base Case
A - B
(A-B)/B times 100

15 - 10 percent tariffKey: A
B
D
2
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below baseline in the latter part of the time interval. Part
of the dollar's rise is due to interest rates rising in response
to the price shock caused by the tariff. But the primary cause
is the substantial increase in net exports resulting from the
tariff. The reduction of imports reduces the supply of dollars
on the foreign exchange markets and the dollar's foreign currency
price rises. In the context of this model, by 1991, the depress-
ing effect of the higher exchange rate on net exports is greater
than the stimulative effect on the wider economy of removing the
tariff. (This is an area were one should forcus on the direction
and broad magnitudes of change: a substantial decrease of imports,
a substantial rise of the exchange rate above baseline, and a sub-
stantial fall of exports below baseline.)

The tariff would raise, given the price and income elasticiries
of import demand in the DRI model, approximately $75 billion
in 1986, $60-billion in 1987, and $45 billion in 1988. This,
in turn, would lead to reductions in the Federal budget deficit
of $70 billion, $48 billion, and $35 billion in those years
respectively. The fact that tariff receipts do not equally
reduce the deficit reflects the reduction in other tax
receipts caused by the greater fall off of economic activity
in these latter years.

The Critical Ouestion of Interest Rates and the Exchange Rate

From the simulation results reported above, we see that the behavior of

the exchange rate and, to a lesser extent, interest rates play a critical role

in determining the long-term consequences of a tariff on imported goods. That

the exchange rate would be higher in response to the tariff is consistent with

how traditional economic thinking would expect the exchange rate to move given

that the tariff moderately raises domestic interest rates and substantially

increases net exports (by reducing imports). One certainly does not have to

believe the swing of net exports and rise of the exchange would be of the

precise degree indicated by the simulation to be Impressed by the economic logic

of that result and see that such a tariff would carry a large risk of a substan-

tial rise of the exchange rate (above baseline), and substantial subsequent fall

of exports (below baseline). Nevertheless, as was mentioned earlier, the exchange
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rate has shown little inclination to conform to traditional thinking. It

might be useful to consider reasons why the exchange rate might not rise, or

why it might In fact, fall, and what this might mean for the macroeconomic

consequences of a tariff. Some argue that a tariff program aimed at deficit

reduction, would be accompanied by stimulative (accomodative) monetary policy.

Such a policy would lower interest rates, at least for the near term, and that

in turn, would offset some of the more directly depressing effects of the

tariff on the real economy, but it would also lower the exchange rate as for-

eign capital flowed away from lower domestic interest rates. A lower exchange

rate, so achieved of course, would work to improve net exports. Thus, if a

policy of monetary stimulus, (relative to baseline) were assumed, it is likely

that some signicant amount of the negative effects on the economy evident in

table I could be removed. It seems, however, that, given the size of the

exchange rate appreciation found in table 1, the degree of monetary stimulus

would have to be very substantial, perhaps enough to lower interest rates in

the neighborhood of 2 to 4 percentage points below baseline by 1991, to (more

or less) keep the exchange rate from rising above baseline. With the applica-

tion of so sizable a monetary stimulus, one must become concerned with the

appearance of a big Increase in inflation. There is little doubt that monetary

stimulus would reduce the negative near-term effects of a tariff on the real

economy. The uncertainties are: would the Federal Reserve take on a more

stimulative stance, to what degree would It do so, and when and how much would

added inflation begin to hurt the economy.

A far more problematic issue, regarding how the exchange rate would move

in response to imposition of a tariff like that being considered here, is the

response of international capital markets to that policy. As was pointed out

earlier, many economists now think that it Is international capital flows, not



Oda

CRS-14

-- the international flow of goods, that dictates excha-ige rate movements today.

Whether in pursuit of high rates of return or a "±afe haven," foreign capital

has flowed into the U.S. on a massive scale in recent years. This sharp rise

in the demand for dollar denominated assets has, it is argued, pushed the

dollar exchange rate steadily higher; and that, in turn, has also pushed

the trade deficit ever higher.

A substantial capital market response to a tariff might dramatically af-

fect how interest rates and the exchange rate move and, therefore, signifi-

cantly affect how the economy moves. If, however unlikely, the foreign exchange

market viewed imposition of a tariff in a very positive light, then more

capital might flow into the U.S., raising the exchange ratp still further and

lowering domestic interest rates. Lower interest rates would likely give a

boost to the wider economy but still a higher exchange rate would certainly

hurt exports and help imports. At the other pole, if the foreign exchange

markets see the tariff as a negative action that undermined their confidence

in the U.S. economy, then capital might flow out of the U.S. at a substantial

pace. This would, of course, tend to lower the exchange rate and raise domes-

tic interest rates. In this case we could expect, our net export position to

do considerably better than indicated in table 1. But it is also likely

that the wider economy would do worse, as interest sensitive activities feel

the bite of of higher borrowing costs.

It is beyond the scope of this paper to speculate in any detailed way

about the most probable path for interest rates and the exchange rate in re-

sponse to a tariff. The behavior of these variables shown In table I are

plausible, but other paths are equally plausible. Rather than produce a large

array of simulations of alternative interest rate and exchange rate scenarios,
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it is probably most useful to merely demonstrate the sensitivity of the simula-

tion results in table I to the behavior of interest rates and the exchange rate,

particularly the latter.

Case 2: Table 2 presents the results of a second simulation like the first

but with interest rates and the exchange rate constrained to baseline values.

By constraining the exchange rate, we are, in effect, assuming there occurs an

autonomous increase in the demand for net exports or decrease in the demand

for dollar denominated assets. Again, this is not an assumption about what

would likely happen but rather an analytical exercise to demonstrate how crit-

ical these variables are in determining the precise macroeconomic effects of a

tariff. (Although it can not be determined from table 2, the dominant influence

on the change in the results is the change in the exchange rate.) The salient

points found there are:

" Real GNP7 falls below baseline in 1986 and 1987 more or less as
it did in the first case, in 1988 the GNP loss has been reduced
substantially and from 1989 on it is approximately back to base
line. This makes it clear that the longer term effects of the
tariff depend critically on how the exchange rate and interest
rates move. If a substantially lower exchange rate were accom-
panied by a substantially higher level of interest rates, then
this reduction of the loss of real output would not occur, anc,
would be distributed differently, with more of the loss concen-
trated on the wider economy (i.e., interest sensitive consump-
tion and investment expenditures) and less on the trade sector
(i.e., exports).

" Inflation results in 1986 and 1987 are little changed by lower
exchange rate and interest rates. In subsequent years, however,
inflation falls less below baseline because of the presence of
stronger aggregate demand.

* Net exports show a sustained improvement as compared to the
first simulation. Real export volume stays, more or less, at
the baseline values. Real imports fall, relatively, in the
final three years of the time interval. As before net exports
converge back towards the baseline but most of the burden
of adjustment is placed on imports.
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TABLE 2. The Macroeconomic Consequences of a Three-Year, 20 Percent,
15 Percent, and 10 Percent Declining Rate Ad-Valorem Tariff

on All Imported Goods, With Interest Rates and the
Exchange Rate Unchanged From Base Case

1986 1987 1988 1989 1990 1991

Real GNP (billions o
A
B
0

1972 $)
1731.2
1739.3

-8.1
-0.5

1784.1
1797.3

-13.2
-0.7

1852.9
1858.5

-5.6
0.3

1924.6
1920.3

4.3
0.2

1986.7
19P? .4

6.3
0.3

2040.7
2037.1

3.6
0.2

Price Index (percent change)
5.5 5.1
3.9 4.6
1.6 0.5

40.4 10.6

5.0
5.2

-0.2
-2.9

4.6 5.3 5.6
5.4 5.7 5.7

-0.8 -0.3 -0.1
-15.1 -6.1 -2.4

Exports (billions of $)
A
B
D

Imports (billions of $)
A
a
D
2

Net Exports (billions of $)
A -85.5
B -104.8
D 19.4
% -18.5

Real Exports (billions
A
B
D

425.8 488.6 551.1 611.8
416.6 471.0 529.8 594.2

9.2 17.6 21.3 17.6
2.2 3.7 4.0 3.0

681.3
669.0

12.2
1.8

764.2
755.2

9.1
1.2

511.3 561.8 629.5 709.7 804 889.8
521.5 589.7 658.0 725.3 804 886.8
-10.2 -27.9 -28.5 -15.6 -0.4 3.0
-1.9 -4.7 -4.3 -2.1 -0.1 0.8

-73.2
-118.7

45.5
-38.4

-78.4
-128.2

49.7
-38.8

-97.9
-131.1

33.2
-25.3

-123.2
-135.9

12.6
-9.3

of 1972 $)
159.0 171.5 183.8 195.8 208.2
159.0 171.0 182.1 194.0 206.9

0.0 0.5 1.6 1.9 1.3
0.0 0.3 0.9 1.0 0.6

-125.5
-131.6

6.1
-4.6

221.1
220.7

0.4
0.2

(continued)

Key: A - Economy with 20 - 1
rates unchanged.

B Base Case
D A -B
% = (A - B)/B times 100

5 - 10 percent tariff, interest and exchange

Consumer
A
B
D
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TABLE 2. The Macroeconomic Consequencea of a Three-Year, 20 Percent,
15 Percent, and 10 Percent Declining Rate Ad-Valorem Tariff

on All Imported Goods, With
Exchange Rate Unchanted From

Interest Rates and the
Base Case - continued

1986 1987 1988 1989 1990 1991

Real Imports (billions of 1972 $)
A 178.2 179.2 188.0 200.8 215.6 225.1
B 183.0 193.6 202.4 209.7 217.6 225.4
D -4.8 -14.4 -14.4 -8.9 -2.0 -o.3
2 -2.6 -7.4 -7.1 -4.3 -0.9 -0.1

Real Net Exports (billions of 1972 $)
A -19.2 -7.7 -4.2 -5.0 -7.4 -4.0
B -24.0 -22.6 -20.3 -15.8 -10.7 -4.7
D 4.8 14.9 16.0 10.8 3.3 0.7
% -20.0 -66.0 -79.1 -68.4 -30.8 -15.1

Federal Budget Deficit (billions of $)
A 131.4 165.9 167.4 195.8 179.9 173.8
B 206.7 217.0 - 14.0 210.1 195.9 186.0
D -72.3 -51.1 -46.6 -14.2 -16.1 -12.2
z -36.4 -23.6 -21.8 -6.8 -8.2 -6.5

3-Month Treasury Bill Rate (percent)
A 8.47 9.40 9.10 8.19 7.31 7.05
B same
D
2

Exchange Rate (1970 - 1)
A 1.038 0.985 0.957 0.929 0.899 0.886
B same
D
2

Key: A - Economy with 20 - 15 - 10 percent tariff, interest and exchange
rates unchanged.

B a Base Case
D-A-B
% - (A - B)/B times 100
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S Revenue collected by the tariff is not substantially changed
by these assumptions. Deficit reduction, however, is somewhat
greater in 1988 because of other revenue Inflows stemming from
a relatively stronger economy.

The Question of Tariff Absorption by Foreign Exporters

The point has been raised by some analysts of the tariff issue that ex-

porters to the U.S. market would be inclined to absorb (i.e., not pass through

to consumers) a sizable portion of the tariff, that is, bear a larger burden

of this "tax" than was true in the two previous simulations. The argument

that a sizable degree of absorption would occur is based on the knowledge that

the great appreciation of the dollar exchange rate in recent years has led (on

average) to a sizable stretching of profit margins on exports sales to the U.S.

In other words, by not cutting their prices in line with the dollar's apprecia-

tion, exporters have allowed the price of their goods in their own currency to

rise with the strong dollar. Given that, it is argued that importers would be

unlikely to defend those extra profits and risk a sizable loss of market share

if faced with a temporary tariff levy. Rather, they would lower the dollar

price of their product.

Whether such "absorption" would occur and to what degree it would occur is

not judged in this report. It is worth noting, however, that the inclination

to absorb would likely hinge in a substantial way on what Importers generally

expected the exchange rate to do. Absorption would be more likely if the

dollar was expected to remain strong or appreciate. On the other hand, the

expectation of a significantly weaker dollar would likely reduce the incentive

to reduce prices, because a falling dollar exchange rate would be effectively

reducing prices (in their own currency). Perhaps, where significant import

price tnelasticities exist, exporters to the U.S. market might actually raise
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prices to gain what extra profits are possible before the exchange rate falls,

exacerbating the price and.output effects of the tariff.

Case 3: To provide some notion of how absorption might affect the macro-

economic consequences of a tariff, a further optimistic assumption of 50 percent

absorption of the tariff by importers is layered on the simulation reported in

table 2 above. Again, this is not a forecast of what would happen, but another

analytical exercise to determine the nature and sensitivity of the macroeconomic

results to the absorption assumption. Accordingly, the price of goods exported

to the U.S. are cut relative to the baseline, by approximately 10 percent in

1986, 7.5 percent in 1987, and 5 percent in 1988. The results of that simula-

tion are presented in table 3. The important conclusions to be drawn from

that are:

* Absorption of 50 percent of the tariff, if it occurred, would
more or less cut in half the real output loss to the U.S.
economy over the three years the tariff is in effect. Absorp-
tion leads to U.S. consumers paying less of the tax burden of
the tariff and foreign exporters more of that burden. As com-
pared to the results of no exporter absorption (p. 10, It, 12, 13),
the U.S. is better off, but the rest of the world is worse off.

* Absorption will significantly limit the rise of inflation
associated with the tariff in the previous simulations. In
this exercise the added rate of increase in the CPI caused by
the tariff is cut in half.

* Net exports improve initially as the dollar value of imports Is
reduced by price cutting, however, this gain vanishes by 1989.
Real imports are greatly helped by absorption, recovering nearly
half of the volume lost if absorption were not undertaken.

* Revenue collection from the tariff would fall off about $5 bil-
lion in 1986"withabsorption, as price cutting reduces the
dollar value of imports; however, real import volume improves
sufficiently in 1987 and 1988 to offset the effects of price
cutting and keep tariff receipts about the same in those years
as in the two previous simulations.
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Raising a Tariff vs Raising Income Taxes: What Macroeconomic Difference
Does it Make

It might be useful to consider how the tariffs macroeconomic impacts differ

from raising the same amount of revenue with an income tax. Toward this end, a

fourth simulation of the DRI model was done. In this case, the tax base of the

personal Income tax was broadened sufficiently to raise $75 billion, $60 billion,

and $45 billion in the years 1986 through 1988 respectively. The results are

presented in table 4, and suggest the following:

0 With a like size income tax increase, real GNP is down more
below baseline than was the case with a tariff (see table 1)
from 1986 through 1988. In 1989 they have approximately the
same depressing effect. In 1990 and 1991, however, the in-
come tax has a far less depressing effect. The reason the
income tax is more depressing, when it is in effect, is that
imports absorb less of the depressing effects of the income
tax than was true of the tariff. Keep in mind, however, that
this is assuming no retaliation to the tariff. Retaliation
sufficient to reduce U.S. real export volume 5 percent to 7
percent would likely lead to a cut in real activity to the
same degree as the income tax increase during this 1986 to
1988 period. In subsequent years, the income tax is less
depressing than the tariff because it does not lead to a large
export depressing appreciation of the exchange rate.

* There is no upward push on the price level with an income tax.
Quite the opposite occurs: The inflation rate would fall about
0.5 percentage points at peak effect.

Net exports increase with an income tax, but the improvement
is less than in the case of the tariff (without retaliation).
Falling domestic income leads to a significant reduction of
the flow of imports, down around 5 percent from 1988 to 1991.
A rising exchange rate, however, works to bring down exports
about 5 percent by 1991. Together, these two movements bring
net exports approximately back at baseline by 1991. Thus,
the mid term effect on the trade balance Is actually better
than with a tariff (see table 1), and, in terms of real net
exports, the income tax is far less depressing than the tariff
if you believe the exchange rate would rise as much as indi-
cated in table I.

0 The Federal budget deficit falls less with the income tax, as
a greater reduction in domestic economic activity leads to
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TABLE 3. The Macroeconomic Consequences of a Three-Year, 20 Percent,
15 Percent, and 10 Percent Declining Rate Ad-Valorem Tariff on

All Imported Goods With Interest Rates, and the Exchange
Rate Unchanged, and With 50 Percent Absorption

in the Price of lmports

1986 1987 1988 1989 1990 1991

Real GNP (billions of
A

B
D
2

1972 $)
1736.0 1789.1
1739.3 1797.3

-3.3 -8.2
-0.2 -0.5

Consumer Price Index
A
B
D
z

Exports (billions of $)
A
B
D
z

Imports (billions of $)
A
B
D

Net
A
B
D
z

Exports (billions

(percent change)
4.8 4.9
3.9 4.6
0.8 0.3

21.4 6.2

423.2
416P6

6.6
1.6

5.2
5.2
0.0

-0.0

5.0 5.5 5.6
5.4 5.7 5.7

-0.4 -0.2 -0.1
-7.7 -3.1 -1.6

485.0 548.8 610.8 680.8 762.9
471.0 529.8 594.2 669.0 755.2
14.0 19.0 16.6 11.7 7.7
3.0 3.6 2.8 1.8 1.0

485.7 553.5 626.5
521.5 589.7 658.0
-35.7 -36.2 -31.5
-6.9 -6.1 -4.8

of $)
-62.5

-104.8
42.3

-40.4

Real Exports (billions of 1972 $)
A 159.1
B 159.0
D 0.1
% 0.1

68.5
-118.7

50.2
-42.2

172.5
171.0

1.5
0.9

-77.7
-128.2

50.5
-39.4

718.5 805.0
725.3 804.9
-6.8 0.1
-0.9 0.0

-107.7
-131.1

23.4
-17.9

185.1 196.8
182.1 194.0

2.9 2.9
1.6 1.5

-124.3
-135.9

11.6
-8.5

208.7
206.9

1.8
0.9

889.0
886.8

2.3
0.3

-126.1
-131.6

5.5
-4.2

221.3
220.7

0.6
0.8

(Jcontinued)

Key: A - Economy with 20 - 15
absorption.

B - Base Case
D -A - B
X (A - B)/B times 100

- 10 percent tariff, with 50 percent

1855.6
1858.5

-2.9
-0.2

1924.0
1920.3

3.6
0.2

1984.9
1980.4

4.5
0.2

2039.2
2037.1

2.1
0.1
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TABLE 3. The Macroeconomic Consequences of a Three-Year, 20 Percent,
15 Percent, and 10 Percent Declining Rate Ad-Valorem Tariff on

11 laported G.,- , With Interest Rates, and the Exchange
Rate Unchanged, and With 50 Percent Absorption

in the Price of Imports - continued

1986 1987 1988 1989 1990 1991

Real Imports (billions
A
B
D
z

of 1972 $)
180.4
188.0
-2.6
-1.4

186.2 198.9
193.6 202.4
-7.8 -8.5
-3.8 -4.2

203.9 215.9 224.9
209.7 217.6 225.4
-5.9 -1.9 -0.5
-2.8 -0.9 -0.2

Real Net Exports
A
B
D

(billions of
-21.3
-24.0

2.7
-11.2

Federal Budget Deficit
A
B
Dzg

(billio
133.0
206.7
-73.7

39.1

1972 $)
-13.7
-22.6

8.8
39.2

ns of $)
159.6
218.0
-57.4
26.5

-8.S -7.0 -7.0
-20.3 -15.8 -10.7
11.5 8.8 3.7

-56.5 -55.5 -34.5

-3.6
-4.7
1.1

-24.0

168.7 196-1 181.4 175.1
214.0 210.1 195.9 186.0
-50.3 -13.9 -14.6 -10.8
28.5 6.6 7.4 5.8

3-Month Treasury Bill
A
B
D

Rate (percent)
8.47
same

9.40 9.10 8.19 7.31 7.05

Exchange Rate (1970 - 1)
A
8
D
z

1.038
same

0.985 0.957 0.929 0.899 0.886

Key: A - Economy with 20 - 15 - 10 percent tariff, with 50 percent
absorption.

B - Base Case
D=A-B
Z - (A - B)/B times 100
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TABLE 4. The Macroeconomic Consequences of a
Income Tax Revenues, Equal to $75 Billijn, $60

in 1986, 1987, and 1988

Three-Year Increase in
Billion, and $45 Billion

1986 1987 1988 1989 1990 1991

Real GNP (billions of 1972 $)
A 1718.6
8 1739.3
D -20.7
z -1.2

1764.3 1825.1
1797.3 1858.5
-33.0 -33.4
-1.8 -1.8

Consumer Price
A
B
Dn

Index (percent
3.8
3.9

-0.1
-2.9

Exports (billions
A
B
D

Imports (billions
A
B
D
2

of $)
415.9
416.6

-0.8
-0.2

of $)
512.9
521.5
-8.6
-1.6

Net Exportp (billions of $)
A -97.I
B -104.8
D 7.8
z -7.4

464.4 515.3 570.7 637.8 715.7
471.0 529.8 594.2 669.0 755.2
-6.6 -14.5 -23.5 -31.2 -39.5
-1.4 -2.7 -3.9 4,7 -5.2

568.1 625.8 638.0 764.6 841.9
589.7 658.0 725.3 804.9 886.8
-21.6 -32.2 -37.3 -40.3 -44.9
-3.7 -4.9 -5.1 -5.0 -5.1

-103.7
-118.7

15.0
-12.6

Real Exports (billions of 1972 $)
A 158.9 170.3

-110.5
-128.2

17.6
-13.7

-117.2
-131.1

13.9
-10.6

-126.8
-135.9

9.1
-6.7

-126.2
-131.6

5.4
-4.1

180.6 191.5 203.6 216.8

159.0 171.0
-0.1 -0.7
0.0 -0.4

182.1 194.0
-1.5 -2.4
-0.8 -1.3

206.9 220.7
-3.2 -3.8
-1.6 -1.7

(continued)

Key: A - Economy vith income tax Increase
B - Base Case

D- A- B
Z - (A - B)/B times 100

1898.7
1920.3
-21.6
-1.1

1966.6
1980.4
-13.9

-0.7

2024.
2037.1

-13.1
-0.6

change)
4.3
4.6

-0.4
-7.4

4.7
5.2

-0.5
-9. 1

4.9
5.4

-0.5
-9.1

5.2
5.7

-0.4
-7.4

5.3
5.7

-0.4
-6.8

B
D
2
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TABLE 4. The Macroeconomic Consequences of a Three-Year Increase In
Income Tax Revenues, Equal to $75 Billion, $60 Billion, and $45 Billion

In 1986, 1987, and 1988 - continued

1986 1987 1988 1989 1990 1991

Real
A
B
D
I

Imports (billions of
180.9
183.0
-2.1
-1.2

Real Net Exports
A
B
D
2

1972 $)
189.3
198.6
-4.3
-2.2

198.3 207.8 218.2 227.3
202.4 209.7 217.6 225.4
-4.1 -2.0 0.6 1.9
-2.0 -0.9 0.3 0.8

(billions of 1972 $)
-22.0 -19.0 -17.7 -16.3 -14.6 -10.4
-24.0 -22.6 -20.3 -15.8 -10.7 -4.7

2.1 3.6 2.6 -0.5 -3.8 -5.7
-8.5 -15.9 -12.8 3.1 35.8 121.1

Federal Budget
A
B
D
2

Deficit (billions of $)
141.8 172.4
206.7 217.0
-64.9 -44.6
-31.4 -20.6

3-Month Treasury Bill Rate
A 8.08
a 8.47
D -0.39
% -4.6

(percent)
9.26
9.40

-0.14
-1.5

179.6 225.1 202.5 190.4
214.0 210.1 195.9 186.0
-34.4 15.0 6.6 4.4
-16.1 7.1 3.4 2.4

8.97 3.20 7.05 6.70
9.10 R.20 7.31 7.05

-0.13 0.0 -0.26 -0.35
-1.5 0.0 -3.5 -5.0

Exchange Rate (1970 =
A
B
D
2

1)
1.037 0,992 0.976 0.960
1.037 0.985 0.957 0.929
0.0 0.007 0.019 0.031
0.0 0.7 2.0 3.3

0.936 0.923
0.899 0.806
0.037 0.037
4.1 4.2

Key: A - Economy with income tax increase
B - Base Case
D A - B
% - (A - B)/B times 100
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greater reductions of other tax revenues. Of course, if re-
taliation occurs on the scale suggested above, there would be
little difference in the deficit reduction capability of an
income tax or a tariff.

A caveat: This ha# been a comparison of the macro-economic effects of

these two forms of taxation. At the microeconomic level, the public finance

literature is likely to draw further distinctions between the efficiency and

equity consequences of a tariff and an income tax.

Sensitivity of the Revenue Estimates

The revenue collected by the tariff did not vary to any substantial degree

across the three simulation exercises (see tables 1, 2, 3), raising between $70

to $75 billion in the first year, and a nearly constant $60 billion and $45

billion in the next two years. The revenue raised depends, of course, on the

current dollar value of imports and that depends on the overall price and

income responsiveness (elasticities) of import demand. These elasticities

determine how much the value of imports change in response to the change in

relative prices and incomes caused by the tariff.

The elasticity estimates in the DRI model are within the range of credible

outcomes (for merchandise imports the average elasticity with respect to rela-

tive price ranges from -0.3 in the short-run to -0.8 in the long-run.), but

they are estimates nevertheless, and susceptible to some error. In light of

this, it Is probably prudent to think of the revenue estimates presented in

this report as lying within a range of nearly as probable outcomes. In table

1, for example, a moderately more elastic response to the higher price and lower

income consequences of the tariff could easily reduce the revenue estimate for

1986 by $10 billion dollars and, if import demand response is at the upper ex-

treme of known elasticity estimates, tariff revenue might fall another $10 billion.
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This type of analysis is equally valid in the direction of more inelas-

ticity, that is, more revenue would be collected because the dollar value of

imports does not fall as much in response to the tariff, thus the 20 percent

levy is applied to a bigger base.

Again, if one took plausible extreme values, perhaps another $15 to $20

billion in revenue might be collected by the tariff. Now, it not reasonable

to assign an equal probability of outcome to these extreme estimates but is

reasonable to think of the estimates of revenue from the tariff as falling "in

the neighborhood of" $75 billion, $60 billion and $45 billion, in three years

respectively, where this "neighborhood" might stretch plus or minus 15 percent.

Conclusion

A tariff on Imports is a tax that will likely be borne to considerable

degree by the American economy. The results presented in table 1, which assume

no foreign retaliation and no active monetary policy response, show outcomes

that are broadly consistent with standard macroeconomic theory. Thjat is, a

tariff reduces real output, as the favorable effect of heightened sales, profits

and employment for domestic production competing with imports is outweighed by

the depressing effect of lover real income economy wide, and only temporarily

improves the balance of trade. The temporary nature of the foreign trade bene-

fits stems, in part, from the fact that a tariff on imports by reducing import

sales also reduces the supply of dollars offered in foreign exchange markets and

leads to a rise (above baseline) In the value of the dollar. This, of course, works

to offset initial improvement in the trade balance by reducing exports and offsetting

the tariff's dampening effect on imports. These results also suggest that the tariff

would nevertheless collect a substantial amount of revenue, and, in turn, achieve

a substantial amount of reduction in the budget deficit over the period it is in

effect.
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Two subsequent simulations were undertaken to demonstrate the sensitivity

of the results in table I to the behavior of interest rates, the exchange rate,

and the degree of absorption of the tariff by foreign exporters to the U.S.

market. If one can make the more optimistic assumption that interest rates

and the exchange rate do not rise to the degree observed in table 1, then the

longer-run, depressing effect of the tariff on real GNP that occur through lower

real exports can be reduced. It is Important, however, that one be sensitive

to why the exchange rate would not rise to the degree noted in table 1. A

more stimulative monetary policy might be able to effectively peg the exchange

rate at a lower level, but one must be sensitive to inflation effects and how

these might affect the domestic economy and the trade sector. The international

capital market might, as a result of the tariff, lose some confidence in the U.S.

economy and start a capital outflow. That would work to bring the exchange rate

lower, but it would also likely push domestic interest rates higher. Thus, while

the trade balance might improve, the interest sensitive sectors of the domestic

economy would decline. It probably cannot be stressed enough that the longer

term consequences of this type of policy will hinge critically on what one

thinks the exchange rate might do in response to a temporary Imposition of a

tariff on imported goods.

The third simulation applies one more layer of optimism onto the simula-

tion exercise by assuming approximately 50 percent of the tariff is absorbed

by exporters to the U.S. through price reduction on their goods in their own

currencies. Absorption, if It occurred to a substantial degree, limits both

the near term inflation, and output reducing effects of the tariff. Substan-

tial absorption would mean that foreign profits bear a great part of the burden

of the tariff, in effect, insulating the U.S. economy from its effects. Since



413

CKS-29

absorption reduces the fall of import volume, the country would, in comparision

to the case without absorption, have more imported goods to choose from, and

for the economy, of course, the terms of Lrade have improved.

Absorption, particularly if coupled with no appreciation of the exchange

rate, might seem to make a tariff on imports a tempting policy. Yet it seems

prudent to consider vell how probable are the conditions necessary to translate

the outcomes of table I to the far less negative effects of table 3. Further,

despite the possible macroeconomic temptation of a tariff if little exchange

rate appreciation and if a lot of absorption occurs, a tariff is a tax that is

a very distorting levy, deviating widely from what is usually considered to be

an efficient and equitable tax.

Some will argue that the great size of our "twin deficits" have brought us

to a situation where "desperate times call for desperate action." Opponents

respond, that the times might not appear so desperate if some less desperate

action were first taken; that Is, could not our budget deficit and balance of

payments problems be improved, and improved with less distortion and risk, with

conventional monetary and fiscal policies?

Nevertheless, there are those who might look at the results in table 3,

or those of some analysis with similar outcomes, and confident about the condi-

tions needed to get those results, see this not as a desperate act but as a

quite direct, logical and promising one: a way of taxing foreign profits and

further augmenting the flow of world savings into the U.S. economy. Critics

would ask: Should a highly advanced industrial economy, in a world filled with

capital-starved, less developed countries, be trying to takein still- more of world

savings?

It is likely that savings is the key to understanding the "twin deficit"

problem. An economy such as ours which has a low savings rate relative to its

49-032 0 - 85 - 14
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domestic investment, in part because of large Federal deficits (i.e., Federal

dis-saving), in a world where, on average, our trading partners have a relatively

high savings rate relative to their rate of domestic investment, in part because

there may be less government dis-saving, can be expected to experience an Inflov

of foreign capital (savings), a rise in Its exchange rate, and in turn, a large

trade deficit to go along with the budget deficit. In the longrun, if the U.S.

wants to reduce the trade deficit, it must either reduce its rate of domestic

investment or increase its rate of savings. Reducing the budget deficit (reduc-

ing government dis-savings) is a way of increasing our national rate of saving.

In the long-run, economic analysis is clear: reducing the budget deficit is

the straightest route to substantially and permanently reducing the trade defiit.

A tariff on imports is certainly a way of reducing the budget deficit, in-

creasing our rate of savings, and, at least Initially, reduce the trade deficit.

But, in a system of flexible exchange rates it is unlikely that the trade balance

will be permanently improved, and there is substantial risk that the volume of

U.S. exports might deteriorate. Thus, a tariff offers no "quick fix" to the

trade deficit beyond its ability to raise domestic savings but does pose some

risks for U.S. exports. Therefore, the question is really reduced to: Is a

tariff the best type of tax to raise revenue for deficit reduction?

ps/agf/rw
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The CHAIRMAN. Dr. Klein, how would you distinguish the effects
of an import surcharge as opposed to a tax increase of the same
magnitude, a domestic tax of the same magnitude?

Dr. KLEIN. I would go along with the domestic tax of the same
magnitude. But, of course, an economist would probably want to
see taxes that didn't disturb the price system, the market signal.
An import surcharge disturbs that because it focuses on a particu-
lar batch of goods. A general tax that is neutral as far as its
market effect is concerned would, in my opinion, be better.

The CHAIRMAN. Well, highlight again, then, what you think are
the down sides of the import surcharge.

Dr. KLEIN. Well, I have given two scenarios as regards interest-
dollar rates and interest rates-and chosen one. But my attitude
would be we don't know-and I say this with all scientific fervor.
The economic profession really doesn't know and no other profes-
sion knows exactly what will happen to rates.

If you have that degree of uncertainty and if you rate the possi-
bility of crash landing as 10 percent-20 percent-then you
shouldn't take that risk. You should factor that risk into your con-
siderations and it would be very unwise to bear the risk of a crash
landing.

The CHAIRMAN. If the countries that have been exporting to us
have been the beneficiaries of our very high dollar-and I'm not
here going to get into what I regard as their unfair trade prac-
tices-but if they had been the beneficiary, why shouldn't they
bear part of the burden through an import surcharge?

Dr. KLEIN. Why shouldn't they?
The CHAIRMAN. Why shouldn t they?
Dr. KLEIN. I think it's a question of whether two wrongs make a

right. We are looking for free trade practices around the world. It
has been the policy of the United States since the postwar era-the
end of the Second World War-to be in favor of multilateral free
trade. That's a principle. And we have benefited by it. There has
been an enormous expansion to the 1950's, 1960's and we should
try to recapture that rather than to introduce divivive measures.

The CHAIRMAN. Mr. Elwell, in your models explain what you pre-
sumed about capital flows under different variables. I know some
of your assumptions are debatable and I want to highlight them.

Mr. ELWELL. Well, in the larger report we make it very clear
that the exchange rate is a critical question. It is made critical and
very uncertain because capital markets have the potential to play
a major role in determining what that exchange rate does. The
DRI model is not equipped to handle international capital flows in
any director detailed way. It will, however, allow the exchange rate
to respond to interest rate differential as induced by the policy
change.

When you think about this type of policy-and this is what was
pointed out in the report-I think you have to think long and hard
about what the risks are in a capital market response to a tariff on
imports. They could be very negative.

The CHAIRMAN. All right. Last question. If I read your model cor-
rectly, you are not presuming a decline in interest rates and the
value of the dollar even if we cut the budget. Or narrowing the def-
icit, I should say.
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Mr. ELWELL. Yes; in part, that's because it is a temporary meas-
ure whose impact vanishes very fast.

The CHAIRMAN. What's a temporary measure?
Mr. ELWELL. In this study, the deficit reduction effects are tem-

porary. They are gone after 3 years. They are outweighed by the
effect on the trade flows and the exchange rate.

The CHAIRMAN. Well, not if we make permanent cuts in some
programs they are not gone after 3 years. The programs are gone.

ut in any event, even during the 3 years-assuming at the end of
it we go back to where we were, you are not presuming much
during the 3 years. Is that because it is just temporary and that's
your assumption?

Mr. ELWELL. In the early years, what seems to be going on is the
tariff itself is a substantial nominal shock to the economy and that
has the initial effect of pushing up interest rates at least in nomi-
nal terms. And that is not a stimulus to economic activity at all.

Again, alternative interest rate scenarios, not so much in the
near term but longer term, I think, may be more of an issue.

The CHAIRMAN. Senator Moynihan.
Senator MOYNIHAN. Mr. Elwell, I don't want to be critical of a

body on which we depend so much and from which we receive so
much, but in your model I hear you talk about the effects on ex-
pOrts. I mean a decline in exports as a consequence of a surcharge.

ut did you model the plan whereby we keep the wheat and export
the farmers?

Mr. ELWELL. It wouldn't fit in the machine actually. [Laughter.]
Senator MOYNIHAN. All right. Not there. Another request for ap-

propriations. [Laughter.]
Let me just make the point that these are a devastating set of

outcomes. And they are not sure. I mean we ask the machine and
the machine answers. Well, it's a form of Delphic oracle of some
kind, but that is not very sure at all.

You see that tariff raising $180 billion in 3 years.
Mr. ELWELL. In the cumulative scheme?
Senator MOYNIHAN. Yes.
Mr. ELWELL. If you accept the sensitivities in that model, yes

that's the projected cumulative revenue collection.
Senator MOYNIHAN. This Government has $240 billion worth of

loan assets. I mean all kinds of loans. Whether we had a deficit or
not, you can make a very good case for simply selling that commer-
cial paper into the normal secondary mortgage market. The CBO
thinks, we could pick up about $140 billion. Just sell our loans that
we have got. For example, General Electric owes the Export-Import
Bank. A fairly good commercial paper. And then not go through
this.

I would like to thank Dr. Klein and thank Mr. Elwell for a very
nice piece of work.

Dr. Klein, I know that a Nobel laureate is careful not to get into
very nonscientific areas, but I thought I heard you say that with
respect to the confidence in the American economic system, which
is presumably one of the reasons capital flows here and we have
the current arrangement, that a measure like this, a statement of,
you know, we can't live with the world, we are going to put a 20-
percent surcharge on, or whatever, is a statement that we are kind
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of getting out of the arrangements that we put in place just after
World War II when we had confidence of what would come of an
open system. We have lost that confidence ourselves. And that this,
in turn, would have the effect on the confidence other people have
in us.

I know you can't model that, but you can still-it seems to me
that you raised that.Dr. KLEIN. Well, there is an enormous respect for the perform-
ance of the American economy throughout the world and capital
has flowed or the net has been an inflow. Our outflow has been re-
duced, and the inflow for a few years has been increased.

Part of this is because we are viewed as a safe haven, a very sig-
nificant one. And part of it is based on rather good investment op-
portunities in America. But that confidence has been brought
under some stress. The Continental Illinois failure was one shaking
of confidence, and other bank problems haven't done anything to
improve the confidence. I believe that is a suspicion that is held
throughout the world.

There aren't too many alternatives, but there is a worry about
the adequacy of accounting, and, indeed, of the asset position of the
American financial system. We are looking for the possibility of
some kind of trigger effect. The announcement of these very dras-
tic import surcharges would be a trigger effect.

Senator MOYNIHAN. A trigger effect.
Dr. KLEIN. I think the confidence issue goes much more into the

whole structure of the American financial system and questioning
whether we are running a good shop with $200 billion budget defi-
cits. Those are the ones that could be shaken.

Senator MOYNIHAN. And in that context, this could trigger a re-
sponse.

Dr. KLEIN. One should take that into account.
Senator MOYNIHAN. And I heard you say, sir, that if the chances

were 10 or 20 or 30 percent--
Dr. KLEIN. That's a subjective guess.
Senator MOYNIHAN. Sure. At such levels, no prudent committee

would take that risk with this economy.
Dr. KLEIN. That's my point of view. That it would be imprudent.
Senator MOYNIHAN. Thank you very much, sir.
The CHAIRMAN. Senator Baucus.
Senator BAucus. Mr. Chairman, these hearings this morning are

a good idea, but the more I listen to the testimony about the sur-
charge, the more I think it's a bad idea.

The CHAIRMAN. You think it's a what?
Senator Baucus. The surcharge is a bad idea. It's a good idea to

hold the hearings to reveal a bad idea.
It's clear that a surcharge doesn't make sense. I think it's good

that we have these hearings to discuss the problems a surcharge
would create. First, there is no doubt in my mind that other coun-
tries would retaliate in one way or another. It might not be via a
surcharge, but it would be something. We know that.

And, second, these analyses and these models show that a sur-
charge isn't anything like the panacea some of its proponents
would like to think it is. The surcharge looks to me like an attempt
to blame other countries for our lack of discipline or to put the
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burden of the solution on to some other country. If we don't want
to solve our problems here at home or we don't understand our
problems enough, we seek to assign blame elsewhere, and put the

burden elsewhere.
I think that this has been a good discussion this morning; it has

helped to reveal some problems. But I think it would be unwise for
us to spend much more time on this; we should put this idea to bed
pretty quickly and go on to other matters. Thank you.

The CHAIRMAN. I expect we will go on to-I don't want to say
other-but additional matters before very long.

Senator Heinz.
Senator HEINZ. Thank you very much, Mr. Chairman.
Dr. Klein, good to see you again. We always welcome distin-

guished Pennsylvanians to the committee and to Washington. You
must be feeling like you are spending more time her- than in
Philadelphia, but we welcome you nonetheless.

Dr. Klein, yesterday Mr. Roosa and others suggested that one
way of coping with the principal topic of this hearing; namely, ex-
change rates, would be to have the principal players, the EC, the
United States, Japan or the G-5, if you will, discuss among them-
selves what would seem to be reasonable relationships, and then
through appropriate intervention attempt to bring those about.

Two questions. First, is that the best option? And whether it is or
not, would it be effective in achieving the goal?

Dr. KLEIN. Well, I'm a fan of coordinated policy. And I think
there is a policy mix that could be coordinated among the G-5 that
would make the world in much better shape economically. But I
think that intervention alone on the foreign exchange markets is
probably not going to be the effective way to bring the dollar down.
There must be a much more comprehensive policy of coordination
dealing with fiscal and monetary policies as well. Rudy Penner
stated something that is very important, that the amount of capital
privately held throughout the world can move about very quickly. I
think that was fundamental in bringing down Bretton Woods. And
it's a fundamental problem in the face of reconstituting a fixed
rate system-that there is a tremendous amount of discretionary
capital that can move about on short notice, and undo the fixed
rules that are set up. And for that reason, I think, the central
banks alone cannot intervene to fix rates. And if you say that we
don't want to do it through running the printing presses-we put
that restraint out-then the just don't have the--

Senator HEINZ. What's t e alternative then? How do we deal
with those enormous capital flows that seem to have dwarfed the
system?

Dr. KLEIN. Well, I think the alternatives are fairly clear-not
easy to execute-but the first alternative for the United States is
to have a twist between fiscal and monetary policy, a tighter fiscal
and an accommodating monetary policy, and to coordinate that
with similar policies in other countries. It would not always be the
same twist, but one to get some fiscal-domestic fiscal-stimulus in
a number of the other countries in the G-5 to go along with this
shift in fundamentals in America.

Senator HEINZ. So we should get them to reflate and that
will--
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Dr. KLEIN. Some. Those that are in a position-
Senator HEINZ. That will help our trade balance. I'm not quite

sure how I see that if one believes that the dollar is artificially
high. How that will necessarily help lower the dollar.

Dr. KLEIN. The dollar is artificially high as a weighted combina-
tion of several factors. What I'm suggesting is that we lessen the
positive contribution of as many of those factors as we can; namely,
interest rates and the American trade balance.

Interest rates would move first. That would-given other things
determining where they are-that would help to bring the dollar
down, and a commitment by the other countries to enter a coordi-
nated scheme and the following through on that commitment
would improve our trade position. That would be a second factor
helping to bring the dollar down.

Senator HEINZ. Senator Packwood asked you on a related subject
how you felt about a tax increase versus a surcharge. You said you
would rather raise revenues by a tax increase.

There are a variety of ways we can tax. We can tax income. We
can tax investments. We can tax consumption. This is really a lead
up to my question. Do you have a particular preference there?

Dr. KLEIN. Well, I think I--
Senator HEINZ. Or are you of the little bit of everyhing school?
Dr. KLEIN. Mainly, I want to see the deficit brought down

through a combination of tax increases and expenditure cuts. I
would accept Senator Bradley's proposals on tax reform.

It's aimed mainly at achieving fairness in the tax system, but
should be calibrated so as to bring in more revenue.

Senator HEINZ. If my colleagues would bear with me, I was lead-
ing right into the tax reform issue because it seems to me that one
of the potential problems with all of these tax reform proposals is
that, as they have been structured to date, they tend to tilt a tax
system that is now already rather heavily tilted toward consump-
tion still more toward consumption. At least that is what I have
seen the various permutations of the numbers since all these pro-
posals do require, for political and other reasons, a lowering of the
rates; particularly, individual rates in order to make them attrac-
tive, viable, fair.

Is it possible in your judgment to design a tax reform approach
without also neutralizing those consumption encouragement effects
with some kind of consumption tax?

Dr. KLEIN. Yes, it is possible.
Senator HEINZ. And have it fast?
Dr. KLEIN. A consumption tax is very attractive from a point of

view of economic analysis. But I think it's difficult to implement.
I think it's difficult to determine typical citizens' expenditures

relative to determining typical citizens' income. That's a very tech-
nical issue. But I think that would be my main criticism of that.

Senator HEINZ. I'm not going to ask you a question, because my
time is up, but I wouldn't want you to think that I was in favor of
shifting toward a consumption-based tax system. I was asking the
question on a consumption tax, which is value added, sales, so on
and so forth. And you may want to come back to that some other
time.

Thank you, Mr. Chairman.
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The CHAIRMAN. Senator Long.
Senator LONG. Dr. Klein, Paul Douglas used to serve on this com-

mittee and he had credentials as an economist. He was at one time
the President of the American Economic Association. And he used
to say to me that when you study economics, your first year in col-
lege, they usually would teach you about all you are going to learn
about how the system is supposed to work. Then he said, from that
time forward until you finish your Ph.D. degree, all the rest of an
economist's education is teaching why it doesn't work that way.
There is always some fellow who has got his thumb on the scale or
who is short circuiting things or stealing or not playing by the
rules of the game. With cartels and state trading and even down-
right robbery when you add all that up, you would come out with a
different result than the one you anticipated. It gets very compli-
cated, trying to deal with all that.

Do you know whether the Eurodollar market was a creation of
the Soviet Union?

Dr. KLEIN. That's not accepted opinion.
Senator LONG. Pardon?
Dr. KLEIN. That's not accepted opinion.
Senator LoNG. Well, a witness testified before this committee at

one time-and nobody contradicted him at the time-that the
Soviet Union found it to their advantage to create a market for
American dollars in Europe because apparently they needed them
and that's how they could get them. Have you ever heard anything
or know anything about that, Mr. Elwell?

Mr. ELWELL. No; I don't, sir.
Senator LONG. Can you tell me anything more about that, Dr.

Klein, as to whether the Soviet Union had anything to do with it?
Dr. KLEIN. I doubt it. I think the argument would be that we

flooded the world with dollars in rebuilding Europe and other parts
of the world after World War II, and again in pursuing our own
battles in Vietnam. Flooding the world with dollars gave rise to the
Eurodollars market, and the Soviet Union probably had some role,
a very indirect role, in making it necessary for us to do something.

Senator LONG. Now, I have not heard the latest figure. Can you
tell me right now how many Eurodollars there are around the
world. Obviously, we are including the Japanese. And there may be
other dollars that are called "Eurodollars," too. Can you give me
some idea as to how many Eurodollars there are outside the United
States today?

Dr. KLEIN. That's one of the numbers I don't carry around in my
head.

Senator LONG. Can you, Mr. Elwell? I mean it's a lot of money.
Mr. ELWELL. No, sir.
Senator LONG. With your credentials, you ought to be able to

come up within $200 or $300 billion of it. [Laughter.]
Dr. KLEIN. I could probably do that, yes.
Senator LONG. Could you give me a guess? I won't hold you to it.

You can correct it for the record.
Dr. KLEIN. Let's put it in the neighborhood of $1 trillion.
Senator LoNG. $trillion.
What's your guess, Mr. Elwell?
Mr. ELWELL. I'm going to defer to my esteemed colleague.
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Senator LONG. Now it seems to me that we are constantly con-
fronted with a situation where people keep bringing us problems,
but we find a reason why their suggestions won't work. Oftentimes
they don't have any answers that look like they are going to solve
the problem for us. And I regret to say that even with the sugges-
tions you have made here, I don't see how that's going to achieve
much.

Mr. Roosa was up here testifying yesterday. Now he has a back-
ground in economics from Harvard and I recall the days when he
was in the Treasury and they had some concrete suggestions. He
indicated he wasn't going to recommend some of those they recom-
mended back in those days. But it looked to me as though the
things we had done then were working just a lot better than any-
thing we are doing now. What we are doing now is nothing.

I gain the impression that what we are doing right now is just
like floating on a raft down the Niagara River waiting to see
what's going to happen. [Laughter.]

And when I pose the question how long can we keep this up, I'm
not talking about the Federal deficit, but the trade deficit. How
long can we keep this up?

Well, the answer is that we shouldn't want to find out. Some-
thing drastic and something very bad has to happen sooner or
later.

Now here we are in a world where people want to treat this
problem as though we are dealing with a world of free trade.
That's a jungle out there. You have some nations and socialist na-
tions with state trading. We are dealing with cartels. We are con-
fronted with all kinds of cheating.

Do you think that these so-called voluntary import quotas is'any-
thing but cheating on the rules? I see you are nodding yes. I think
you agree with that.

Dr. KLEIN. I agree.
Senator LONG. Mrs. Thatcher was over here talking about some

of these problems. And she would ask: How would you haidle this
problem? Well, I would think voluntary quotas would be the way to
handle it. Well, it looks to me like voluntary quotas is just cheat-
ing. That's all. It's just pretending that that foreign country is vol-
untarily limiting those imports. I think I know about voluntary
quotas. That means, "You either do this or else." You either do
this or something very bad is going to happen, and you give them
some idea as to what is going to happen.

But I don't see how we can sit here and pretend that we are
going to let the market decide what happens when there are so
many nonmarket forces in position to operate on that market. You
have got an $80 billion drug trade in this Nation alone. What are
they doing with all that money? I don't know. I don't believe any-
body else does. But they are in a position to play a part in our
trade problems. The socialist countries, the Soviet Union, OPEC all
play a part in our trade problems. I do not see how we can respon-
sibly look after the interests of this country when we see these
enormous deficits playing a part in the deindustrializing America,
and we just sit here talking about balancing the budget.

Do you want my prediction about balancing the budget? I'm not
an economist. But it is not going to work. By the time we get
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through with all this, we will wind up in a recession and the deficit
will be bigger than ever so I can't see answers other than maybe
some of those that Mr. Roosa told us yesterday. I wish I could. If
you have some other suggestions, I would like to have them.

Dr. KLEIN. Well, we won't balance the budget but we ought to
move toward better balance. We won't get quite absolute free
trade, but we ought to move in that direction. And when the world
moved from bilateralism and commodity agreements-after World
War Il-as we moved more and more toward liberalization, the
volume of .trade increased dramatically and the world was better
off.

So that's the direction in which we should go.
Senator LONG. Could I just ask one further question, Mr. Chair-

man?
The CHAIRMAN. One more.
Senator LONG. I've heard people who have some credentials as

economists suggest that other countries are doing us a favor no
matter how they cheat on the rules as long as they sell something
cheaper than we can sell it for in this country. Do you agree with
that philosophy?

Dr. KLEIN. That's a strict economic calculus. It's better to buy
cheap than to buy dear. It's held down our prices in the last 3 or 4
years. The high dollar has contributed very significantly to winding
down of inflation.

Senator LONG. Well, just to give you an example of that now.
Here are the Saudis selling petroleum roducts below the price
they would sell the oil for on the world market. At least that's
what the oil people tell me. Here are the Mexicans shipping their
ammonia and they will be shipping other chemicals in here. As
much as 85 percent of the cost of that ammonia is the natural gas
that goes into it. And the Mexicans will price the natural gas at
zero if need be in order to get this market.

Do you think they are doing us any favors to put us out of busi-
ness doing that type of thing to us-our refiners, our chemical
plants?

Dr. KLEIN. Well, if it's predatory pricing in order to lock us in
and then turn around and charge a higher price later, then it's to
our disadvantage in the long run.

Senator LONG. Thank you.
The CHAIRMAN. Senator Bradley.
Senator BRADLEY. Thank you very much, Mr. Chairman.
Dr. Klein, as always, I welcomed your testimony. I think it is

critical for the committee. And a couple of things you said in-
trigued me and I think it's important that we follow up.

You said if we enacted an import surcharge that, in determining
the effects of an import surcharge on the economy, we should
factor in the risk of a crash landing. Could you describe for the
committee-and you said whatever the risk, 10 percent even, much
less 20 or 30 percent, in your opinion it was too great a risk to
take. Could you describe for the committee what would be the eco-
nomic impact of a crash landing?

Dr. KLEIN. Well, when we looked at this menu of scenarios with
surcharge combinations, I was struck always by the fact that the
depressing effects didn't last forever and that it was temporary.



423

You can see that on some of the bar charts that I have distributed.
Eventually, in 2 or 3 years, one gets back to the baseline position.
But when we put in the case of dollar down, interest rates up, this
has a trigger effect of loss of confidence, that generated a true re-
cession that is persistent.

And that's exactly what we want to avoid. We look at the world
economy and say, well, we've had cycles up and down and they
have been moderate, but we have now pushed the system to such
large imbalances-the budget imbalance, the current account im-
balance-that we keep worrying, are we going to wake up as pro-
fessional forecasters and economists to the devastating headline
the next morning that something really big has burst and become
unravelled. And that's the thing that we want to avoid.

Senator BRADLEY. So that essentially you are saying that our
margin for error is much, much less, given the effects of fiscal
policy in this country in the last 4 or 5 years?

Dr. KLEIN. That's right.
Senator BRADLEY. There is another school of thought that would

even take your analysis further and say that things are totally out
of control; that we can't rein in these excesses in time to prevent
the system from exploding. Now do you hold that view?

Dr. KLEIN. No;I think until something is done-the domestic
budget deficit remains out of control, but I think that the current
account will turn around rather significantly. If you look at the
history of the American current account in this century, you will
see that it fluctuates a good deal about zero. And the only times
that it has been significantly out of balance were during World
War I, and World War II-there were two large surpluses-and
then at the present time this is an enormous deficit. And this is a
fluctuating thing. It moves rather fast and, with 1 or 2 years time
delay, a very significant turnaround in the dollar can eliminate
that deficit.

Senator BRADLEY. What probability do you put to a reflation as a
way to deal with the deficit?

[r. KLEIN. Reflation within the United States?
Senator BRADLEY. Increased inflation, yes.
Dr. KLEIN. I think that would be a poor way to deal with it.
Senator BRADLEY. No; I don't mean as setting out as policy to do

it. But absent fundamental action on any of these other areas that
various witnesses have come before the committee to recommend,
what is the probability that sooner or later, in the absence of that
action, you are going to wake up to the morning headline? Isn't re-
flation at that point, the only way you save the system: through
printing money?

Dr. KLEIN. Yes; I think the problem with inflation is that you
lose control of its dynamics. And you would have to do exactly
what you suggest.

Inflation can always be compensated by some indexing form on
paper, but, in practice, it leads to dynamic situations that can be
very harmful.

Senator BRADLEY. I'd like to ask just one more question, if I
could.

What do you see as the economic problems and the economic im-
pediments to growth in attempting to manage our international
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economic relations on a bilateral basis? Managing trade, structur-
ing a deal with this country and that country as opposed to trying
to reinvigorate the multilateral system.

Dr. KLEIN. Well, I think the bilateral system is very inefficient.
And I think if you read the history of the transition from the bilat-
eralism that was the outgrowth of World War II and the shift
toward multilateralism, you will see that the shift accompanied a
very great economic expansion in the world.

Senator BRADLEY. Thank you.
The CHAIRMAN. Gentlemen, thank you.
Now can we take Dr. Rudiger Dornbusch, from MIT.
Good morning, Doctor. And you have been very patient also, and

we appreciate it. Why don't you go right ahead.

STATEMENT OF DR. RUDIGER DORNBUSCH, PROFESSOR,
MASSACHUSETTS INSTITUTE OF TECHNOLOGY, CAMBRIDGE, MA

Dr. DORNBUSCH. Mr. Chairman, I welcome the opportunity to
present my views on the strong dollar and floating exchange rate. I
want to briefly in my oral statement review three points that I
have written on more extensively in the prepared statement.

The first is what the strong dollar has done for us. The second,
whether our current account imbalance and the strong dollar
present an aberration or what we should expect. And the third,
what policies would get us out of the present difficulties.

The strong dollar has been extremely helpful for us in getting
disinflation. Normally at this stage in the recovery, inflation would
be well on its way to be above the average of the preceding recov-
ery. We have extremely low inflation. And the small rise in import
prices, the reduced rights and equal rights inflation are very signif-
icant factors in that.

But the second point is the strong dollar has hurt us very signifi-
cantly in manufacturing. If we look at competitiveness of U.S.
firms in any industry, export prices are by 30 to 40 percent higher
than import prices of comparable commodities. The same is true
with data available comparing import prices with domestic prices.
That loss of competitiveness in manufacturing is reflected in the
fact that today manufacturing employment is less than it was in
the late 1970's.

That process is underway. There are lags in the adjustment of
trade flows to a loss in competitiveness. We can expect at the cur-
rent exchange rates even a worsening of that trend.

The second point I want to make is whether the high dollar is an
aberration, a bubble, or whether it should be expected.

My argument is that with the fiscal policies we have been pursu-
ing and the opposite fiscal policies having been pursued by major
trading partners, and particularly Germany, Japan, and the
United Kingdom, and our monetary policy being relatively tight
compared to theirs, we can't be surprised that the dollar is where
it is. Exactly what theory predicts. The theory was invented in the
1960's to explain what happened in Canada when fiscal policy was
extremely expansionary and monetary policy very tight and we
have an exact reenactment of that. So to economic theory, the
strong dollar is not a surprise.
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If I can direct your attention to table 4 on page 9 in my prepared
statement. I show the extent of the divergence in fiscal policy here
and abroad. We always look at our deficits and we see a big shift
toward deficits. Abroad, exactly the same size of shift has occurred
toward surpluses. So between the two areas, we really have now an
8 percent differential. That's the biggest differential peacetime, I
believe, in the last 200 years.

So we mustn't be surprised that the dollar wants to show its re-
action.

The third set of questions I want to address is remedies. And,
first, intervention. Would it be a good idea to try and unhook the
dollar by sterilized intervention. I say "sterilized intervention" be-
cause I assume that nobody would want to indulge in expansionary
monetary policy, given our fiscal policy, simply to inflate the dollar
down.

As to sterilized intervention, a lot of research at the Federal Re-
serve has shown that it does exactly nothing. We haven't really
tried to use that as a remedy because we will be wasting time, im-
portant time, that we need now to set things straight.

I'll say the same thing much more strongly of international nego-
tiations about target zones. Target zones for exchange rates, in the
absence of active instruments to implement them, are absolute
nonsense.

If we agree on target zones, the only way we can do that is by
having target zones for real interest rates and for the budget.
Without that, they don't make sense.

Import surcharges. I follow the arguments that Professor Klein
and Rudy Penner brought. They are really an awful idea and I
would differ with them to believe that the dollar is more likely to
go up and I would add that 3 years from now when they come off,
we have even worse problems than we have now.

That leaves capital control as the only respectable alternative. I
think there's a very strong argument for capital controls. The
dollar is high because capital has moved here as a safe haven, and
we should charge rent on the safe haven.

A lot of the capital that is flowing around has never seen taxes.
It would be a great experience. But I do believe that the fall in the
dollar that will result will push up our inflation, will push up our
growth and will push up our interest rates. And that means we are
trading in more competitiveness in the traded goods sector for
higher real interest rates that hurt other sectors.

I conclude that there is no alternative but to have fiscal changes
here, a dramatic cut in the budget. A very dramatic fiscal expan-
sion in Germany, in the United Kingdom and Japan, combined
with a worldwide reduction in interest rates.

As the recovery slows, we have to be careful that the real inter-
est rates we have will be an increasing burden on financial stabili-
ty and we have to ask how can we get rid of them.

Thank you very much.
[The prepared statement of Dr. Dornbusch follows:]
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Revised

FLOATING RATES AND THE OVERVALUED DOLLA-P.O

Rudiger Dornbusch
Massachusetts Institute of Technology

The No. I policy problem for the world economy is to achieve a soft

landing, locking in the gains fo the past two years. The overly strong

dollar has been immensely successful in generating a non-inflationary

recovery in the U.S., but has done so at the cost of a very large loss in

international price competitiveness. High real interest rates have not stood

in the way of a brisk recovery vhile fiscal expansion pushed the economy, but

are now a heavy levy on profits in an economy where growth is becoming

moderate. The solution to the twin problems of high real rates and the

overvalued dollar is decidedly not a reform of the international monetary

system, monetization of budget deficits, or a collapse of the dollar.

The intelligent solution is to correct our budget deficit and, at the

same time persuade our trading partners, especially Germany, the U.K. and

Japan, that the time has come for thea to take the initiative for sustaining

growth by long overdue fiscal expansion. In addition, given these fiscal

policy adjustments, monetary authorities here and abroad should accommodate a

continuing recovery by allowing a decline in real inters-, rates. Such a

policy package would limit the decline of the dollar (and the attendant risk

of a steep increase in U.S. inflation) and assures a continuation of world

*Statement Before the Committee on Finance of the U.S. Senate, April 24,
1985.
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recovery under sounder financial -onlitions.

International agreements about intervention, target zones or even fixed

exchange rates are altogether implausible as long as Congress and the

administration cannot agree on a restoration of fiscal balance. Equally

important, exchange rate commitments are premature as long as governments in

the countries vith excessive fiscal tightness do not cease taking a free ride

on the vorld economy.

Once the fiscal alignments are underway and real interest rates are

allowed to ease, the dollar will move down, restoring a sustainable current

account. Without those fiscal realignments we should certainly not commit

the U.S. to target exchange rate zones. We certainly should not be prepared

to monetize deficits in an effort to take the dollar down, and we should

resist freezing the dollar at the present level, except as the counterpart of

a strong and sustained foreign expansion. Until basic macroeconomic policies

are locked in by actions on the budget here and abroad, we should certainly

not undertake any exchange rate commitments.

The Strong Dollar

Since 1979-80 the dollar has undergone a massive appreciation in world

currency markets. The extent of the appreciation, reaching a peak earlier

this year, is shown in Table 1. Rven though the decline since the peak in

February 1985 is already large, the remaining cumulative appreciation from

1980 to April 1985 is huge. This is particularly clear from the movement in

the Morgan Guaranty index for the trade weighted dollar exchange rate.



428

3

Table I Dollar Appreciation Since 1980

1980 Feb. 85 April 85 % Change
80-April 85

Yen/$ Rate 226 260 247 9.3

DK/S Rate 1.82 3.29 2.97 63.2

Morgan Guaranty Index 90.7 136.4 128.5 41.7

Given the attention that Japan is attracting, it is important to

recognize that Germany (and Europe) had in fact a vastly larger depreciation.

The movements in nominal currency values are already sizeable, but their

impact has been reinforced by the fact that U.S. inflation was higher and

productivity growth lower than that abroad. Aa a result, our international

competitiveness has been impared by the combined effect of these three

factors. The point is perhaps most effectively made by noting the data on

hourly compensation in manufacturing in the U.S. and abroad, shown in Table

2.

Table 2 Hourly Compensation in Manufacturing
($ U.S. per Hour)

U.S. Japan Germany

1978 8.30 5.40 9.65

1984 12.82 6.42 9.57

Percentage Increse 53.0 18.9 -0.8
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U.S. competitiveness, of course, suffered even further than the wage

date in Table 2 indicates, because productivity growth abroad was

significantly higher than in the U.S. economy. The deterioration of external

competitiveness is quite apparent in comparative industry price data. For

example, in the period 1980 to 1984 the price of U.S. exports of electrical

and electronic measuring devices increased by 54 percent over the price of

comparable imports; for telecommunications parts the deterioration in price

competitiveness is 32 percent, 57 percent for thermal household appliances

and 48 percent for textile finishing machinery. These are not special cases;

the same pattern prevails throughout manufacturing.

The lose in external competitiveness is patently obvious from a number

of trade indicators. Table 3 shows data on growth of export and import

volumes for several countries in the period 1981-84. Cumulative U.S. export

growth has been negative, while import volume has increased sharply. These

data are affected by differences in economic growth at home and abroad, but

they also reflect our loss in international cost competitiveness.

Table 3 Growth in Trade Volume
(Cumulative Percentage Change: 1981-B4)

U.S. Europe Japan Latin America

Exports -12.7 15.8 32.1 17.7

Imports 27.8 7.0 9.0 -36.9

Source: IMF World Economic Outlook, April 1985.

The deterioration in external performance is summarized in Figure 1,

showing the U.S. current account deficit as a fraction of GDP. The deficit
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is at an all time high. Econometric estimates suggest that as much as 60

percent of the deterioration is due to the loss in international

competitiveness. The remainder is accounted for by the relative cyclical

position of the of the U.S. and the rest of the world and by the sharp trade

adjustment of Latin America. Our spending growth has run strongly ahead of

spending increases abroad. This is particularly true, of course, for debtor

LDCs where the adjustment programs have led to increases in their exports and

deep cuts in our exports to these. While some of these trade losses may be

transitory Latin America is boun, to have significantly less access to

external capital in the coming years and hence will have to run persistent

trade surplusses to earn the dollars with which to pay interest to our

banks.

The large divergence between U.S. import and export performance is, of

course, the channel through which the U.S. has spread growth abroad. Our

spending has increased significantly more rapidly than our income and the

divergence has sustained or made possible income growth, budget improvements

and debt service abroad.

Dollar Appresktion and the U.S. Economy

The rise in the dollar has been a major factor in the slowing down of

inflation in the U.S. economy. The normal pattern is for inflation to fall

in a recession, but to show a sharp increase in the recovery. From one

business cycle to the next (measured from peak to peak) inflation used to

increase, thus ratcheting upward over the past thirty years. That pattern,

for the moment, is broken. Inflaiton and wage settlements are low and for
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the time being do not show signs of the normal cyclical recovery. Several

complementary factors that help explain this development follow.

Deregulation and the weakening of unions are clearly important factors.

The dominant element is likely to be the record high, and still high, level

of unemployment. But the strong dollar must also be counted. The

appreciation of the dollar has lowered import prices absolutely and, thus,

has directly contributed to disinflation. But the increased import

competition has also exerted a dampening effect on the price increases

domestic firms could afford, and on the wage increases they could concede.

Dollar overvaluation thus has exerted a chilling influence on the entire

wage-price setting mechanism. This is particularly the case for raw

materials, where the normal cyclical recovery has simply not taken place.

The fall in dollar prices of agricultural comodities have helped keep food

price inflation and hence wage demands low.

The rule of thumb is that a 10% dollar appreciation reduces inflation by

about 1 percent. But that number may be a considerable underestimate of the

pervasive effects of a sustained, large appreciation. Taking into account

direct effects as well as wage channels, a 10 percent dollar appreciation may

reduce inflation by 2 percentage points or even more. Given the size of the

dollar appreciation since 1980, this suggests that in addition to

unemployment the strong dollar may be the main reason we have been able to

enjoy a non-inflationary recovery so far.

The dollar overvaluation has also involved costs, most obviously in the

deterioration of manufacturing competitiveness, profitability and employment.

Manufacturing has been by-passed in the recovery and this is particularly

true for the capital goods industry, excepting space and defeee
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related firms. While total industrial output grew 8 percent since 1979,

defense and space related production grew by 58 percent. This suggests a

decline of civilian production in the midst of a strone recovery.

The poor performance of manufacturing is reflected in the decline of

manufacturing employment since 1979. Figure 2 shows total employment (non-

agricultural establishments) as well as employment in manufacturing. While

total employment grey by 8 percent since 1979, manufacturing employment today

is more than 6 percent lover than six years ago. Part of the reduction in

manufacturing employment reflects productivity growth and thus must be

welcomed. But that will not go far enough to explain the significant fall.

The recovery of the pest two years was simply insufficient to make up for the

inroads of import competition and lose of exports on manufacturing

employment.

The common argument against excessive fiscal expansion is that it leads

to crowding out, as high interest rates displace private sector investment

spending and thus growth of potential output and employment. But there is a

more izoediato crowding out as firms that lose competitiveness cease

operations in the high wage country and shift operations abroad. There is

accordingly a direct loss of useful capital and of employment opportunities.

This process ill be more intense the larger and the more persistent the

overvaluation. In the U.S., the recovery has for a while overshadowed these

effects of the strong dollar, but they are now becoming quite apparent.

Why is the Dollar High?

The strength of the dollar has been explained by three basic arguments:

safe haven factors, bubbles, and the divergent policy mix here and abroad.
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They are not necessarily alternative explanations and each may well have

played a role.

The safe haven argument asserts that the U.S. has become a relatively

safer place for investment, given increased uncertainty and instability in

the rest of the world. It is difficult to put the finger on the increased

uncertainty, especially in 1984 and early 1985, when some of the sharpest

appreciation occurred. The argument is also surprising in view of the fact

that as recently as 1980, the U.S. was definitely not the place sought out by

foreign capital. Of course, the Reagan presidency must have kade some

difference.

The bubble argument emphasi-es that "set markets can set prices of

currencies, longterm bonds, stocks, or real estate that are unrelated to

fundamentals. For example, stock prices might be set in excess of the value

of prospeotive earnings of capital or land prices in excess of the

prospective value of rentals. Similarly, currency values might be set

outside a range that is sustainable considering the impact of the exchange

rate on economic activity or the external balance. Expectations of high

capital gains carry these markets and compensate for the fully perceived risk

of a collapse to fundamentals. Such bubbles have occurred in the past, and

they may well be at work in foreign exchange marke~s. Bubbles are a serious

problem whenever capital gains dominate by a large margin interest

differentials. In these conditions the speculation centers on whether

further capital gains can be sustained or whether changes in fundamentals

could force a shift in the market. In the exchange market this speculation

has focussed on the trend of U.S. interest rates and on the strength of the
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economy. A weakening of rates is seen as the signal that the stampede from

the dollar will get underway.

The safe haven and bubble argument have in common that they recognize an

overvaluation of the dollar. Nominal exchange rate movements, in this view,

have taken the rate away from a sustainable level and, thus ultimately, a

collapse is inevitable. The persistence of the exchange rate at this

disequilibrium level in turn is seen as distorting resource allocation. An

alternative approach argues that the fundamentals have changed and thus

warrant a high value of the dollar, even if it is troublesome for some

sectors and unwise as a policy. The argument focuses on fundamentals in

that the U.S. and other industrialized countries have followed a sharply

diverging trend of policies which is responsible for the dollar

appreciation.

Table 4 shows data on fiscal policy that support this view. Where the

U.S. has shifted dramatically toward a deficit in Germany, other European

countries and Japan have moved in the opposite direction with as much

vehemence.

Table 4 Government Budget Trends
(percent of GDP)

Actual Budget Deficit Change in Adjusted Budget
1984 1985 Deficit: 1980-1985

U.S. 3.2 3.6 -4.5

Germany 1.7 0.9 +4.2

Japan 2.2 0.8 +3.2

Note: The adjusted deficit data are corrected for the effect of unemployment
and inflation.
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The divergent shift in fiscal policy was reinforced by a much stronger

increase in interest rates in the U.S. compared to the rest of the world.

Even today U.S. interest rates exceed those in Germany or Japan by more than

250 basis points and by even more when adjustments for inflation are made.

The longterm interest differential, between the U.S. and Germany or Japan,

exceeds 400 basis points. If the probability of a dollar collapse were

negligible these differentials would imply a really huge incentive to hold

U.S. securities. As it is, that possibility cannot be ruled out, but in the

early stages of the recovery it may well have been the case that depreciation

was as likely as appreciation, thus leaving a net incentive to shift toward

U.S. securities.

The strong dollar can thus be seen primarily as a reflection of monetary

and fiscal policies here and abroad. The dollar is clearly overvalued from

the point of view of manufacturing, but even so our aggregate growth

performance has been above average by the standards of post war recoveries.

ithout a deterioration in our trade balance, the growth in 1983-84 would

have been entirely unreasonable and the interest rates, in the absence of

accommodation, would have shifted difficulties to housing and interest-

sensitive manufacturing sectors. Given the enormous fiscal stimulus crowding

out was simply unavoidable, except if the Fed had chosen to accommodate even

higher growth by an exchange rate oriented monetar." policy which might have

meant a very strong monetary growth so as to monetize the deficits. The only

choice would have been to take the crowding out in interest-rate sensitive

sectors rather than in the external balance. As it is, our growth during the

recovery has been above average for the post-war period; asking for more is

unreasonable.
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The Exchange Rate System

For at least 100 years the international monetary system has been

considered inadequate, whatever the arrangements: the gold standard,

bimetallism, the gold exchange standard, dollar standard, fixed rates,

managed rates and floating rates. Throughout the inter-war period

international monetary conferences sought to cope with the conflicts posed by

divergent national policies and interests. The problems were not solved

then, nor at Bretton Woods, the Smithsonian or Raabouillet. They will also

befuddle any new initiative the U.S. Treasury might promote.

Figure 3 shows the international monetary system in the past sixty years

in the light of two key exchaLge rates: the sterling/$ rate was the center

piece until the 1960s; and the Deutsch Mark/$ rate has been the focal point

since. Our problems today Are not unlike th'se of 1931-32 when every country

sought to gain employment by competitive devaluation or undervalued

currencies. Again in 1971 the U.S. was faced with overvaluation. At that

time President Nixon devlut the dollar and imposed an import surcharge.

Here is a quote that sounds uncomfortably familiar today:

'"As a temporary measure, I am imposing an additional tax of 10
percent on goods imported into the United States... It is an action
to make certain that American products will not be at a
disadvantage because of unfair exchange rates. Vhen the unfair
treatment is ended the import tax will end as well... The time has
come for exchange rates to be set straight and for the major
nations to compete as equals. There is no longer any need for the
United States to compete with one h.nd tied behind her back.,
(Quoted in J. Odell, U.S. International Monetary Policy).

Those who call for a step in the direction of international monetary

reform all start from the premise that flexible rates have failed. A strong
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Figure 3
The International Monetary System
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advocate of that position is C.F. Bergaten, who has argued recently (NY

Times, April 21, 1985):

"It is clear that the monetary system is failing in its basic
purpose of accurately equating the competitive positions of
national economies. Its reform is essential to achieve and
maintain a healthy world economy."

These complaints about the behavior of the flexible rate system are

misplaced; they command as much persuasion as a drunk driver complaining,

after the crash, that care are simply not safe. The fact is that the extreme

divergence of the policy mix in the U.S. and abroad is to be blamed, not the

exchange rate system. U.S. growth has been high, above average for a

recover, despite record high real interest rates and high dollar. That

suggests that some very peculiar policies were in place. Moreover, there is

no reason to single out exchange rate difficulties, neglecting the high real

interest rates as a very damaging feature of the recovery. A balanced, open-

minded approach will focus on both distortions to balanced growth.

It used to be said that exchange rates fail to function properly vhen

they do not lead to balanced trade or balanced current accounts. That view is

no longer fashionable because it is recognized that international borrowing

or lending need not be all bad. The new version shifts to "equating

underlying competitive positions of national economies", which one assumes

means exchange rate movements that do not deviate too much from purchasing

power parity levels, whatever the consequences for national unemployment

rates. But suppose that the dollar had, indeed, been maintained in line with

inflation differentials. Our much stronger external balance would have added

yet further to growth and also to inflation. Growth abroad would hays been
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much smaller and unemployment correspondingly higher. But abroad, the

unemployment problem is already very serious indeed. In Europe unemployment

is now 11.3 percent and rising, even with the strong dollar.

Even with the overvalued dollar, Europe feels that real wages are too

high to have full employment. With a weaker dollar their unemployment

problem would be much worse. The point of all this is that the dollar cannot

improve both Europe's unemployment and our manufacturing problems at the

same time. Without a deliberate shift in underlying monetary and fiscal

policies, exchange rate fix-ups are simply beggar-thy-neighbor policies that

are unlikely to succeed because the rest of the world badly needs remedies

for unemployment, even as we hope to improve our manufacturing profitability.

If that point is conceded we might as well speak directly of the required

policy changes that will simultaneously cope with dollar overvaluation and

overly high real interest rates, rather than pretend that exchange rate fix-

ups miraculously solve all inconsistencies of national macroeconomic

policies. That would lend a welcome realism to the discussion because it

would make clear that we are talking about European and Japanese fiscal

expansion and U.S. budget cuts, and about sharply lower real interest

rates.

No international monetary system can cope effectively with sharply

divergent macroeconomic policies, especially under conditions of

international capital mobility. The Bretton Woods system came under pressure

in the late 1950s and thoughout the 1960s, because the U.S. policy mix was

not acceptable to our major trading partners. To escape from dollar

overvaluation under fixed rates the world went to flexible rates, which now

are said to have failed. Moving to more rigid rates will not cope with the
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problem o. integrated capital markets and divergent fundamentals. Limiting.

exchange rate movements, without internationally agreed target zones for

budgets and for real interest rates, is simply absurd.

The reason is that there is no instrument available to implement the

exchange rate commitment. Policy instruments to affect exchange rates are

primarily monetary and fiscal policy. With the right fiscal policy still out

of reach monetary policy would have to do whatever is necessary to make the

exchange rate stay within bounds. But, of course, few people would be

foolish enough to argue that the monetary policy should be geared to

defending the exchange rate, at any price. In the U.S. conditions of 1983-8

that vould have meant monetizing budget deficits and preventing disinflation

altogether. It is therefore surprising that as impracticable an alternative

as target zones should continue to attract public interest and the support of

some policy advisors.

'ie have already discussed above the merits of changes in monetary and

fiscal policies. If such policy changes were made it is not obvious why

there would be any further need for exchange rate targets. But if these more

basic changes in macro policies were not to occur in the near future, are

there alternatives? Target zone supporters might hope to implement their

exchange rate objectives either via changes in underlying macroeconomic

policies or via foreign exchange market intervention. With unchanged

monetary policy intervention will have to be sterilized. That means the

world supply of public debt would be reshuffled between dollar and DN

denominations.

The effectiveness of sterilized intervention has not been established

and therefore we should not oversell the scope for intervention to achieve
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orderly exchange rate movements. A significant body of research produced by

the Federal Reserve leads to the conclusion that intervention with unchanged

monetary and fiscal policies does nothing to exchange rates. Indeed, the

effectiveness of intervention would at best be limited to creating outright

"disorderly markets" in aA effort to depress the exchange rate. That is an

effective way to burst a bubble but is neither effective nor, indeed,

appropriate in the case of an equilibrium exchange rate that is high because

underlying policies call for a high rate. As to the bubble case, the logic

that calls for bursting bubbles carries over to bond markets where disorderly

markets should be created to bring down overly high longterm rates by pushing

up bond prices.

Economics has as yet no definite criteria for establishing whether a

particular economy-wide asset price represents a price that optimally

allocates resources between alternative uses. We use the presumption that

the free market knows best, but have to confess to some uncertainty on this

question. But it is equally important not to throw all organized thinking

overboard and react to manufacturing problem by a piecemeal fix-up of the

exchange rate, as if there were no concern for economy-wide interactions.

Anyone who is willing to act on the exchange rate must also be willing to

announce views and actions on interest rates and the stock market. They are

part of the same economy-wide price system and determine, in conjunction with

fiscal policy the level of ouput, employment and the allocation of resources

in the world economy. It is not appropriate to think that one single price--

the exchange rate--can be identified as "wrong" and moved around at will

without world-wide effects on every other price. If the dollar could be

talked or intervened down without changes in monetary and fiscal policy then
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we would, in all likelihood, have higher interest rates. It is difficult to

believe that a lower dollar and a higher interest rate are any better than

what we have now.

The best of all worlds would be one where policy makers can draw on

international exchange for the gains from trade, but isolate economies from

the spill-over effects of macroeconomic policies and disturbances. We would

like strong exchange rates for disinflation, but then avoid the import

consequences. We would like to draw on capital inflows to hold down interest

rates, but would like to avoid running trade deficits or incur foreign debts.

For better or worse, there is no way we can run smaller trade deficits, have

higher growth and lower interest rates, except by a reversal of the past few

year's policy mix here and abroad.

Neither an import surcharge nor capital controls are a substitute for a

change in fundamentals.1 An interest equalization tax to reduce the

attractiveness of U.S. assets to foreign holders is the proper response to a

bubble or to safe haven capital flight into the dollar, which as a result

becomes overvalued. A restoration and increase of the witholding tax on

foreign holders of U.S. assets would be altogether appropriate, if only as a

way of charging rent on the safe haven. The policy would yield some revenue

in the process of taxing foreign asset holders that may otherwise escape

taxes altogether. There would be little doubt that the dollar would decline

as a result, perhaps precipitously. But the weakening of the dollar would

leave us still with the problem of the right policy mix. The weaker dollar

woold increase (or sustain) growth, but it also would raise interest rates

1I have critized the import surcharge idea in an editorial entitled, "The
Illusions of Protectionism," in the Los Angeles Times, April 4, 1985.
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and, thus, merely shift the crowdLin out to other sectors of the economy.

The basic problem that needs attention therefore is to correct the policy mix

here and abroad.

49-032 0 - 85 - 15
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The CHAIRMAN. Doctor, how easy is it to correct the damage that
we have already done to our manufacturing base? If we narrow the
deficit, if we increase taxes or cut spending and things get better,
can we get it back?

Dr. DORNBUSCH. Well, we certainly in 1978 were highly competi-
tive and only 6 years later we are complaining that things are very
bad. There is no doubt that if the dollar came down somewhat and
growth abroad was much stronger our manufacturing problems
would be much, much less than they are today.

We have an adverse trend because every LDC is now producing
with our technology. Our wage and manufacturing is $12. Theirs is
$2. So we will have a little bit of a problem over the next 20 years.
The dollar is only a small fraction of it. We will have to cope with
the policies by much lower real interest rates, much stronger in-
vestment in the U.S. economy and with a stronger export sector,
which the import surcharge would hurt.

The CHAIRMAN. Did I understand you correctly? We will have a
slightly difficult problem over the next 20 years?

Dr. DORNBUSCH. I do think so; yes.
The CHAIRMAN. I don't think I will be here that long, but I will

call upon Senator Baucus for questions.
Senator BAUCUS. I'm not sure I want to be here that long.
Dr. Dornbusch, essentially what I hear you saying is that we

should get our fiscal house in order and don't worry much about
anything else-capital controls or import surcharge or intervention
or most anything else. But just basically get our fiscal house in
order. Is that your message?

Dr. DORNBUSCH. That's right. Because we can't avoid doing that
sooner or later. And any fix up will in the meantime make some
things worse. Capital controls are the best, but even they will not
help.

Senator BAUCUS. I'm a little curious at your reluctance to en-
dorse currency intervention. As you know, one of your colleagues
at MIT, Lester Throw, thinks that it's a good idea. 1'm just curious
what is the main source of the difference of opinion. Why is it that
you think it won't work as he thinks it will work?

Dr. DORNBUSCH. I must confess I haven't talked with him about
intervention, but I can explain it here and to him later why it
cannot work.

Sterilized intervention means we are changing the relative sup-
plies of dollar denominated bonds and deutsche marks denominat-
ed bonds. The U.S. Treasury today announces that they are retir-
ing half the U.S. public debt and substituting DM bonds for them.
That's what sterilized intervention is.

The risk premium that are attached to currency denominations
are very, very small. Therefore, changes in the relative supplies
have estimated effects only of the order of three, four, five basis
points. Not percentage points, basis points.

We had a comparable experience in the United States when we
tried to change the term structure of interest by reshuffling the
composition of debt between long and short. And people who looked
at the effect, and who are still looking, never really found any. It's
much the same if the U.S. Government started borrowing in deut-
sche marks rather than in dollars.
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Senator BAUCUS. Do you think that the now amazing efficiency
in the flow of capital around the world-nearly instant 24-hour
capital markets-has any bearing at all on the value of the dollar?

Er. DORNBUSCH. I think it has very little to do with it. If you look
at the experience under flexible exchange rates in the 1920's and
1930's, you have as extreme experiences of overvaluation and un-
drvaluation. It may be true that now the average speculator
thinks that they can get out even faster than before, but surely
they must also know that everybody else thinks the same, and that
to ther they can't.

, my impression is that the enhanced ability to move money
around really doesn't make a difference. If you look at monetary
history, we have seen exactly the same thing before. Every time
you have extreme policies, and the exchange rates are flexible, real
exchange rates can move 30, 40, 50 percent.

Senator BAUCUS. Is it true that during the first years of the fixed
exchange rate system somewhat the same phenomenon occurred?
Namely, that countries wanted to hold dollars even though fixed
rates made it more difficult? But the same desire was there. Is that
correct?

Dr. DORNBUSCH. Well, countries have held dollars as reserves in
order to--

Senator BAUCUS. Was there a desire to hold more dollars which
then helps drive up the value of the U.S. dollar compared to other
countries' currencies?

Dr. DORNBUSCH. I do not think so. I think that during the 1950's
and 1960's, Europe was very glad to have an overvalued dollar as a
way to export. For the same reason now, they have no great excite-
ment to get the dollar down, given the unemployment problems of
many of these countries.

Senator BAUCUS. Right.
Dr. DORNBUSCH. Reserve holdings, I think, have little to do with

it.
Senator BAUCUS. What's your view of a surcharge?
Dr. DORNBUSCH. I think a surcharge is an awful idea.
Senator BAUCUS. Why?
Dr. DORNBUSCH. Well, all the right things have been said. The

first point I want to make is that if we compare a surcharge as the
fiscal device, we will have to ask what else would we do. Compared,
say, to a consumption tax, it would keep up growth--that's a good
thing, but that would mean we would have higher interest rates
with the same monetary policies and more inflation. Real interest
rates would be higher, capital will flow in, the dollar will go up.
That means we are financing the budget essentially by an export
tax.

If the thing is transitory as proposed by Motorola, it ceases
during the next Presidential election and then we have to decide
are we going to raise taxes to balance the budget, or do we keep
the surcharge.

Senator BAUCUS. I agree with you. Thank you very much.
Thank you, Mr. Chairman.
The CHAIRMAN. Senator Long.
Senator LONG. Doctor, recently I was at a meeting where some

American manufacturers were discussing the trade problem. They
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seemed to think that with technology, which was once the advan-
tage that we had we now have provided that to Asia and to the
whole world, and low wage and other standards in the Asian area,
our manufacturing people are pvt at a tremendous disadvantage.
In some areas, wages are around $0.30 an hour, plant costs are
minimal compared to ours. For example, one American business-
man said at such a meeting that he had invested some money in a
plant either Burma or somewhere near Burma, Where they are
making the best rattan furniture in the world. The investment is
profitable. He suggested that they ought to put on a second shift so
that they could produce more furniture and make more money.
And the plant manager said, "Oh, you wouldn't want to do that."

He said, "Why." The manager said, "Because you would have to
put lights in this place if you had a second shift.'"

In other words, the plant cost only a fraction, a small fraction,
maybe 15 percent of what it costs over here.

And do you think that if we can do what you are suggesting to
try to affect the currency ratios that that is still going to make us
competitive in a free trade sense with the kind of manufactured
goods that are moving from Southeast Asia and Korea and places
of that sort?

Dr. DORNBUSCH. Our trade problems with LDC's have very little
to do with the strong dollar. The strong dollar is mainly an issue
between the United States and Europe. The LDC's have very low
wages. They have taken advantage of our direct investment there,
our technology and for the next 100 years they will become increas-
ingly competitive. Now we really can't do very much about it. The
only thing we can try is to invest-to earn our own wages in indus-
tries where we can potentially sell to them, That means we have
an interest in open markets abroad, but at the same time we have
certainly no interest in trying to exclude LDC's from our market.
In fact, if we did it, the very first thing they would do is stop
paying us interest on their debts.

We are in a bit of a problem in that we are forcing LDC's to pay
the interest. The only way they can pay is with exports with us.
The only way they can earn the exports to us is by depressing their
dollar wages. So if we complain about the wages, we should cheer-
fully look at the interest we are collecting. Or we forgive the inter-
est, and then they can spend it on our exports.

Senator LONG. Well, if we can persuade those people to buy com-
modities from us, even farm commodities, that might help to find a
way to pay for it.

Now Red China is coming on and it seems to me that it might be
good for us if we can find a way to adjust ourselves to what Red
China's potential is likely to be, as that enormous country finds
ways to move toward-hopefully, a free enterprise system. I gain
the impression that in any area where the labor cost is a major
part of the cost-any labor intensive operation-they will be in a
position to sell below us. Is that correct or not? What do you think?

Dr. DORNBUSCH. Well, it's certainly true that China will make a
major change among the LDC's. I think China is more of a threat
to Korea than to us because their products will likely be much
more labor intensive than anything we could make. Much lower
quality. So Korea is concerned about China, but our interest, of
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course, is that we do want to sell to them, and the question is
whether Korea is better at that, too, than we are.

Senator LONG. Thank you.
The CHAIRMAN. Senator Bradley.
Senator BRADLEY. Thank you very much, Mr. Chairman.
Dr. Dornbusch, you had a very succinct set of analyses and rec-

ommendations. The last one was that we are faced with only two
things that we can do-get our budget deficit down and put capital
controls on. On the budget deficit, should we cut spending or raise
taxes?

Dr. DORNBUSCH. We certainly should do both. But on the tax side
inevitably find a broad based tax.

Senator BRADLEY. So that we should do both and the form of tax
increase that you would like to see is what?

Dr. DORNBUSCH. A broad based tax on expenditure or consump-
tion or value added. The exact base matters much, much less than
the fact that it be very broad based.

Senator BRADLEY. Should it be raised through the income tax
system or through some other form of tax, such as the ones that
you have mentioned?

Dr. DORNBUSCH. I have no strong preference between them.
Whichever you can do this year.

Senator BRADLEY. When you say "capital controls," you said that
what we ought to do is charge a rent on safe haven aspects of the
foreign capital that flows to the United States. What percent of the
$100 billion is here for safe haven reasons and what percent do you
think is here because of real interest rate differential reasons?

Dr. DORNBUSCH. I would think that a large part is for real inter-
est rate differential reasons. The safe haven one can get in Switzer-
land or in other places. So I would have a difficult time allocating.
I would think that it's more than $100 billion, though. Foreign-
owned assets in the United States would be significantly more than
that.

Senator BRADLEY. How would you charge a rent on safe haven by
the use of capital controls? How would you be able to get the rent
through capital controls?

Dr. DORNBUSCH. We repealed the withholding tax on the foreign
held assets in the United States. Instead of repealing it, we should
have doubled it.

Senator BRADLEY. All right.
Dr. DORNBUSCH. Now that will not get at all forms of capital.
Senator BRADLEY. That was my next question, and I'm glad that

you got to it.
Therefore, you think that even though only a portion of the

funds that are placed here by foreigners are placed here for safe
haven reasons, that we should, indeed, reinstitute and perhaps
double the withholding tax on foreign capital income in this coun-
try. Is that correct?

Dr. DORNBUSCH. Certainly so. And I wouldn't go out of my way to
make a difference between safe haven and others.

Senator BRADLEY. All right. I was only asking because that leads
to the next question which is: Do you believe the argument that if
we put the withholding tax in and increased the withholding tax
on foreign capital income in this country-do you believe that that
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would not cause the income to the capital to move abroad? Do you
think that the withholding tax would not offset the advantage or
either safe haven or real interest rate differential?

Dr. DORNBUSCH. I would think that some people would shift out
of U.S. assets and that as a consequence the dollar will fall. But we
are concerned that the dollar is too high, so we want to ask how do
you get it down. I see two ways. You can put an import surcharge
and give the proceeds to exporters. Or you can tax capital.

Senator BRADLEY. All right. Do you then assume that the move-
ment out of the dollar into other currencies would not be so precip-
itous as to raise interest rates here domestically?

Dr. DORNBUSCH. That is the difficult problem with it that I
raised. When we get the dollar down in that way, then we have
gotten high interest rates in exchange. We will stop the problem
or those manufacturing industries in international trade and

make it the normal fiscal problem of crowding out for interest sen-
sitive industries.

Senator BRADLEY. So do you agree that one way to look at the
whole trade deficit and also the capital accounts is that it is simply
a choice between whether we want manufacturing America or
those elements of the financial industry that sell government secu-
rities to prosper?

Dr. DORNBUSCH. Indeed, sir.
Senator BRADLEY. Thank you.
The CHAIRMAN Doctor, so just our definitions are right. When

you say "broad based tax," what do you mean?
Dr. DORNBUSCH. I mean something like all of consumption, all of

expenditure, or income taxes rather than a tax on gasoline or a tax
on imported oil which may have merits by themselves, but which
are really a piecemeal way of trying to get $100 billion.

The CHAIRMAN. So you are not necessarily talking about a tax
that proportionately falls on income classes in proportion to the
totals. You are simply saying it's going to affect all income, all con-
sumption, with no exemptions?

Dr. DORNBUSCH. That's right.
The CHAIRMAN. And if we have a sales tax, there is not going to

be exemptions for food and clothing and pharmaceuticals. And if
we have an income tax, there is not going to be exemptions for
mortgage interest deductions or a special rate for capital gains or
something like that.

Senator BRADLEY. Mr. Chairman, may I follow up with another
question?

The CHAIRMAN. Yes.
Senator BRADLEY. I found your testimony very interesting. I'd

like to follow up on a question Senator Long asked about Third
World wage rates and competitiveness with the United States.

Given that you have laid out this scenario, if Third World coun-
tries cut their wages, they won't be able to repay our interest; and
you have put us in a position in that analysis where we are locked
out essentially.

What do you put as the chances or the advisability of simply
saying, look, we are going to lift that burden off the backs of those
countries by essentially asking the banking sector to take a share
of losses, reschedule that third world debt, lower interest rates,
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longer terms. Would the world's financial system, if we were able
to do that, be more solid and do you believe we can get from where
we are now to there?

Dr. DORNBUSCH. I would certainly believe that that would be an
excellent move to assure the stability of the world's financial
system. Indeed, and we would have less import penetration in U.S.
markets from countries like Brazil or Mexico that have to try and
be employed to use the money to pay our interest.

Senator BRADLEY. Would you expand on that? Why would there
be less import penetration?

Dr. DORNBUSCH. At present, there is relatively little lending by
banks. They lend less than the full interest bill. So most of the in-
terest bill has to be earned by those countries either cutting down
on their imports from us and other countries or increasing their
exports to us.

If we look at the United States, we have had a fall in exports and
we had import growth of, I think, 20 percent over the last 3 years.
We look at the-Latin America as a group. Export growth 30 per-
cent, import minus 20. Well, our manufacturing problem in part is
the dollar, but in large part is that LDC's have to earn dollars to
pay interest to us and that means they buy less from us, they send
more to us.

To say all the trade problems are the dollar is really a big mis-
take. Half of them are the European's deep, deep recession and the
deficit and interest problems of LDC's.

Senator BRADLEY. So that what you are saying is that we have a
choice here once again between whether we want interest to be
paid to financial institutions or whether we want the manufactur-
ing sector, whether it's export or import, to improve.

Dr. DORNBUSCH. I'm afraid we don't have that choice because we
can't make the banks not collect. And if we could, that would be
excellent.

Senator BRADLEY. But if you restructured, if you restructured,
they would have less income; they would have to write off a certain
portion of those debts, and the lesser income would be reflected in
lower earnings. And the third world would not have to pay as
much interest. They would, therefore, not have to push as much on
exports and could purchase more U.S. imports. Right?

Dr. DORNBUSCH. Certainly.
Senator BRADLEY. Have you thought about how we get from

where we are aow to the restructuring?
Dr. DORNBUSCH. I've Written on that. I'm happy to send you some

material.
Senator BRADLEY. Thank you.
The CHAIRMAN. Senator Long.
Senator LONG. Doctor, one of our problems is that there are a

number of things that we are financing that we could better fi-
nance through taxes on imports that are not so-called GATT-legal.
We can't impose those taxes on imports. For example, unemploy-
ment insurance, welfare benefits, cost of our full employment pro-
gram, Social Security, minimum wages, environmental matters,
matters related to safety, compensation for injury, health benefits,
and all those things are financed by domestic taxes exclusively.
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And in negotiating the GATT agreement, whoever was represent-
ing us at that time over there in Geneva agreed that we could not
treat such taxes the same way foreign countries treat their value
added taxes. They finance those types of benefits with value added
taxes, and we are financing such benefits with our Social Security
tax, and they can meet us with a border tax to pay for the value
added tax and we can't do the same thing to them when they ship
in our direction with our FICA taxes.

Now if we would shift our way of taxing to pay for all these ben-
efits, finance it with something like a value added tax-anything
that is so-called GATT legal-we would then be in a position to
charge it on the imports. And that would tend to improve our com-
petitive position.

Have you thought about that approach?
Dr. DORNBUSCH. I believe we are able to rebate-it's a production

tax. I'm not certain, but I don't think we could charge on imports,
but I don't want to say for sure.

Senator LONG. Well, if---
Dr. DORNBUSCH. If we are charging on exports, I'm not certain

whether we would charge on imports.
Senator LONG. Don't tell me that you have any doubt in your

mind that if we financed all these matters with a value added tax
that we could do the same thing with our value added tax that all
those European countries are doing. In other words, we would have
a right to charge that on the imports as well as on the-on our
manufactured products.

Dr. DORNBUSCH. Perhaps I can answer the question this way. If
we shifted to a value added tax, that shift under the GATT rules
would not allow us to discriminate against imports.

Senator LONG. I'm not talking about discrimination. I'm talking
about making them pay the same tax that we are paying. If we
have a value added tax, we certainly have a right to charge it at
the border.

Dr. DORNBUSCH. We can eliminate the taxation that is implicit
on our exports, but I don't believe that we can charge on imports.
We don't have the uniform import surcharge at the rate of the
value added tax. I don't believe so.

Senator LONG. Well, I once asked Olivier Long, an old relative of
mine but I don't mind his name at all-he was Secretary General
of the GATT, the General Agreement on Tariff and Trade-if we
substitute our value added tax or if we put a value added tax on
our products and charged it at the border, could the Europeans
complain about that? He said, "No way can they complain about it.
How can they complain about you doing to them the same thing
they are doing to you?"

The CHAIRMAN. Do they assess a VAT when they take our im-
ports in now?

Senator LONG. Of course they do.
The CHAIRMAN. I don't think so.
Dr. DORNBUSCH. I really can't give the answer. I'm sorry.
Senator LONG. Well, let me ask if there is someone in the room

here who knows the answer to that?
Mr. Fox. I'll be testifying in a minute, Senator. There is no ques-

tion that a value added tax can be rebated on exports and applied
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at the border. Dr. Dornbusch is incorrect in that regard. Your
statement with respect to the GATT is correct. If we had a value
added tax, it could be charged on goods entering the country at the
border.

Sena%-r LONG. That's my understanding.
Now Lester Throw is a colleague of yours at MIT, is he not?
Dr. DORNBUSCH. Yes, sir, he is.
Senator LoNG. He advocates a value added tax. And he makes a

point to me and to other Senators who have discussed it with him
that a value added tax need not be a regressive tax if you couple it
with a tax credit and even a negative income tax to give whatever
credit you want that gets an income tax, and particularly a nega-
tive income tax. So that if you look at the mix of a value added tax
taken with what you can do with a negative income tax, you could
come up with a mix that is every bit as progressive as what you
have right now, if you wanted to work a value added tax into it.

Now is that correct or not? What do you think?
Dr. DORNBUSCH. That is certainly correct. Yes.
Senator LONG. Thank you very much.
Dr. DORNBUSCH. I do have also the answer to an earlier question

you asked. It's 1,351.
The CHAIRMAN. 351?
Dr. DORNBUSCH. 1,351 billion, the Eurodollar market.
The CHAIRMAN. Instead of 200, 1,351.
Senator LONG. 1,351 billion. Well, I thought that was a little low.

[Laughter.]
The CHAIRMAN. Thank you very much, Doctor.
Now we will conclude with Mr. Larry Fox and Mr. Rudolph

Oswald.
Mr. Fox, why don't you start?

STATEMENT OF LAWRENCE A. FOX, VICE PRESIDENT, INTERNA-
TIONAL ECONOMIC AFFAIRS, NATIONAL ASSOCIATION OF
MANUFACTURERS, WASHINGTON, DC
Mr. Fox. Thank you, Mr. Chairman.
I would like to go directly to the solution of the problem, which

does have an element of the exchange rate to it. I believe the con-
centration on the budget deficit, on the subject of better coordina-
tion of macroeconomic policies between ourselves and other coun-
tries are correct assessments and fundamentals, but I think there
is a role for an improvement in the exchange rate regime and I
wish to make my comments with respect to that role.

Before doing that, I would like to point to these two charts here,
which you also have at the back of my testimony as exhibits 1 and
2.

The first chart compares global trade balances of manufactured
goods for the United States, Germany, and Japan. Starting in 1970,
going to 1984.

Senator LONG. Which line is which? The red is--
Mr. Fox. The United States is blue, the bottom line; Germany is

green, the second line; Japan's is the top line.
In the 1970's we had a small trade surplus or deficit and then we

really went down beginning in 1981. Germany and Japan started
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out in 1970 at about a $15 billion in manufactured goods surplus.
Germany went up to about $60 billion in 1980-81 and then leveled
off. Japan keeps on going up and is now at $120 billion plus.

The point of my observation is that these results cannot be a
true representation of the relative competitiveness or strength of
the American industrial economy. It has to be a representation of
something else. I am suggesting it is primarily a representation of
the exchange ratO regime, particularly the beginning of the strong
dollar at the end of 1980 when these dramatic changes began to
take place.

The second chart relates the U.S. trade balance to the current
account balance. For many years, we were able to earn enough in
the nontrade portion of the current account balance to make up for
a good part of the trade deficits. This, again, changed at the begin-
ning in 1980-81 and has now brought this dramatic decline where
the trade balance and the current account balance are both over
$100 billion.

The reason I have emphasized the two charts is that I feel that
our international accounts are basically out of balance. I do not
agree with Dr. Klein that a change in the exchange rate would
soon bring about a change in the current account, and things
would be as they were in previous periods.

The reason I disagree is that there has been a fundamental
change in the structure of our current account. The manufacturing
trade balance is minus and it is a structural minus. In addition,
you have the Federal Government borrowing abroad for the pur-
pose of helping to finance the budget deficit. According to the De-
partment of Commerce, last year the Federal Government paid out
20 billion in interest to foreigners holding U.S. debt issues. I think

the structural change will make a tremendous alteration in our
economic activity, and I think the traditional view that Dr. Klein
took with respect to the current account is not likely to be the situ-
ation in the future. There has been a fundamental discontinuity for
the reasons that I have cited.

Now to go directly to the point of my observations on the solu-
tion to the exchange rate problem. If I might comment a bit on the
discussion this morning, I think there is too much "either/or,"
when you have got to do both. It is obvious you have got to do the
budget deficit question. The sooner the better. And the only ques-
tion is how soon do you do it.

So don't ask the question: Will you have enough time to do some-
thing else? I have as the last exhibit-No. 6-in my paper an NAM
statement prepared a couple of weeks ago as to how we go from
here to there; that is, from dollar overvaluation to dollar realign-
ment in the context of an improved international exchange rate
system. There are nine points, and I will just summarize them
briefly, beginning on page 2 of that last statement in my testimony.

First, reduce the budget deficit. And do so in a significant and
sustainable way.

Second, change the mix of economic policy here and abroad. This
convergent theory is right. Take steps to help Europe grow faster
and particularly Latin America to grow faster. That will help our
export position and bring about other fundamental improvements
in the world economy.
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Third, speed up the internationalization of the yen. The Japa-
nese have achieved success in trade through something more than
just good management and hard work. They have basically had an
undervalued currency since 1965. There was a brief period in the
1970's when the undervaluation was moderate, but basically all
along Japan has had the benefit of an undervalued currency and
has that benefit today.

Four, take steps to reduce some of the unnecessary demand for
the dollar. The dollar is used as a convenience currency. That's
fine. But there is no reason why when Germany settles a trade
debt with France, an international debt with France, they should
go through dollars and create an unnecessary demand for dollars.
The Europeans have the same view of the function of the snake
and they themselves are looking for ways to cut down on the un-
necessary use of the dollar. At the same time that is done, take
other steps to--

The CHAIRMAN. Can you wind down, please?
Mr. Fox. Yes, sir.
Take other steps to use other currencies, particularly the yen

and the mark, and world reserves. Increasing their use would in-
crease demand for those currencies and to raise their price.

I particularly urge that between now and the 4th of July we
begin to work with other countries with respect to coordinated cur-
rency intervention with the objective of capping the dollar. There
was no reason to have that rise in the dollar s value yesterday of 2
percent. We had a movement which was going in the direction of
creating a stronger mark as well as other currencies. If there had
been central bank cooperation, that rise would have been prevent-
ed, in my opinion, at rather little cost.

May I say one more thing? The observation about billions and
billions and billions of dollars crossing the currency markets each
day. A lot of that is just cross trade, having very little meaning.
One estimate by a very good bank in New York-good, I suppose,
because I agree with them-is that the long-term capital move-
ments in a day are only half a billion dollars. Well, if governments,
through cooperation of central banks, had a strategic plan, knew
what they wanted to do-namely, cap the dollar today and then
gradually see it drop in value-coordinated intervention could
bring about much greater results, in my opinion, than is commonly
supposed. And without massive currency intervention.

So the purpose of intervention would be strategic for specific ob-
jectives at specific times. It would not be to overwhelm the market.

And I would conclude that it's necessary to address the longer
term evolution of the floating exchange rate system. This would
add credibility to the foreign currency operations I have just de-
scribed.

The CHAIRMAN. I would ask you to stop.
[The prepared statement of Mr. Fox follows:]
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The massive and still growing U.S. trade deficit reached

S123 billion last year and is still growing. Most of the

deterioration in our trade has occurred in manufactured goods

which, unfortunately, last year contributed $50 billion more to

decline in the trade balance. It is universally recognized that

the trade deficit is mainly caused by the high value of the

dollar, which has risen by 65 percent since 1980 against a basket

of 10 industrialized countries. All industrial sectors have been

affected, with the sharpest downturn having taken place in the

high-tech sector. The President's Council of Economic Advisors

has estimated that the causes of the high dollar have had

different weights during the past four and one-half years of the

dollar's rise, but no one disputes the major role played by high

real interest rates in the U.S. in attracting foreign capital. It

is obvious that high federal budget deficits play a major role in

sust:4-ing high interest rates.

It is generally recognized that about half the trade deficit

is due to the high dollar. Trade Ambassador Brock has estimated

that it may be as high as 80 percent.
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NAM's Board of Directors on February 10, 1984 unanimously

adopted an exchange rate resolution calling for a program of

action to secure a realignment of the dollar with other major

currencies. That program recognized the importance of getting the

budget deficit down but also recognized the need to speed up

growth abroad, to internationalize the yen, to improve the

operation of the floating exchange rate system in cooperation with

other major countries, and to work toward a longer-term

improvement in the exchange rate system itself.

I On April 10, 1985 NAM released a detailed plan calling for

immediate action along the lines just indicated and specifically

linked progress in the proposed new GATT round of trade

negotiations with parallel action in the exchange rate field. We

urge the Bonn Economic ummit of May 3-4 to specifically endorse

this dual-action approach.

However, we need not wait for the summit nor for trade

negotiations to get started on the job of first capping the

dollar's value and then working toward dollar realignment. Note,

however, that success depends on decisive and early action on the

federal budget deficit.

Finally, it should be recognized that there are other major

factors negatively impacting our competitiveness and trade

performance, not just the high dollar. These factors include our

own anti-export laws, insufficient access to many important

foreign markets, and certain foreign industrial policies,

subsidies and other measures that distort markets.
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Mr. Chairman, members of the committee, I am Lawrence A. Fox,

Vice President for International Economic Affairs of the National

Association of Manufacturers. NAM is the nation's oldest national

trade association, with membership of more than 13,000 companies,

ranging from the smallest to the largest companies in the United

States. Together they account for approximately 85 percent of U.S.

industrial output and more than 80 percent of U.S. industrial

employment.

I appreciate the opportunity to testify at these hearings and

wish to commend the committee for identifying the critical

relationship between the exchange rate system and the trading system

for study.
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Much has been said and written over the past few months

regarding last year's unprecedented $123 billion U.S. trade deficit

and its relationship -- both cause and effect -- to this country's

economic competitiveness. Today, I want to focus particularly on

the key aspect of the trade-deficit and the competitiveness problem,

namely the interrelationship with the overvalued dollar.

it is universally conceded that the high dollar is nov the

principal cause of the continuing increase in the trade deficit, as

well as the competitive problem U.S. industry is facing in both

domestic and foreign markets. U.S. Trade Representative William E.

Brock recently stated before a group of American and foreign

industrial leaders that he estimates that the high value of the

dollar accounts for 80 percent of the current trade deficit.

whatever ve do to resolve our competitive difficulties, nothing will

work unless and until we have success in dealing with the overvalued

dollar. To quote from the late Otto Eckstein, in a report on U.S.

manufacturing industry competitiveness published last year by Data

Resources Inc.:

No degree of cleverness on the part of management,
no new-found cooperation between employees and
workers, no industrial policies by the federal
government can overcome the burden of an overvalued
dollar and a domestic economy dissipated by credit
crunches and recession every three or four years.

The Trade Deficit and the High Dollar: Scope and Consequences of

the Problem

I start with the premise that the trade deficit is terrible

serious, is undermining the industrial base of the nation, and

ultimately if left unattended will lead to protectionist solutions

that will have grave consequences for this country and our friends
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and allies abroad. The problems which created a $123 billion

overall trade deficit in 1984 and a manufactures trade deficit of

almost $90 billion ($50 billion higher than in the previous year)

are long-term, not short-term. This includes notably the

misalignment of the U.S. dollar against all major currencies.

This year's Economic Report of the President noted that by the

end of 1984, the exchange value of the dollar, as measured against

the currencies of the world's ten other leading industrial nations,

was 65 percent higher than in 1980. This is the fifth year of the

high dollar. This situation has persisted despite U.S. trade and

current account deficits on an unprecedented scale and many

predictions of a rapid fall in recent years -- and despite the fact

that the basic premise of the floating rate system is that large

current account deficits will lead to an automatic and

self-correcting fall in the value of a country's currency.

Furthermore, let me state at the outset that I do not subscribe

to the pollyanna view that the high dollar brings benefits to our

economy which outweigh the negative impact on U.S. trade. It may be

true, that by making imports cheaper the high value of the dollar

has helped hold down inflation during the present economic

expansion. But record-breaking levels of imports and high domestic

interest rates, while they may keep inflation under control, are

transforming the economic structure of this country. Initially,

these changes were not readily apparent because of the general

effects of rapid growth. But the slowing of growth over the last

three quarters plus the generally unexpected continuation of the

dollar's rise in 1984 and early 1985 have brought about greater
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recognition of the widespread and permanent damage that has occurred

to the U.S. industrial base. Additionally, the negative effects on

agriculture and mining are of major importance.

Let's look first at trade in major manufactured goods sectors.

This country has essentially lost its edge in high technology and

capital goods. As recently as 1981, the U.S. had a surplus in

manufactured goods trade. The first large chart that I have here,

global trade balances in manufactured goods (Exhibit 1), indicates

how the U.S. surplus has fallen by nearly $100 billion in just four

years, while our major competitors, the Japanese and the Germans,

have expanded or maintained their surpluses. In contrast with a

U.S. manufactured goods deficit of $90 billion last year, Japan had

a global surplus of over $120 billion and Germany of $60 billion.

As shown in the chart'in the appendix on sectoral trade balances in

manufactures (Exhibit 3), our $46 billion surplus in capital goods

in 1981 more than offset the deficits in consumer goods and

automotive trade. But last year, our surplus in capital goods was

down to just $12 billion, while the deficits in consumer and

automotive products totalled $80 billion. This year, Commerce

Department chief economist Robert Ortner has predicted an actual

U.S. deficit in capital goods. Looking at a different type of

measurement, we see on the same chart in Exhibit 3 that our trade

surplus in high technology products fell from a high of $29 billion

in 1981 to about $9 billion last year. The details of this trade

performance, Mr. Chairman, are contained in the trade

competitiveness analysis published by our report Trade & Industry on

January 18, which I am also submitting for the record.
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The high dollar, Mr. Chairman, exaggerates the impact of

adverse trade swings on the most competitive sectors of the economy.

Let me cite some numbers to back this up. A recent article by

senior international economist David Lund for the Commerce

Department p.blication Business America compared import penetration

ratios for non-automotive consumer durables and capital goods

between 1970 and 1984. In 1970, about 8 percent of our capital

goods and 10 percent of our consumer durables were imported. Both

numbers increased steadily over the following decade -- by 1980,

capital goods imports were 16 percent of the market, compared to

13 percent for consumer goods. The subsequent rise in the dollar

has accelerated the rise in imports' real market share, but in

capital goods where the U.S. has seen its strongest domestic growth

due partly to tax law changes, the real import share is now nearly

26 percent compared to just 17 percent in consumer goods. And some

other estimates indicate that capital goods imports may be more in

the 30-40 percent range of total consumption.

My conclusion is that under the conditions of rapid import

growth, cost-conscious capital equipment renewal and an overvalued

dollar, it is in our most competitive capital equipment and high

technology industries that we have see the greatest erosion of our

competitiveness. By contrast, the rise of import penetration

numbers in industries already troubled by import competition before

the last recession -- such as cars, steel and textiles, is not so

steep, due in part to quota systems which have already been in

place.
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Finally, it is clear that these developments are having an

impact on the dynamics of an overall recovery. Exports did recover

by 9 percent in 1984 over 1983, but were still lower by $16 billion

than in 1981. Import growth overwhelmed exports, increasing by

27 percent overall in 1984 -- and 36 percent in manufactured goods.

It is not surprising therefore that factory orders, industrial

production and manufacturing employment have all fallen or slowed

dramatically in growth since mid-1984. Moreover, capacity

utilization, which normally peaks near 90 percent in a boom year, in

this growth period has apparently topped out at around 82 percent,

according to statistics in the Annual Report of the Council of

Economic Advisors. Part of this could be due to the transfer of

production to lower cost, excess capacity or new facilities abroad.

we do know, of course, that the latest Commerce Department estimates

of planned capital expenditures for U.S. affiliates abroad show a

planned 22 percent increase in manufacturing investment for 1985,

compared to four percent for 1984 and declines in 1982-93.

*Benign Neglect' Will Not Solve the Problem in the Current Account

There is an argument that the rising dollar and the growing

trade deficit reflect an evolution of the U.S. role in the world

economy that it would be unwise to try to stop. As the dollar rises

due to strong capital inflows -- instead of falling due to the trade

and current account deficits -- the U.S. role in the world economy

will become le~s a supplier and exporter of manufactured goods and

increasingly a provider of services. However, this chart on the

U.S. balance of payments and the trade balance (which is labeled
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Exhibit 2 in your packet) indicates that this viewpoint, which I

would label *benign neglect,* is very dangerous.

For the past decade, the non-merchandise trade factors in our

overall balance of payments have substantially buffered or reduced

the impact of regular large trade deficits. Since 1976 the overall

balance on current account has usually been $20-30 billion more

favorable for the U.S. than the trade deficit, as measured on a

balance of payments basis. Often, the net result was a positive

current account balance despite the trade deficit. The most

significant feature of the 1984 numbers is that we have lost this

cushion. Due to substantial falls in our net earnings on

investments and services, the total current account deficit was

almost as large as the deficit in goods trade alone -- $102 billion

against $107 billion, if the latter is measured on a "balance of

payments' basis.

The $100 billion-plus 1984 current account deficit together

with a deficit of over $40 billion in 1983 have created a

requirement for nearly $150 billion in net foreign capital account

inflows and most predictions are for an even greater current account

deficit this year. Normally, a country's currency exchange rate

declines in this situation, thereby reducing imports, boosting

exports and narrowing the current account gap. The reverse reaction

in the U.S. case has stimulated even larger current account deficits

and net capital inflows. Our net positive world investment

position, built up since the First World War largely by our private

banking and industrial sectors, has now turned into a net debtor

position.
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To a great extent, this change has been accommodated by the

ending of American bank loans abroad -- down from $111 billion in

1982 to a net of just seven billion dollars last year. However, new

private capital inflows have continued at a rate of $80-100 billion

annually in each of the past four years, to which must be added a

'statistical discrepancy* that consists mainly of unrecorded capital

inflows and that was $30 billion in 1984. An increasing share of

all these capital inflows is going directly into buying government

debt issues. Moreover, former Council of Economic Advisers

Chairman, Martin Feldstein, has made the point that all capital

inflows help support the federal budget deficit burden because they

contribute to the national capital pool. These inflows reduce the

capital available to stimulate domestic investment and growth in our

trading partners, especially the less developed countries. They

also create a rising interest repayment burden which will make it

difficult to balance against the current account.

In stark terms, the private sector has been losing earnings in

trade and in foreign investment income due in large part to the high

dollar, causing the huge current deficit. The Government is

compounding the problem further by financing an increasing part of

the federal budget deficit (directly and indirectly) by borrowing

foreign capital. Ultimately this debt to foreigners has to be

serviced by interest payments and in part paid back. Note this

figure: in 1984 the government paid $19 billion in interest to

foreigners holding federal debt.

To offset these payments in the current account, we must

improve our trade performance. The best way to do this, without
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adopting restrictive measures to hold down imports, is to seek, in

cooperation with other major industrial country governments, ways in

which to insure that the dollar's exchange value will reflect more

accurately the international competitive position of U.S. industry,

agriculture, and mining as indicated by the balance of payments on

current account.

NAM Program to Deal with the Overvalued Dollar -

In February 1984, Mr. Chairman, the NAM Board of Directors

unanimously passed a resolution expressing its concern with the

impact of the high dollar exchange rate on U.S. trade performance

and proposing a comprehensive program to deal with this problem.

Recently the State Department requested comments from NAM regarding

the continued high value of the dollar and the policy changes which

might be necessary to make the dollar more reflective of the

international competitive position of U.S. industry. This request

was related to planning for the forthcoming Bonn Economic Summit.

Unfortunately, relatively little of the program recommended by NAM's

Board last year has yet been implemented. Our response to the State

Department has focused on how the steps recommended last year might

be updated and implemented to provide a program that we believe the

U.S. government should carry to the Bonn Summit in May. I would

like to ask that both the 1984 NAM Board Resolution (Exhibit 5) and

a statement which summarizes our response to the ctate Department's

request this year (Exhibit 6), be added to the record of my

testimony.
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Since I am including these statements in their entirety, I will

only summarize our program here.

First, I want to relate our program to the causes of the high

value of the dollar. A combination of several different factors

have caused the high dollar and these factors have changed in

relative weight during the past four and one-half years. While the

rise of the dollar actually began in an environment of relatively

poor U.S. economic growth, followed by a deep recession, there is

now a worldwide perception of the strength of the U.S. economy and

the relatively poorer economic performance of most the rest of the

world. High real interest rates in the U.S. relative to other

countries have obviously been very important in attracting capital

inflows, regardless of the weight one gives the federal budget

deficit as a major cause of high interest rates. Finally, no one

wants to cure the dollar exchange rate problem by inducing inflation

at home or a recession in the domestic economy.

Our first major step should be to reduce significantly the U.S.

federal budget deficit. There is a possibility, of course, that the

dollar might temporarily rise even further if we achieve action on

the deficit. This risk is offset by the obvious benefits of deficit

reduction. It will be very difficult or perhaps impossible to

establish a general pattern of growth worldwide and lower interest

rates unless the U.S. budget deficit is reduced.

Second, we should encourage policies conducive to sustained

growth in Europe and the less-developed countries, especially Latin

America. Historically, these countries are among our leading export

markets. Our exports cannot grow in a vacuum, and only widespread
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global recovery can establish the conditions necessary for a robust

recovery in U.S. manufactures export growth, whatever the exchange

rate of the dollar.

Third, we must undertake steps immediately in cooperation with

the central banks and finance ministries of other countries to help

assure that the dollar is heading in the right direction on world

exchange markets while improving the operation of the present

floating exchange rate "non-system." The best approach is to begin

with the objective of capping the dollar. The fact that the dollar

is down from its recent peak makes such an approach particularly

feasible at this time.

This step of capping the dollar could best be done In

conjunction with achievement of a successful U.S. budget deficit cut

of $50-60 billion, but technical work should be started by central

banks without delay. Possibly, we should avoid announcements of

currency actions, to lessen the risk of excessive expectations or

early failures. In any case, currency markets have to be convinced

that the U.S. has made a major policy decision to assert the

importance of its national interest in trade. The world trade

community will see U.S. exchange rate action aa a major step to help

stop the spread ol protectionism and to move toward more open

international markets for goods and services.

In effect, the U.S. has already agreed to such cooperation at

the-Williamsburg Economic S,,mmit in 1983 and again in the

January 17, 1985 "G-5" statement, but U.S. leadership or

participation has been bporadic despite these agreements. Perhaps

last week's agreement in Paris at the ministerial meeting of the
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OECD (Organization for Economic Cooperation and Development) is

evidence of a turning point regarding the U.S. Government's

viewpoint on the exchange rate.

The purpose of NAN's program of cooperation in exchange markets

is not to overwhelm the markets, but to play a strategic game in

cooperation with other countries. Currency markets should know that

the U.S. has an "official view,* even if unstated, as to the value

of its currency, and an exchange rate policy to back this up.

Regarding the view that currency markets are too big to be

influenced without massive intervention, it has recently been

estimated that true long-term flows on exchange markets are less

than $500 million per day. This means that calculated, coordinated

moves by central banks may have much more impact than commonly

believed.

Fourth,*the U.S. should initiate consultations leading toward

longer term reform of the floating exchange rate system. This

longer term effort will help reinforce the short-term efforts

described above. It will give credence to the view that the U.S. is

serious about adding exchange rate policy to fiscal policy and

monetary policy as macro-policy elements. In such discussions, we

should not be too dogmAtic about what conclusions we will reach,

although any consideration of a return to fixed exchange rates or

generalized capital controls should be discounted from the outset.

Fifth and finally, no program to improve the operation of the

international exchange rate system will fully succeed without the

incorporation of the yen as a true international currency. We must

therefore speed up the internationalization of the yen. The
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U.S.-Japan financial agreement of May 1984 provides the basis for

more decisive action by Japan. Especially needed is prompt action

to free up domestic financial markets in Japan. The Japanese

government should also create the necessary financial instruments

(e.g. Treasury bills) so that foreigners can use Japanese financial

markets as freely as Japan uses the financial markets in New York,

London, Frankfurt and Zurich.

Other Measures to Improve U.S. Trade Performance and Industrial

Competitiveness

In this testimony and in other forums I have insisted that no

positive measures to reverse the U.S. trade deficit are likely to

work satisfactorily without an effective program to readjust the

dollar exchange rate. But that does not mean we can ignore these

other measures. Far from it -- the U.S. trade deficit has assumed

such large proportions that it is essential that the Administration

and the Congress take a number of other major measures to address

trade problems. Potentially, the most important of these measures

are the following:

" Eliminate the barriers to U.S. exports that we
ourselves have erected. For example, the President's
Commission on Industrial Competitiveness has estimated
that foreign policy and national security controls now
annually cost the U.S. over $12 billion in lost export
sales. We urge Congress to pass H.R. 28, the export
control reform bill now moving through the House, as a
major step toward overhaul of our export controls.

" Improve U.S. access to foreign markets through direct
negotiations with our trading partners, notably Japan.

Improve the international trading system. We strongly
support the President's call for a new round of
multilateral trade negotiations. In our view, a new
GATT round should at least aim to achieve: discipline
over national industrial policies that distort trade
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flows; a better dispute settlement mechanism; a
transparent "safeguards" code to deal with sectoral
trade restrictions; improved Government Procurement
and Technical Standards Codes; more effective redress
of counterfeiting violations with generally better
protection for intellectual property; and a meaningful
set of rules for trade in services.

" Indicate our determination to be competitive and to
insist on fair and equal treatment for U.S.
manufacturers as yell as our trading partners. The
former purpose can be signally achieved by making
Eximbank an effective and competitive vehicle for
export finance -- which it is not at present. The
latter especially relates to more vigorous enforcement
of U.S. trade laws, as has long been advocated by NAM.

* Finally, the U.S. must take the steps in our internal
economy that truly make a country competitive -- adopt
measures in the field of taxation, R and D, education,
fair trade and competition laws -- all in the context
of a U.S. that must live and prosper in a world
competitive environment. The Young Commission on
Industrial Competitiveness has identified the major
areas requiring attention.

In closing Mr. Chairman, I want to state that I can think of no

more timely or appropriate subject for Congress to review at present

than our trade deficit and the implications for U.S.

competitiveness. We are at an economic crossroads. We must bring

under control the massive twin deficits -- the trade deficit and the

federal budget deficit -- which continue to bedevil our economy.

Otherwise, continued recovery in the U.S. domestic economic growth

will prove to be unsustainable, with resultant bad news for the

world economy.
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CHART 1: Trade Balances in Manufactured Goods
$ Billion
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EXHIBIT 2

CHART 2: U.S. Trade Balance and
U.S. Balance of Payments on Current Account

$ Billion
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EXHIBIT 3

Major Sectoral Balances in
U.S. Manufactures Trade

(All Figures in SU.S. Billions-Imports f.a.s. or customs value)

Capital Goods
1980 43
1981 46
1982 38
1983 26
1984 12

"High Technology" Goods*

1980 28
1981 29
1982 26
1983 21
1984 9

Automotive Products
-11 i1980

-12 i1981
-17 1982

-24 1983
-33 i-1984

Consumer Goods
-18 1980

-234 1981
-25 1982

-32 1983
-47 1984

Industrial Supplies & Materials (Ex. Oil)
1980 16
1981 7
1982 4

-2 1983
-9 1984

"Hmh ,ehnoo% go s as defined by Commerce De arrment. definzton no. 3
Swrce NAM. rrom Commerce Department itac lsn..
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EXHIBIT 4

U.S. Trade Balances
With Major Trading Partners

All Figures in SU.S. Billions-Imports c.i.f.

Canada
-7 M 1981

-14 1983
-20 li 1984

European Community
1981 9
-2 4 1983

-13 1984

Japan
-18 1981

-22 1983
-37 1984

East Asia*
-84 1981

-141 W1983
-24 1984

Mexico
1981 N4

-8 198.3
-6,M e 1984

Other Latin America*
1981 2

-.4 I 1983

-7 - 1984

OPEC
-31 1981

1983
-1 1984

Other LDCs
1981

-1 1983
-2 1984

"E?,chsdlng !ndonesia. ",%,htch is counted ",vith OPEC.
"Excluding Venezuela and Ecuador. which are counted with OPEC.

S..irce: NAM. from Commerce Department statistics



477

NAM% EXHIBIT 5

ADOPTED BY, NKA BOARD OF DIRECTORS
FEBRUARY 10. 1984

RESOLUTION ON THE EXCHANGE RATE FOR THE U.S. DOLLAR

Whereas a competitive U.S. industrial base is possible only if the exchange
rate for the dollar is realistic relative to the currencies of other major
trading countries;

whereass exchange rate policy must be developed within the context of
national economic policy, and macroeconoir- policies must be shaped with due
regard for direct and indirect Impact on exchange rates and trade;

Whereas the substantial rise in the value of the dollar against the yen,
the deutsche mark and other major industrial country currencies in recr-t years
has more than offset the reduction in the U.S. Inflation rate and efforts to
improve industrial productivity, thus making Aerican-produced goods less
competitive In both domestic and world markets;

Whereas the reduction in U.S. price and cost competitiveness due to
exchange rate changes alone has been calculated as costing more than one million
jobs in the domestic U.S. economy and has contributed significantly to the 1983
record U.S. trade deficit of $70 billion;

Whereas the effect of the dollar exchange rate misalignment are most
serious respecting the yen and the deutsche mark, the currencies of our
principal industrial competitors, and have contributed to their very large
manufactured goods trade surpluses, as veil as to the huge and growing U.S.
trade deficit;

Whereas the deterioration of the U.S. trade end current account balances
since 1980 has not led to a counter-balancing reduction in the exchange value of
the dollar, but rather the dollar has maintained Its value or even strengthened
significantly against all major foreign currencies;

THEREFORE BE IT RESOLVED that the National Association of Kanufacturers
recommends that the U.S. develop fiscal and monetary policies designed to
achieve progressive elimination of the federal budget deficit and reduction of
high U.S. interest rates, and thereby help the dollar reach and maintain an
exchange rate appropriate to the U.S. competitive position, while achieving
major domestic macroeconomic goals.

BE IT FURTHER RESOLVED that the National Association of Manufacturers urges
the development of an explicit U.S. exchange rate policy supportive of U.S.
trade performance. Such an exchange rate policy should include:

9 Improved coordination and consultation with other countries
regarding the International effects of domestic economic policy,
with the purpose of reducing dollar exchange rate misaliglment, in
accordance with agreements reached at the 1983 Williamsburg
economic summit;

a Improvement of the present exchange rate system through the
introduction of a greater degree of structure, the purpose being to
reduce the present dollar misalignment without excessive levels of
government intervention in currency markets;

(OVER)

49-032 0 - 85 - 16
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e Special attention to the International position of the Japanese
yen, to encourage its greater use as an international
transaction and reserve currency, and thereby to encourage
greater international demand for the yen relative to the dollar
- thus raising its value. The recent agreement of President
Reagan and Prime Minister Nakasone is an important step in the
right direction and should be fully implemented as soon as
possible.

In addition, the U.S. should take the lead in seeking long-term improvement
in the international exchange rate system. Consultacions vith Germany, Japan,
other major Industrial countries and the 'Ff to reform the present system should
be undertaken, so that it can better achieve the original objective of
facilitating trade and Investment by reflecting changes in economic fundamentals
which determine competitiveness.

00ooo-NAM-ooOOO
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NAUK EXHIBIT 6

APRIL 10, 1985

RAM Statement on U.S. Dollar Exchange Rate

On February 10, 1984, the NAM Board of Directors unanimously
adopted a resolution on the dollar exchange rate and U.S.
competitiveness. This resolution emphasized the negative impact
of the rising dollar on the U.S. trade and current account
balances, the U.S. industrial base, and the structure of the U.S.
economy. Corrective policy actions by the U.S. government were
recommended.

Over the past year there has been further deterioration in
this situation. According to the 1985 Economic Report of the
President's Council of Economic Advisors, by the end of 1984 the
U.S. dollar exchange rate, as measured against a weighted basket
of industrial country currencies, was 65 percent higher than in
1980. This was the highest exchange value that the dollar had
reached since flexible exchange rates were introduced in 1973. At
the same time, the U.S. merchandise trade deficit has dramatically
worsened to almost $125 billion in 1984, and it is universally
accepted that the persistent strengthening of the dollar is the
major cause. The trade balance in manufactured goods deteriorated
by about $50 billion in 1984.

Furthermore, the Department of Commerce has just reported
that the overall deficit in the balance of payments on current
account for 1984 had grown by over $60 billion last year, to $102
billion. Unlike the 1970s and the early 1980s, our growing trade
deficit is no longer offset by increased net earnings in the other
international transactions, such as private sector earnings on
investments and the sale of services. Virtually all of 1984's
trade deficit has been financed by an increase in the net public
and private indebtedness of the United States to foreigners. This
indebtedness and related interest payments will ultimately have to
be serviced or repa!d through increased current account earnings
-- that is, through improved U.S. trade performance.

Recently the State Department requested comments from NAM
regarding the continued high value of the dollar and the policy
changes which might be necessary to make the dollar more
reflective of the international competitive position of U.S.
industry. This request was related to planning for the
forthcoming Economic Summt. Unfortunately, relatively little of
the program recommended by NAM's Board last year has been
implemented. Our response to the State Depatment and this
statement, therefore, focus on how the steps recommended last year
might be updated and implemented to provide a program that the
U.S. government should carry to the Bonn summit in May.



480

A combination of several different factors have caused the
high dollar. These factors are well known and have been widely
discussed, but they have changed in relative weight during the
past four and one-half years of the high dollar. While the rise
of the dollar actually began in an environment of relatively poor
U.S. economic growth, followed by a deep recession, there is now a
worldwide perception of the strength of the U.S. economy and the
relatively poorer economic performance of most the rest of the
world. High real interest rates in the U.S. relative to other
countries have obviously been very important in attracting capital
inflows, regardless of the weight one gives the federal budget
deficit as a major cause of high interest rates. Naturally, no
one wants to cure the dollar exchange rate problem by inducing
inflation at home or a recession in the domestic economy. The
problem of continued dependence of foreign economic recovery on
ever greater exports to the U.S. market, with the resultant large
and still growing, U.S. trade and current account deficits, is an
issue which should be discussed at the Economic Summit.

Therefore, the Economic Summit should address the dollar
exchange rate problem, as well as the necessary steps to begin to
put into place an improved exchange rate system that will more
realistically -cepresent U.S. trade considerations. The following
are the essential steps needed to deal with the problem:

1. Significantly reduce the U.S. federal budget deficit. There
is a possibility, of course, that the dollar might
temporarily rise even further if we achieve action on the
deficit.- This risk is offset by the obvious benefits of
deficit reduction. It will be very difficult or perhaps
impossible to establish a general pattern of growth worldwide
and lower interest rates unless the U.S. budget deficit is
reduced.

2. Encourage policies conducive to sustained growth in Europe
and the less-developed countries, especially Latin America,
which are historically among our leading export markets.

3. Speed up the internationalization of the yen. The U.S.-Japan
financial agreement of May 1984 provides the basis for more
decisive action by Japan. Especially needed is prompt action
to free up domestic financial markets in Japan. The Japanese
government should also create the necessary financial
instruments (e.g. Treasury bills) so that foreigners can use
Japanese financial markets as freely as Japan uses the
financial markets in New York, London, Frankfurt and Zurich.

4. Take steps to decrease worldwide use of the dollar as aConvenience" transaction currency, not by restrictive
measures but by positive encouragement to uc: the yen, mark
and other currencies more extensively in commercial
transactions and central bank reserves. For example, it may
be possible and desirable for the European Community to
reduce use of the dollar in transactions related to managing
their currency 'snake.*

-2-
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5. The Treasury should explore, in consultation with other
countries, the possible advantages of issuing U.S. federal
debt issues in currencies other than dollars.

6. Take concrete steps in cooperation with the other major
industrial countries to improve the operation of the present
floating exchange rate non-system. In effect, this was
agreed at Williamsburg in 1983 and expressed again in the
January 17, 1985 OG-50 statement, but U.S. cooperation and
participation has been sporadic at best. A more substantial
commitment would require that the U.S. establish a stock of
foreign currencies, which could be based on existing swap
agreements.

The purpose is not to overwhelm the markets, ait to play a
strategic game in cooperation with other countries. Currency
markets should know that the U.S. has an *official view,"
even if unstated, as to the value of its currency, and an
exchange ratr policy to back this up. Regarding the view
that currency markets are too big to be influenced without
massive intervention, it has recently been estimated that
true long-term flows on exchange markets are less than $500
million per day. This means that calculated, coordinated
moves by central banks may have much more impact than
commonly believed.

7. The best approach to the previous step is to begin with the
objective of capping the dollar. This could best be done in
conjunction with achievement of a successful U.S. budget
deficit cut of $50-60 billion, but technical work should be
started by central banks without delay. Possibly, we should
avoid announcements of currency actions, to lessen the risk
of excessive expectations or early failures.

Currency markets have to be convinced that the U.S. has made
a major policy decision to assert the importance of its
national interest in trade in manufactured goods,
agricultural products, coal and other minerals. The world
trade community will see U.S. action as a means to help stop
the spread of protectionism and to move toward more open
international markets for goods and services.

8. Start consultations leading toward longer term reform of the
floating exchange rate system. An appropriate technical
forum, such as the IMF's C-20, G-5 or the Bank for
International Settlements In Basel might be chosen. This
longer term effort will help reinforce the short-term efforts
described above. It will give credence to the view that the
U.S. is serious about adding exchange rate policy ,to fiscal
policy and monetary policy as macrc-.olicy elements.

As we begin such discussions, we should not be too dogmatic
about what conclusions-we.will reach, although any
consideration of a return to fixed exchange rates or
generalized capital controls should be discounted from the
outset. These consultations should be guided by our

-3-
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continuing short-term experience in capping the dollar.
Above all, the U.S. must work in cooperation with the other
major actors in the International financial system, whose
fundamental interests in a sound international exchange rate
system are not different from our own.

9. The program outlined above will help do one more thing: it
will p.olon; the U.S. econonc :eco~ery by helping to
convince the world that the U.S. means to deal with its $100
billion current account deficit and its consequent status as
the country with the fastest and most significant increase in
foreign debt. The sooner we do this, the more likely the
Europeans as well as others will begin to take responsibility
for promoting their own growth by means other than exports to
the U.S. market and to former U.S. markets, where their
products are nov unduly competitive because of the high
dollar. This is another Important message for the Bonn
Summit.

-4-
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STATEMENT OF RUDOLPH OSWALD, DIRECTOR, ECONOMIC
RESEARCH DEPARTMENT, AFL-CIO, WASHINGTON, DC

The CHAIRMAN. Mr. Oswald.
Mr. OSWALD. Mr. Chairman, I thank you for the opportunity to

present the views of the AFL-CIO before this committee.
There is one element in the exchange rate that in your earlier

-discussion, I believe, has not been highlighted, and that is the
effect of the growing dollar against- other currencies on U.S. work-
ers.

The estimates are that there are 2 to 3 million workers who have
lost their jobs as a result of the very high dollar and the strength
of that dollar. But i would also like to put it in a different context.
We often speak of the dollar having increased 70, 80 percent since
mid-1980. But it isn't that it has taken one big jump. The increase
has been about 15 percent a year.

And each year, we have been told that it's reached its zenith and
it's going to start going down. Well, a year ago, there were some
early movements with the dollar initially going down, and then as
the year progressed, it went up another 15 percent.

Well, initially, there had been very strong attempts by workers
who are making a strong means of trying to adjust to those sorts of
changes. There were substantial increases in productivity. There
have been substantial reductions in a number of industries in the
wages that-workers earn in order to be as competitive as they were
back in 1980.

But there is no way that workers or that firms can make adjust-
ments in their total costs-material costs, labor costs, costs of cap-
ital, costs of utilities-to offset what has now become a 70- to 80-
percent swing in the value of the dollar.

And the results are, not only today but in the months to come,
that the situation will get worse because the normal rule of thumb
is that the exchange rate has an effect for the next 18 months
before it is fully felt.

So that there will be continual job losses. And unless something
is done rapidly to make a change, we will not have the ability to
protect those jobs and those industries that are being lost.

The first thing that we have recommended is that there is al-
ready an effect that says that the President can impose a 15-per-
cent surcharge or quota to prevent the disruptions that come. He
hasn't done that. And I think it should be done. It would not be-
doing that would bring about retaliation. It's time for the United
States to retaliate against the loss of jobs that comes about from
this distortion of the exchange rate.

Everyone understands and admits that we've had a substantial
distortion, and it's time to put that-to correct it. If the President
doesn't act, we believe that the Congress should direct him to act
as the law provides.

We agree with Mr. Fox's and NAM's proposal in terms of im-
provements, in terms of negotiating international elements to
bring down-coordinate to bring down-better intervention to
bring down the exchange rate. And we think improvements need to
be made in the U.S. trade laws by adjusting the current injury
remedy procedures and for the unfair trade practice laws that
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could be improved to take care of some of the other trade problems
as they are related thereto.

Thank you, Mr. Chairman.
[The prepared statement of Mr. Oswald follows:]
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Testimony of R~dolh A. Oswald, Director, Department of Ecoomic Reserd,
Arlemsa Federation of Labor wid Conpess of Winstrial Orguuizations

an Flonti EndwW Ratee Impact on international Trodku
Before the Cmnitteen Fitc United States Senate

April 24, 1913

SUMMARY

The monetary and fiscal policies that have been pursued by our government

for the last several years produced high interest rates, a vast inflow of foreign

capital, and a dollar exchange rate value which was greatly increased in relation to

the value of other major currencies. The overvalued dollar was a significant

element In producing an Increased, abnormally high deficit trade balance, which

reached $123 billion in 1984. Over 70 percent of this negative trade balance was in

manufacturing. The trade imbalance has cost the United States between 2 and 3

million jobs.

To overcome the misalignment of exchange rates and the great trade

imbalance that it produces In the world, an International forum should be

established in which the major industrial nation's can negotiate and make

corrective adjustments as necessary. The forum would also serve for explorations

of variations In the present exchange rate system designed to bring about greater

stability. To provide some immediate relief, the Congress should act to have the

President implement Section 122 of the Trade Act of 1974 and impose a temporary

i percent import surcharge. There Is a need to regain lost revenue so that the

budget deficit can be reduced; and appropriate steps should be taken toward that

end, by closing loopholes which benefit primarily business and wealthy individuals.

U.S. trade laws must be strengthened to alleviate trade induced injury, and there

should be more effective remedies against unfair trade. Special legislation Is

needed to deal with specific Industry problems.
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Testhony of Rudolph A. Oswald, Director, Department of Economic Research,
American Federation of Labor and Congress of IndustriAl OrganiatLIons

on Floating Exchange Rates' Impact on International Trading
Before the Committee on Finance, United States Senate

April 24, 1985

On behalf of the AFL-CIO, I wish to convey our thanks to you for holding this

hearing; it is definitely needed.

Until a few weeks ago, the U.S. dollar seemed to defy the law of gravity.

Since it took off in mid-1980, the dollar has been on a long-term upward spiral. The

peak was reached in February 1985 when its value, compared with the value of

currencies of 10 other major industrialized trading nations, had increased 87

percent from its mid-1980 level. This increasing value of the dollar contributed

significantly to increases in the United States' merchandise trade deficit, along

with export subsidies, tariff and non-tariff barriers to imports, dumping and other

unfair trade practices. From a deficit level of about $25 billion in 1980, it rose in

succeeding years to $28 billion, $36 billion, $69 billion, and $123 billion in 1984 and

is still rising. The very punishing growing merchandise trade deficit has impacted

upon our economy and has cost the equivalent of 2 to 3 million jobs.

In its February 1985 statement on the Trade Deficit, the AFL-CIO Executive

Council pointed out that $89 billion of the $123 billion overall trade deficit in 1984

was in manufactured goods and called for more effective relief to injured

industries and their workers. A copy of the Council statement is appended. The

adverse effects of the trade crisis, which is dragging our economic growth to a halt

is being felt in a great variety of production activities. That is borne out by the

import penetration of U.S. markets, Thus, in 1984, the penetration ratios were 17

percent for computing equipment; 31 percent for metal cutting machine tools; 34
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percent for semi-conductors; 48 percent for motorcycles, bicycles, and parts; 75

percent for fine earthenware; 78 percent for womens handbags, and purses; and

significant ratios for many other product lines.

The 1984 negative balance was accumulated through trade in various

countries and regions of the world. The largest component of the negative trade

balance was $37 billion with 3apan. Others were $20 billion with Canada; $17

-billion with western Europe, including almost $9 billion with Germany; $11 billion

with Taiwan; and $8 billion with Mexico. The 1984 drop-off in American exports

and increase of Imports In such product lines was due In large measure to the

overvalued dollar which during 1934 had an average exchange rate value that had

risen 58 percent above the average value for 10 other major currencies since 1980.

That means that American costs needed to be 58 percent lower In 19 4 than In 1930

in order to be at the same competitive position that they held just four years

earlier. Material, capital and labor costs would all need to be lowered by 3

percent to achieve in 1934 the same competitive position that American industry

had in 1980. Thus, American workers would need to either be 38 percent more

productive - or take a 58 percent wage cut. To us In the labor movement, it is not

right to expect workers to take a 58 percent wage cut to offset the effects of the

fiscal and monetary policies pursued by the government. These were major

elements in causing the rise in the dollar. The competitiveness of American

workers is not impaired because their wages increased, but rather because the

dollar rose in value. Workers are paying for this policy by losing their jobs to

imports and being forced out of the export market.

In the last three years, the U.S. also began to run a deficit balance on Its

current account, as the net investment income received by IJ.S. residents declined,

because there had been a large influx of foreign investments on which interest and
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dividends were paid. The net investment income received by U.S. residents

became too small to outweigh the negative trade balance.

There were foreign capital investments in U.S. government and private

securities, and in whole or share equity ownership of businesses. To make the

dollar denominated investments, foreigners had to acquire dollars in exchange for

foreign currencies, which kept the value of the dollar high. In fact, the dollar kept

rising in value despite the large negative merchandise trade balance and the

negative balance on current account. Instead of leading to a reduction in the value

of the dollar, the trade deficits were offset by the dapita inflows. The inflows

also eased the\finsncing of the federal budget deficits.

High interest rates were the great attraction for the foreign investments and

thus contributed substantially to U.S. dollar overvaluation. The capital outflows

from other major industrial countries slowed down their economic growth and

demand for American products.

Back in 1980-81, most of the leading industrialized countries in the world

shared with the United States the experience of very high interest rates in response

to inflation and tight monetary policies designed to combat inflation. Japan, with

the help of capital and credit market controls, was the first to bring Interest rates

down significantly, In the latter part of 1980. Germany brought its rates down in

1981. Poth of the latter countries established interest rates well below those of the

United States for comparable maturities. The United Kingdom and France took

longer, but in 1983-84 they also had interest rate levels below those of the United

States. In Canada, the interest rate movements were fairly similar to those of the

United States.

The U.S. dollar remained sufficiently "overvalued," so that many developed

and developing countries could enjoy a significant price advantage over the U.S.

and a favorable balance with the U.S. in international trade. Japan had the largest
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favorable trade balance with the United States - $37 billion - In 1984 when the

exchange rate was 237 yen per dollar. In 1978, when the rate had been 208 yen and

at times during the year at 180 yen to the dollar, 3apan's favorable trade balance

was $11.5 billion. These results also reflect the effect of many Japanese trade

barriers.

The relatively higher costs of new plant investments in the United States

than in countries whose currency declined in value relative to the dollar also

encouraged American firms to build new plants overseas, which meant that the jobs

went overseas.

As the U.S. economy showed strong growth during 1983 and 1984, while a

relatively tight money policy was pursued, interest rates in this country remained

high; and the foreign capital Inflow continued. If there was evidence needed that

the interest rates were the strategic factor in maintaining the high value of the

dollar, it was provided by the economic record of the first quarter of 1995. With

the slowdown in the economy to a much slower growth rate, Interest rates dropped;

and the Federal Reserve Board let nature take its course in a softening economic

climate. The exchange rate value of the dollar also declined. Against the German

mark, for example, the dollar declined by about 13 percent during the six weeks

ending in mid-April. However, that still leaves the exchange rate value of the

dollar about 65 percent higher In terms of the mark than It was in 1980.

As a consequence of high U.S. Interest rates, developing countries have

suffered by having to pay high interest rates on their loans. On the other hand, the

resultant high value of the dollar has helped them, as well as major Industrial

trading partners of the U.S., to sell their exports in the U.S. and elsewhere In

competition with U.S. producers. And the U.S. is suffering from a massive,

growing negative trade balance, which contributes significantly to an economic

slowdown and contraction of the largest market for products from other countries.
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The whole quagmire of misaligned exchange rates and abnormal trad& Imbalance

cries out for an international solution. It highlights the contrast between the

signficant progress in development of an International economy and the lack of

adequate international institutions to address the intertwined exchange rate and

trade problems. While the International Monetary Fund is charged with promotion

of exchange stability, and exercises "firm surveillance" over the exchange rate

policies of its members, it does not provide a forum for negotiations to arrive at an

exchange rate alignment that will promote greater balance for international trade

and economic growth.

In the absence of institutional innovations to address the international

exchange problem, the central bank of each country will continue to devote its

paramount concern to domestic economic problems. It will be difficult to achieve

a coordination of national monetary policies which is needed to obtain a reasonable

equilibrium of exchange rates. To effectively achieve the stated objective, it

would require the establishment of an international forum, at least among a few

major industrial nations, for continuing negotiation to make adjustments from time

to time that would produce an equilibrium of international exchange rates to avoid

such a misalignment and huge trade deficits as the United States is presently

experiencing. The American economy, and eventually the world economy, cann .t

continue on a path of stable economic growth with such a trade deficit for the

largest economy. Furthermore, experience of the last few years would indicate

that the trade deficits, in themselves, will not in this age soon bring about a

realignment of exchange rates. Individuals and businesses around the world can

take advantage of modern communications for conversion of money from one

currency to another and electronic transfers to invest funds in those countries

where high yields are available. While such capital inflows to the U.S. have helped

to finance the federal budget and international trade deficit, the dollar has
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remained overvalued, a significant factor in the continued growth of the U.S. trade

deficit. The necessary international consultations and negotiations for dealing with

periodic realignment of exchange rates might be undertaken under expanded

auspices of the IMF, the OECD, or in a special forum created for the purpose.

Such a forum could have several tasks. One would be to prepare for fire

fighting actions against speculative attacks on currencies that cause great

volatility. An anti-speculation intelligence apparatus and firm commitments for

necessary large-scale intervention should be established.

A more Important function would be to have under continuous review the

interest rates, international capital flows, and exchange rates and their effects

upon the national and international economies. Much of the economic data and

analytic work produced by the OECD and IMF would be helpful. The objective

would be to provide a basis for negotiations for changes to produce greater

stability in exchange rates and reasonable international trade balances. There

might be some helpful trade-offs negotiated. For example, there might be an

agreement for changes in monetary policy to lower interest rates in country A by 2

percentage points if country B would lower its rates by I percentage point, looking

toward a change in economic growth rates, capital flows, and exchange rates that

would reduce a large trade imbalance.

Another subject for study and negotiation would be the matter of possible

modifications of the present exchange rate system, which is coordinated within the

European community, but not for the rest of the world. There have been

suggestions that if deliberate coordination might be undertaken by three leading

countries -- the United States, Japan, and Germany -- there could be greater

stability In the entire international exchange rate system.

The last two proposed undertakings probably would require many months to

come to fruition. The trade problem facing the United States, however, Is serious
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and immediate; and the President should take action to remedy the situation under

an existing remedial statute.

-The President Is directed under Section 122 of the Trade Act "74 to take

certain actions "whenever fundamental international payments problems require

special import measures to restrict imports." These actions are to be taken to deal

with large U.S. balance of payments deficits, to prevent an imminent and

significant depreciation of the dollar, ^r to collaborate with other countries in

correcting an international balance of payment disequilibrium. The -.'esident,

under such conditions, may, for a period of up to 150 days, impose a temporary

surcharge of up to I percent on imported articles, invoke temporary limitations

through quotas on Imports of articles, or do both. Such temporary actions could

and should be used to help alleviate the present trade imt -arnce. However, the

President has not taken any action. The Congress should act to advise the

President that, in light of a negative payments balance of over $100 billion last

year, reflecting a large and growing trade imbalance, the conditions that require

Presidential action under Section 122 of the Trade Act of 1974 now exist; he has not

advised the Congress, as required, that the imposition of import restrictions under

Section 122(a) would be contrary to the national interest; and he is directed to

impose such restrictions.

As has recently been suggested by some European officials, there is a need

for international discussions on monetary policy to go on in parallel with and be

coordinated with discussions for modified trade agreements. Since the two types

of policies necessarily have interacting effects, it is essential that the negotiations

on the two policy matters be coordinated. There have been objections to this idea

from officials who deal with trade and from some concerned with general economic

policies. Their life would become more complicated, but this is a necessity in an

international economy that has become more complicated.
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There is also a need to regain lost revenues, so that the budget deficit can be

reduced, which would also help to reduce Interest rates and counteract thote

developments which have led to an overvalued dollar. In order to convey briefly

the AFL-CIO position on taxes, I am reproducing the following paragraphs from a

letter of March 14, 1983 from AFL-CIO President Kirkland to Secretary of the

Treasury Baker, setting forth the AFL-CIO's position on the Treasury Department's

Tax Simplification and Reform Proposals.

We believe that insofar as the Treasury's recommendations take
the poor off the tax rolls and put corporations and wealthy tax avoiders
on, they represent a major step in the direction of tax justice; however,
among other concerns, we are firmly opposed to the attempts to tax
employer-paid benefits such as group life and health insurance, education
assistance, prepaid legal assistance and child care, as well as
unemployment compensation and workers compensation.

We also believe it would be wrong to eliminate the deductibility of
certain state and local taxes. That proposal would severely Impair the
ability of states and localities to meet their own fiscal needs and would
have a particularly severe Impact on the more heavily populated
Industrial states where taxes on personal incomes, homes, and consumer
purchases are the major revenue producers.

We are also deeply concerned over the insistence upon "revenue
neutrality" as a prerequisite for tax reform. In large part because of the
huge and continuing revenue drain of the 1981 Tax Act, the tax structure
is Incapable of meeting the revenue needs of the nation. The emphasis
on revenue neutrality in effect preempts any use of closing tax loopholes
in reducing the deficit. We believe this Is wrong and that sooner or later
legislators will be forced to recapture lost revenues.

We also believe that a major restructuring of the tax system as
proposed by the Treasury should also enhance the progressivIty of the tax
structure. Therefore we question the stress on "neutrality" in terms of
the overall distribution of the tax burden. A number of studies have
shown that the disparity in income distribution, before and after taxes,
has increased In recent years. We believe the Treasury's sights should be
set higher than merely preserving the present distribution of the burdens
among income classes.

A copy of the entire letter is appended to this testimony statement.

If the foregoing monetary, fiscal, and exchange rate policy remedies are

adopted and implemented, more stable exchange rates and Increased international

trade would be encouraged. This will not happen overnight, however, and a large
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dollar overvaluation will continue to give foreign producers competitive price

advantages ranging between 15 and 50 percent. There are also other factors,

stemming from the fact that the United States adheres more to free trade than its

trading partners. Most obvious is the growing volume of imports from non-market

economies which are the antithesis of free labor and cannot be included as part of

a free trade world economy in an accepted meaning of the words. There are many

other countries where there are no restrictions against child labor and a lack of

regulation to protect the health and safety of workers.

Some of the advanced industrial countries have given producers of export

products below-market interest rate financing and have kept foreign competition

out of their domestic markets through tariff barriers, restrictive product

specifications, inspection slowdowns, and other non-tariff barriers.

With respect to less developed industrializing countries, however, the serious

competitive pricing gap, as compared with the U.S. and other advanced industrial

countries, wil not be closed because of a huge wage gap. in some developing

countries wages amount to only a minor fraction of wages paid for comparable

work in the United States.

Price competition by U.S. producers to overcome all of the aforementioned

unfair trado practices and low labor standards would require such low wages in the

United States as to cause a significant reduction in the standard of living and a

contraction of the U.S. economy. Letting the low wage and subsidized products of

many developing countries into the United-States .without any restriction would

mean increased unemployment. There has been, over about the last 15 years, an

upward,Iong-term trend in the U.S. unemployment rate. That unemployment rate,

moving in a pattern generally Inverse to the business cycle, has been rising from

one peak to the next and from one trough to the next. The resulting long and deep

recessions cause a considerable slowdown of economic growth when they occur and
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also for the future as lost product Income, savings, and'capital formation retard

the economy.

Incidentally, U.S. consumers get a relatively small part of the wage

differential advantage, as the foreign producers, exporters, importers, and retailers

each take as much advantage to increase their mark-up as the market will permit.

U.S. trade law must be strengthened to reflect International trading realities.

It is time to recognize that the principal approach to trade problems taken by the

U.S. government - encouraging other countries to stop what are considered to be

objectionable practices - has failed. Both "fair" trade laws designed to alleviate

trade-induced injury and "unfair" trade laws designed to counteract dumping and

subsidies should have better procedures and more effective remedies.

The AFL-CIO believes that the help promised to injured industries for 20

years had not become a reality. The safety valve promised to those who are

affected by tariff-cutting and import surges, the so-called "escape clause," now

Section 201 of the Trade Act of 1974, has never been effective. The escape clause

provisions of the Trade Act should be revised to allow quick relief from trade

injury.

The 1981-82 worldwide recession experience Illustrated the effect of an U.S.

economic contraction on other developed and less developed countries. Against

this background, the U.S. labor movement has advocated import quotas for various

products which would permit a margin of growth for LDCs without overwhelming

the U.S. economy. The advocates of pure free trade claim that workers who

become unemployed because of imports should go elsewhere to seek work. The

thesis has been developed that growth requires both labor and capital resources to

be continually reallocated to their most efficient uses. This is even used as a

rationale for curtailing unemployment compensation, to remove disincentives for

people to move out of declining industries and areas into growing ones. in a more
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formal statement of the thesis, it has been said that benefits for the unemployed

and unions do not allow labor "to clear the market." In other words, labor should be

treated as a commodity. That notion was outlawed In the United States In 1914

when the Clayton Anti-Trust Act was enacted with the declaration that "labor is

not a commodity," exempting unions from legal characterization as a trust. The

growth of unions in the U.S. during most of the Intervening 70 years helped provide

an income distribution to foster a balanced economy that grew over the long run.

The international economy does not have an Income distribution that fosters

balanced economic growth, even to the less thtin satisfactory degree that is

currently found in the United States. Until .uch time as the wage gap can be

narrowed to greatly reduce the competitive price advantage, there should be fair

trade import quotas for developing nations to permit them limited shares in the

U.S. market for various products without overwhelming the U.S. productive

economy and contracting that market to the detriment of all concerned.

Attachments
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Statement by the AFL-CIO Executive Council

on

The Tra Deficit

February 19, 1985
Bal Harbour, FL

America's trade problems have reached crisis proportions. The decline of the U.S.

international economic position has caused untold hardship for millions of American

workers and scores of communities, and threatens the economic health and security of our

nation. Unfortunately, the Administration clings to a belief in mythical market forces

and in an illusory free-trade theory at a time %ten positive action is desperately needed

to reverse the erosion of America's industrial base.

The legal framework governing America's international trade was designed in an

era when total trade was less than 4 percet of the gross national product, when little

more than raw materials were Imported from developing countries, and when tariffs were

the maln form of government action affecting the flow of goods in International

commerce. Today the picture has radically changed. After two decades of meteoric

growth, imports of manufactured goods account for more than one-fourth of overall U.S.

Industrial consumption, virtually al manufacturing output competes with foreign-made

products, and vital sectors of our economic base have been decimated by Import

competition. In the lS0's, the newly industrialized low-wage countries of East Asia and

Latin America have become "new 3apans, challenging American producers abroad and in

our own backyard, whUl new potential competitors with stil lower wages are seeking to

follow In their path.

The failure of America's traditional approach to the basic Issues of Industrial and

trade policy is starkly highlighted in the trail of red Irk that records America's worsening

trade deficit. Our country did not have a trade deficit in this century until 1971. By the

later 1970s, that deficit had grown to $40 billion annually. In 19S4, the U.S. trade deficit
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reached $123 billon overall, with an SI9 billion deficit directly in manufactured goods.

Some are predicting that the trade deficit could rise to $250 billion by the end of the

1980s. These mind-numbing dollar losses have already resulted in the loss of over

3 million jobs, primarily in manufacturing industries, and have caused serious damage to

America's industrial base, with prospects of more to come unless effective counteraction

is taken soon.

This trade crisis is now striking at every point on the Industrial spectrum, from

labor-intensive to capital-intensive industries, high tech and low tech, from the oldest to

the newest industries. No sector is immune.

Complete solutions to these problems will require effective natiol Lndustril and

economic policies, Including specific sectoral policies, better fiscl policies and lower

Interest and dollar exchange rates. Over the last 4h years, the value of the dollar has

risen some 70 percent against the currencies of U.S. major trading partners, raising the

price of exports and lowering the cost of imports. The absence of effective remedies to

address domestic injury caused by imports has worsened the impact of the vastly

overvalued dollar.

U.S. trade law and policy must be brought into line with today's trade realities.

The academic abstractions of free trade and natural comparative advantage, If they ever

had any relevance, are Inadequate guides for the real world of International commerce in

the 1980. U.S. trade law must be modernized to reflect contemporary realitie in a

world where the U.S. is the only country which exposes its industrial foundation to

unlimited erosIon from imports.

We emphasize that conserving American jobs and conserving Amrican industries

are political decisions for which members of Congress must be accountable, and the

Administration must be held fully responsible.
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The overhaul of U.S. trade law needed to remedy general shortcomings must

Include:

* Injury from unfair trade practices such as dumping, subsidies, and

disruptive imports from nonmarket economies must be fully remedied by

U.S. law. At present, toe many of the injurious practices developed In

recent years escape U.S. law against unfair trade practices, and other

countries can increase their unfair ales in this country without fear of

penalties.

* Export-oriented industrial targeting is practiced by foreign

governments that seek to expand their .Ales and employment at the

expense of the United States or other countries. Machine tools, autos and

auto parts, refined petroleum products and chemicals, and electronics are

some American Industries that have been Injured by these export-oriented

targeting strategies. U.S. laws designed long before these practices

developed should be revised to provide effective relief.

• Providing relief to U.S. industries injured by Imports is a right

recognized under international law, but the U.S. standards for qualifying

for such relief are stiffer than International rules require. The U.S.

standard for Import relief in the "escape clause" (Section 201 of the Trade

Act) should be eased, specifically recognizing plant closings and layoffs as

signs of serious injury in qualifying for relief.

Beyond general reform of existLng trade law, many specific trade-related

problems remain to be solved. The difficulties encountered by individual industries

require remedies tailored to their own special circumstances

* Domestic content laws continue to be necessary to help assure that the

U.S. remains a producer of autos. Priority should be given to a multi-year
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extension and revision of the Voluntary Restraint Agreement with 3apan

-- based on a percentage of U.S. sales rather than on a fixed number.

* The Presidents national policy for Import restraints on steel must be

fully implemented and the Steel Import Stabilization Act must be

vigorously enforced, particularly with respect to modernization and the

training of displaced workers. Should the Import retraint program prove

ineffective, quota legislation will be necessary.

* The President must Immediately implement the Conresonal direction

to negotiate voluntary production restraints on copper. If Congressional

intent is ignored, legislation wil be necessary to maintain a vigorous

domestic Industry.

* To revive the U.S. maritime Industry, legislation is needed to

substantially increase the portion of cargo carried in U.S. flagships and to

assure a strong U.S. shipbuilding base thereby enhancing national security.

Further, Immediate action is necessary to eliminate foreign barriers to

U.S. transport carriers involved in international commerce.

* The prohibition on Alaskan oil exports should be maintained, and

carriage of the oil retained for U.S.-flag vessels.

* Despite the theoretical safeguards contained in the Multi-Fibre

Arrangement (MFA), Imports of textiles and apparel have continued to

increase dramatically in the last two years. The Textile and Apparel

Recovery Act of 198 Is needed to make the promise of MFA a reality and

to roll back imports to a reasonable and stable level.

9 Following the International Trade Commission (ITC) detdal of Import

relief for the shoe industry, imports of footwear have capttered 73 percent

of the domestic market. Under mandate of Congress, the ITC has
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reopened the case. If the industry is to survive, relief must be

recommended by the ITC or further Congressional action wiU be required.

0 Since the AT&T divestiture, Imports of telecommunications products

have inundated the American market, while foreign markets remain

closed to American goods. LeLslatlon Is needed to correct this inequity

and reduce the level of imported products.

* Policies should be pursued to maintain and re-establsh domestic

electronic and television industries.

• The manufacturing clau of the Copyright Law must be extended

permanently In order to protect against widespread loss of jobs throughout

the U.S. printing Industry. The U.S. can Ill afford another unilateral

giveaway of U.S. production.

* The AFL-CIO reiterates its opposition to semi-conductor tariff cuts

and the establishment of bilateral free-trade areas.

• Policies should be enacted to assure that a significant portion of U.S.

raw materials destined for export, such as grains and logs, are processed

in this country.

In addition to the Individual industry requirements, other trade-related measures

are necessary:

0 The Trade Adjustment Assistance program which is due to expire In September

1983 must be renewed and funding restored In order to assist those workers

displaced by imports.

* Export promotion should continue as an Important function of trade policy.

Export-Import Bank funding, Including direct loan authority must be maintained In

order to provide U.S. industry with tools necessary for International competition.

These funds should be made available for the domestic purchase of U.S. products
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to offset foreign subsidies. Financing, however, should not be used to develop

projects in other countries in industrial sectors where excess capacity exists.

* While exports are important for domestic economic growth, the transfer of

U.S. technology must be controlled to assure continued technological advances,

national security and competitive advantage for domestic production.

* In addition, Congress must enact restrictions on U.S. trade and

investment with South Africa as an Important means of pressuring that

country to end its policy of apartheid.

* Policies must be enacted to regulate the immense flows of

international investment. Existing codes of conduct for multinational

enterprises must be better enforced to protect the rights of workers

employed by these firms and to provide effective remedies when those

rights are denied.

* Current Administration emphasis on overseas Investment by American

firms must be redirected. Authority establishing the Overseas Private

Investment Corporation should be allowed to expire this year. Emphasis

should be placed on furthering the Interests of the U.S. economy and U.S.

workers, not multinational enterprises.

If a new round of trade negotiations develops, as the President has suggested,

priority should be given to correcting problems that remain from the Impact of the 1979

multinational trade negotlatlons. The results promised in 1979 have not been achieved,

and steps should be taken to reassert U.S. Interests. In addition, before the United States

begins multilateral trade negotiations on trade in services, a clear definition of services

and adequate information must be developed. This information must Include reliable

statistics and an assessment of the employment effects of trade in services.
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The United States must not negotiate away domestic employment for business

access to foreign markets. Meanwhile, negotiations on services trade should be conducted

bilaterally on a case-by-case basis. Where unfair foreign barriers against U.S. services

have negative effects on U.S. employment, the government should promote the interests

of domestic service industries. U.S. law and practice establishing standards in the service

sector must not be weakened.

While disappointed with the extension of the Generalized System of Preferences

(GSP), the AFL-CIO applauds the addition of strong labor rights provisions In that program

and will work to ensure their effective implementation.

America needs to explore a more realistic general framework for coordinating

world trade relationships in sectors characterized by global overcapacity and widespread

import controls. The United States operates as If the trade-regulatIng measures of other

countries did not exist -- or as If they were Irrelevant In determining whether trade is

likely to injure U.S. workers and industries.

The temporary and often ineffective U.S. regulation of imports in many sectors

has not accomplished Its purpose; other countries have dealt more effectively with

international trade to promote Industrial development -- and employment. At least when

there is widespread import injury, and when trade problems have led the major Importing

countries to apply import restraint, then the U.S. should negotiate an effective

multilateral franework for allowing sectoral trade to take place in a rational manner,

the same time preserving our vital economic Industrial base and jobs.

oe
Fact Sheets
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March 14, 1985

The Honorable James Baker
Secretary
Department of the Treasury
Washington, D).C. 20220

Dear Mr. Secretary:

I am writing to convey the AFL-CIO's position on the Treasury Department's Tax
Simplification and Reform proposals.

As you know, I and other AFL-CIO officers and staff members have met with
Treasury officials on several occasions to gain better understanding of the Treasury's
perspective and the implications of the proposals. The proposals have been the subject of
considerable stuay and discussion among trade unionists and were considered in detail at
the AFL-CIO Executive Council meeting last month.

We believe that insofar as the Treasury's recommendations take the poor off the tax
rolls and put corporations and wealthy tax avoiders on, they represent a major step in the
direction of tax justice; however, among other concerns, we are firmly opposed to the
attempts to tax employer-paid benefits such as group life and health insurance, education
assistance, prepaid legal assistance and child care, as well as unemployment compensation
and workers compensation.

These benefits meet specific national and economic goals. They are not frivolous"perks" in the law which reduce the taxes of an elite few.

Job-related health insurance plans, for example, protect over 140 million
Americans, union and nonunion. We believe that imposing taxes on such protections would
encourage employers to attempt to freeze or revoke these end other benefits. This would
undermine these essential life support systems and would add to inequality and injustice.

We also believe it would be wrong to eliminate the deductibility of certain state and
local taxes. That proposal would severely Impair the ability of states and localities to
'feet their own fiscal needs and would have a particularly severe impact on the more
heavily populated industrial states where taxes on personal incomes, homes, and consumer
purchases are the major revenue producers.
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We are also deeply concerned over the insistance upon "revenue neutrality" as
a prerequisite for tax reform. In large part because of the huge and continuing
revenue drain of the 1981 Tax Act, the tax structure is incapable of meeting the
revenue needs of the nation. The emphasis on revenue neutrality in effect
preempts any use of closing tax loopholes In reducing the deficit. We believe this
is wrong and that sooner or later legislators will be forced to recapture lost
revenues.

We also believe that a major restructuring of the tax system as proposed by
the Treasury should also enhance the progressivity of the tax structure. Therefore
we question the stress on "neutrality" in terms of the overall distribution of the tax
burden. A number of studies have shown that the disparity In income distribution,
before and after taxes, has increased in recent years. We believe the Treasury's
sights should he set higher than merely preserving the present distribution of the
burdens among income classes.

We are looking forward to further opportunities to comment as the proposals
are redrafted. We hope the final proposal is one that is truly fair and a measure
that we can whole-heartedly endorse.

Very truly yours,

President
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The CHAIRMAN. Mr. Oswald, we have had 180 degree conflicting
testimony as to whether or not the dollar will appreciate or depre-
ciate if we have a surcharge. Now you think that it will not appre-
ciate.

Mr. OSWALD. That's correct, Mr. Chairman.
The CHAIRMAN. Tell us why.
Mr. OSWALD. We believe that the dollar will depreciate because

of the increased revenue that comes into the Treasury will have
the result that we will have a smaller deficit, but there will also be
lower interest rates because of that smaller deficit. And that the
impact will be that there will be, thus, a decrease in the value of
the dollar as a result of the impact on interest rates coming about
from both the Treasury impact and the fact that it will have to
borrow less in terms of-because of the lower Federal deficit.

The CHAIRMAN. I'm inclined to agree with you, and yet they are
all credible witnesses.

Mr. OSWALD. Well, part of it, I think, Mr. Chairman, is we have
had great difficulty in explaining how rapid the rate of the dollar
increase has been over the last 4 years. And while there is some
theory to explain it, nothing to the-how great it has been. And
the strongest pressure, of course, has been our very high interest
rates. And those are clearly related to our very big Government
deficits.

The CHAIRMAN. One point you make in your statement is that
lost revenues should be recouped by closing loopholes that benefit
businesses and wealthy individuals.

Apart from the taxation of employee benefits, you ought to gen-
erally like the thrust of the Treasury bill last November, I take it.

Mr. OSWALD. In general, Mr. Chairman, we do except for the
question of tax neutrality.

The CHAIRMAN. Taxing what?
Mr. OSWALD. Tax neutrality. We are not totally sure that if those

people who have been escaping paying their fair share of the tax-
all that money recouped necessarily has to go in terms of reducing
everybody else's tax rate.

We certainly do have a substantial budget deficit problem. And it
doesn't seem to me that the answer is clearly to say these other
people finally are going to pay their fair share of taxes. And the
only thing we can do with that is to--

The CHAIRMAN. Lower somebody else's.
Mr. OSWALD [continuing]. Lower somebody else's taxes.
The CHAIRMAN. You might perhaps have a preferable use of the

money.
Mr. OSWALD. Yes.
The CHAIRMAN. All right.
Now, Mr. Fox, will a drop in the value of the dollar, if it happens

soon-let's say we have passed this budget resolution and indeed
we enact it and indeed we pass the laws that cause us to drop $50,
$100, $150 billion over 3 years in spending-will that be rapid
enough, one, to bring the dollar down, and, two, to stem the out-
flow and to bring back those manufacturing industries that we
have already seen go overseas?
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Mr. Fox. My view, Senator Packwood, is that the budget reduc-
tion, deficit reduction, of the size that you indicate would definitely
have an impact on the situation.

I'm not sure it would bring the dollar down in the short run. I
hold the view that it might even strengthen the dollar temporarily.
Foreigners would say, gee, that economy is really working in the
United States. They ve overcome that one flaw. Namely, the flaw
in fiscal policy.

But I think ultimately we don't have any choice. We have to.
The CHAIRMAN. And, therefore, more money comes in.
Mr. Fox. More money comes in.
The CHAIRMAN. Which ought to cauiv the interest rates to go

down.
Mr. Fox. Which ought to cause the interest rates to go down.
The CHAIRMAN. Although the value of the dollar would go up, is

what you are saying?
Mr. Fox. Yes. Until it's realized that our fundamental accounts,

our international accounts, are out of balance. Then the hoped for
soft landing becomes a less likely possibility and the hard landing
becomes a probability.

So I think we have no choice. We simply have to reduce the
budget deficit. And the sooner we get at it, the better.

I also give immediate emphasis to exchange rate cooperation, as
sort of a bridging mechanism, as well as a step toward longer term
reform of the international monetary system.

The CHAIRMAN. You are saying we have to do it on the budget,
forgetting the international trade situation. We need to do it do-
mestically, I recall, is your position.

Mr. Fox. I wouldn't say forgetting the--
The CHAIRMAN. Not forgetting it but you would do it in any

event.
Mr. Fox. We would do it in any event and we think we have no

choice about it, so let's get at it.
The CHAIRMAN. Senator Baucus.
Senator BAUCUS. I questioned some of the earlier witnesses on

the degree to which they think this problem is imminent. That is, a
hard crash landing. What's your feeling about that? How close are
we?

Mr. Fox. I have an absolute conviction that it is unknowable. To
try to be more responsive, Senator Baucus, it being unknowable,
I'll give you a guess. I think a budget deficit of a large size, the
$150 to $200 billion range, can be financed by conventional means
for quite a while. And Roger Kubarych, the senior vice president of
the Federal Reserve Bank of New York, wrote an article on this
about a year ago which indicates that financing the deficits so long
as we have no recession and so long as the inflation in the United
States is no greater than now, that the financing of the deficit
could be done for some while.

My opinion is the end of this game will come in a recession. The
precise date of this recession cannot be foretold, of course. But the
recession will be related to our international accounts, particularly
the inability to bring the trade account around and then the con-
tinued Federal borrowing abroad, making the rest of the current
account totally out of balance. Foreign money would stop coming in

49-032 0 - 85 - 17
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and indeed would begin to move out. The Federal budget deficit
could no longer be financed with foreign money.

These events would create the conditions or the hard landing.
Senator BAUCUS. Do you tend to agree with that, Mr. Oswald?
Mr. OSWALD. I would only add that the real problem-one cannot

forecast exactly when that hard landing is going to come. The real
problem then is the recession, and there is some question of wheth-
er we are already moving into that. And clearly the levels of unem-
ployment 4re still at what we call recession levels before. But what
we have removed is the flexibility of having any fiscal ability to
offset a recession when it comes.

We have very little ability to keep that deficit from mounting
very strongly, and we have taken away any countercyclical or
fiscal policy alternatives because of the budget deficit problem as
we go into the recession.

Senator BAUCUS. Do you both think that the President should
raise the question of currency values in Bonn?

Mr. OSWALD. I agree with the French who say that we need to
get moving on the value of the currency; that it should be linked
with any new trade talks because the two are clearly related.

Senator BAUCUS. You think the President should raise the issue?
Mr. OSWALD. And go much further than the Secretary of the

Treasury has proposed.
Senator BAUCUS. Mr. Fox?
Mr. Fox. I definitely agree with you. The paper I referred to, the

one of April 10, was specifically prepared by NAM for the State De-
partment urging that course of action. That monetary discussions
be begun along side the trade talks.

Senator BAUCUS. Thank you very much.
The CHAIRMAN. Senator Long.
Senator LONG. Mr. Fox, we were operating under the old Bretton

Woods agreements when I came here to the Senate, and after a
while the Bretton Woods agreements weren't doing the job. Mr.
Luce and others saw that, and they worked to move us away from
the old system. I guess it was under the Nixon administration that
John Connally moved strongly toward a system of floating rates.

And now the floating rate system is not working. It's a disaster
for us. And it seems to me that, that being the case, the United
States as the big loser in all of this ought to take the lead in saying
you can't do business that way anymore. Now Mr. Roosa suggested
here that he felt Britain and France and Germany would be will-
ing to join us in working out a new arrangement to fix the value of
currencies. Does that have a lot of appeal to you?

Mr. Fox. Yes, it does. I think it's the only way to go. I think a
big mistake was made in 1973 when the United States made no
ert to defend the new rates. You see, there were two devalu-
ations-in August 1971 and then in March 1973. Then we let the
whole thing go to floating. We couldn't arrange any criteria
against which the floating would work. It seemed that floating was
helpful in meeting the problems created by the oil price rise. But
what was unforeseen was the consequences of the capital move-
ments replacing trade as a determinant of a currency's value.

I think that ultimately we will move in the direction of some
kind of broad target zone system. I don't think there is any ques-
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tion that the other members of the SDR-Special Drawing Rights
of the IMF-Japan, UK, France and Germany, would be prepared
to take a look at a new system. But absent leadership from the
United States, things just drift along. And as I pointed out this
morning, these exchange rates are really not all that bad from the
standpoint of Europe. It's created what little economic activity they
have in exports to us. And the Japanese, despite the complaints,
tolerate it quite nicely. The Japanese could have moved the yen.
They could have put an export tax on their exports to the United
States so their prices would not have been cheaper and their
budget deficit would have been less. They might have been more
comfortable with that. They chose not to do it. They chose to take
advantage of this quirk in exchange rates, if I might use that ex-
pression, or fatal flaw, which I really feel is more apt.

Senator LONG. Well, it seems to me to leave all this disaster
which is building up to the fate of the currency market, including
the illegal drug traffic crowd, is a pretty silly way of doing business
when you leave off the scene the one thing that could be used in
the interest of 230 million Americans. That is, the Government
itself taking an interest in how much currency there is in circula-
tion, and what the value of thl,,t currency is going to be compared
to other people's currency.

Now do other governments have some say about what their cur-
rency is worth?

Mr. Fox. I think every country, except the United States, has an
exchange rate policy. In every other country, there are three ele-
ments of macropolicy-monetary policy, fiscal policy, meaning
budget policy, and an official view or a view with respect to the ex-
change rate.

The United States had such a policy until August 15, 1971. The
Bretton Woods system gave us an exchange rate policy. I think
from 1973 to 1985 should provide sufficient time to indicate that
the market alone will not necessarily provide the right exchange
rate for the United States if one assumes the right exchange rate is
one at which we can sell manufactured goods, farm goods and the
goods produced by our mining industry. If you think that the trade-
able goods sector of the economy is important, then you have to
look to the exchange rates and seek some means of achieving a
better exchange rate.

I'm unwilling, although I would like to believe it, that just good
monetary and fiscal policy would do it. I think you need a third
element. You need an exchange rate policy, and it has to be in the
context of an improved exchange rate s.ystem.

Senator LONG. I'd like to ask a question or two of Mr. Oswald, if
I may, Mr. Chairman.

The CHAIRMAN. Go ahead.
Senator LONG. Mr. Oswald, I gained the impression that you are

an economist. Is that correct?
Mr. OsWALD. That's correct.
Senator LONG. Yes, sir; well, I'm glad to know it.
Now I have been concerned about a matter you heard me dis-

cussing in previous questions. European countries and the Japa-
nese in their own way have a way of taxing consumption with
value added taxes or whatever Japan uses, which have the same
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effect, I'm told. They are charging us that tax at the border when
we enter their markets. That is wiping out a lot of competitive dis-
advantages that would otherwise exist as far as they are concerned.

Now it seems to me that the burden of all these items that I dis-
cussed previously with a previous witness-I think the gentleman
from MIT-you are talking about the cost of Social Security, health
benefits, unemployment insurance, environment, safety, you name
it. Under our system all that burden falls on our manufactured
product and there is no offset. We are not in a position to rebate it
at the border as the other countries do, and we are not in a posi-
tion to charge it to our competitor when he enters our market, as
they do with the European tax.

Now I've been able to convince Mr. Frazier, for example, when
he was in his last ycars over at the UAW that we ought to be
moving in that direction. We need somebody in the labor move-
ment to help those people to understand that this disparity in the
way that we tax comp red to the way those people tax is costing us
a lot of jobs.

Do you think you can begin to explain that to Mr. Kirkland and
some others over there in that AFL-CIO?

Mr. OSWALD. Well, Senator, I think part of it is what we negoti-
ated in the GATT. I'm not totally clear, particularly in hindsight,
why we allowed one set of taxes to be rebated at the border and be
imposed on imports, which we have allowed on value added taxes.

Senator LoNG. Well, let me just straighten you out on that in a
hurry.

Mr. OSWALD. We could do the same thing on Social Security
taxes.

Senator LONG. Hold on just a minute. Let me tell you why that's
the case. I don't like it either. But I could explain that to you
easily.

We had somebody over there in Geneva that agreed to that back
in a time when we were rich and the other guy was poor. And
being in that trap, we proposed to go along and keep the agree-
ment even though it's not to our advantage at all. But we could
change that.

Mr. OSWALD. That's correct.
Senator LONG. Now, for example, we could put some other tax on

and just give a credit for the Social Security tax.
Mr. OSWALD. Or we could even negotiate that we do get a credit.

We would have more money for the Social Security system because
obviously we have more imports than we have exports. And the
Social Security system would be ahead.

Senator LONG. Mr. Oswald, you would make a big mistake trying
to negotiate yourself out of that trap. They will make you pay
something to get there. And I don't think you ought to have to pay
to get something when you could achieve the same result without
it. In other words, all we would have to do is to substitute a value
added tax for Social Security tax. It would have the same impact as
far as the consumption is concerned. It's no more regressive than
the Social Security tax we have.

Or just to levy a value added tax and provide a credit for the
Social Security tax. We could do something of that sort. There are
ways that it could be done. I know some of business people who are



513

thinking in those terms. Trade is a great big burden that's hurting
your workers. And we ought to be doing something to correct it.

Mr. Fox, have you been giving some thought to that and your
people?

Mr. Fox. Yes; let me say this first about the history. The GATT
provision with respect to taxation was part of the Havana charter.
It was really written by Americans who were thinking of a 10-per-
cent tax on women's pocketbooks. They were contemplating a tax
which, by and large, the retailer would pass forward. They were
not thinking of a tax that ran across the whole economy like
VAT-value added tax.

So the differentiation in the GATT has that historical basis
which I think by and large is no longer accepted by economists. I
think economists feel that depending on the nature of the market,
taxes will always be passed forward whether they are the VAT or
an indirect tax or corporate tax.

But the GATT is very, very difficult to change now, particularly
if it's adverse to the interest of some parties, as it would be in this
instance.

My own opinion is that since the VAT is perfectly legal under
GATT; it represents a convenient source of tax; it can be made
nonregressive. Therefore, it's a good tax to take a look at. The
NAM position with respect to the current budget deficit is that as
much as can be done should be done on the expenditure side. But if
we ever reach the point where the Congress and the President are
at that "last resort stage" and they say it's time to consider a tax,
we would say a value added tax or a consumption tax, and partly
for trade reasons.

Senator LONG. It seems to me that we are in this silly situation
about our taxing system that it gets now to the question that it's
not what you do, it's the way that you do it that makes the differ-
ence. You can raise the same amount of money with a tax on con-
sumption and it has the same impact on the consumer and the
same worker as you do with the Social Security tax. You could
raise the same amount of money in a way that insofar as the dif-
ference, it's a difference that's immaterial. The same relative
impact as far as the taxpayer out there is concerned, and the ordi-
nary American citizen and worker is concerned.

But you can do it in such a way that you can do to them what
they are doing to us.

Mr. Fox. I'd make only this comment. So long as you are going
to do something in accordance with the GATT, you might as well
do it in accordance with the GATT.

Senator LONG. Yes.
Mr. Fox. A straight value added tax permits you to do that. Once

you move to Social Security, there would be a big question as to
whether you could do it. And, of course, other countries have Social
Security taxes. So the Europeans might rebate part of their Social
Security tax and you would get into an escalation of rebates. I
think it would be better to do a value added tax in its traditional
form. There is much revenue to be gained from that value added
tax, as the Congress thinks wise to try to gain--
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Senator LONG. Well, now, if you can do it that way, Mr. Fox,
that's fine. But you may not be able to do it that way. Politically,
you might not be able to get the votes to do it.

Now I know what we did about the DISC. We started out with
the DISC to try to meet some of the same problems. And the GATT
people argued that that was not GATT legal. And so we refused to
repeal it. We stayed with the DISC for a while, and after a while,
they figured out that we could achieve the same result with the
FISC. F-I-S-C, they call it.

So we repealed the DISC and substituted the FISC for it. And so
now they could take us back to GATT if they want to, but if they
kill the FISC, then we will think of something else. I believe the
FISC is probably GATT legal.

Mr. Fox. My observation is fairly simple, Senator Long. The
value added tax is perfectly legal. There would be no objection to
it. And it can raise as much revenue as is determined to be neces-
sary and it creates no problems under the GATT.

Once you move to Social Security, you do open up an area of con-
frontation which in my opinion isn't necessary.

Mr. OSWALD. Senator, I would just like to differ, if I may, on this
general value added tax. We have been concerned, as you know, for
a long time that various proposals would try and make a value
added tax even more progressive or very difficult to do. There are
very great difficulties for trying to exclude from the tax those
who-and the effect of the tax-those who are the poorest in our
society. We really don't have the ways of rebating taxes to those
and we have serious problems on the effects of such taxes on our
society.

Second, we do think that the progressive income tax is the fair-
est and best way in the long run to assess the cost of government
on our society based on ability to pay and who really achieves the
most from our American system.

Senator LONG. Well, Mr. Oswald, we have had very little experi-
ence using a negative income tax. But we have made a break-
through right here on this committee. We advocated for years
before the House went along with what is now the earned income
credit. But it's the law. I mean we've already established that we
can have a negative income tax, if we want to, and we have it at
the moment with the earned income credit.

Now I wish you would find some time to discuss this matter with
Mr. Lester Thurow because he is an eloquent advocate of the idea.
In fact, I think he's convinced a Senator or two against their will.

But it's not so much whether you are using the income tax or
whether you are using the Social Security tax or the excise tax.
The question is how does the overall mix work out when you get
down to the bottom line and you put -the whole thing together.
Does it work out to a fair tax system or does it not?

I think we sometimes confuse ourselves when we put something
as liberal as a negative income tax in the mix. I think we some-
times confuse ourselves by saying, well, this tax is not as fair as
the other tax when the final result is what I think we ought to be
focusing on.
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I hope that you will help sell that idea to your group because
unless I miss my guess, you know just a lot more about economics
than most of them do.

Mr. OSWALD. I have studied the question for a very long time.
The CHAIRMAN. Gentlemen, thank you.
[Whereupon, at 12:25 p.m., the hearing was concluded.]
[The following statements were submitted to be a part of the

hearing record.]
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The Finance Committee will conduct hearings on April 23

and April 24, 1985 on the viability of the international

trading system in an era of floating exchange rates. The

hearings are scheduled from 9:30 a.m. to noon on April 23

and 24, as well as from 2:30 p.m. to 4:30 p.m. on April 23.

The hearings will be held in SD-215. A list of the

witnesses is attached hereto.

I. ROLE OF EXCHANGE RATE3

An exchange rate is the price of one currency in

terms of another currency. The foreign exchange market,

where one currency Is exchanged for another, is a

networW of commercial banks, brokers, central banks, and

customers who communicate easily with each other. When

one dollar buys fewer units of a foreign currency, the

I of 29
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dollar has depreciated; and conversely, when one dollar

buys more units of a foreign currency, the dollar has

appreciated. When a country's currency appreciates, its

exports increase in price in terms of other currencies

and imports diminish in price in terms of its own

currency.

II. THE BRETTON WOODS ERA

A. The Rationale

The negotiations that established the postwar

international monetary system at Bretton Woods, New

Hampshire, in July 1944, were heavily influenced by

a desire not to repeat the major mistakes of the

period between the wars. The British and American

planners of the postwar monetary order saw

fluctuating and misaligned exchange rates,

completely free capital movements, and completely

autonomous national monetary and fiscal policies as

incompatible with an open trading system and the

achievement of high levels of employment and

growth. They wanted collective intergovernmental

management of the quantum of international

liquidity, of international capital flows, and of

2 of 29



518

exchange rates and national adjustment policies.

Sir Kingley Wood, British Chancellor of the

Exchequer, summarized this view in 1943:

"We want an orderly and agreed method of
determining the value of national currency
units, to eliminate unilateral action and the
danger which it involves that each nation will
seek to restore its competitive position by
exchange depreciation. Above all, we want to
free the international monetary system from
those arbitrary, unpredictable and undesirable
influences which have operated in the past as
a result of large-scale speculative movements
of capital. We want to secure an economic
policy agreed between the nations and an
international monetary system which will be
the instrument of that policy. This means
that if any one Government were tempted to
move too far either In an inflationary or
deflationary direction, it would be subject to
the check of consultations with the other
Governments, and it would be part of the
agreed policy to take measures for correcting
tendencies to dis-equilibrium in the balance
of payments of each separate country."

1. Liquidity

This collective intergovernmental

management of money proved impossible, and the

world turned to the dollar standard, In which

international reserves were determined mainly

by the balance of payments deficits of the

United States.

3 of 29
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2. Capital Movements

Collective international monetary

management proved no more feasible for capital

movements than it did for liquidity creation.

The IMF articles approved at Bretton Woods

provided for freedom from exchange controls

only on current transactions; significantly,

the postwar planners envisaged that countries

would need the latitude (and,.in extreme

cases, should be required) to control

disequilibriating movements of short-term

capital. The Anglo-American planners of

Bretton Woods believed that governments would

have to protect the system against the

uncontrolled activities of private banks.

Secretary of the Treasury Henry Morgenthau

wint so far as to describe the purpose of the

Bretton Woods Conference as "to drive the

usurious money lenders from the temple of

international finance." The widely-held view

at Brettor Woods was that the great volality

of exchange rates and massive flows of

speculative and flight capital during the

period between the wars were prima face

4 of 29
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evidence of the distablizing and

disequilibriating nature of capital flows and

the undesirability of floating exchange rates.

3. Adjustment

Finally, international monetary

management also proved inoperable for the

international adjustment process. The postwar

monetary order was to be based on fixed

exchange rates, which could be adjusted to

correct a "fundamental disequilibrium" through

a process of international consultation and

agreement. But it proved impossible to agree

on the appropriate balance between deficit and

surplus country responsibilities. At the end

of the Bretton Woods conference, national

autonomy was being emphasized instead of

supranationality.

B. The System in Operation

Under the Bretton Woods system, the value of

the dollar was defined in terms of gold (and

convertible into gold) and all the other currencies

5 of 29
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were fixed in relation to the dollar. The exchange

rate for each currency could fluctuate only one

percent above or below the par value of the

currency--if it fluctuated more, each country was

expected to buy or sell its own currency to prevent

wider fluctuations. Consequently, the monetary

authority of each country was responsible for

maintaining the exchange rate of its currency.

1. The Role of the IMF

The IMF was established primarily t.

promote international monetary cooperation and

exchange rate stability and to help members

meet temporary balance of payments deficits.

Quotas were established for each member

country, which determined its voting rights

and contributions. Each member contributed 25

percent or its quota to the IMF in gold or

U.S. dollars and 75 percent in its own

currency. Member countries could then borrow

from the IMF (with the IMF imposing conditions

which were more restrictive the greater the

percentage of a country's total quota that the

5 of 29
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member was borrowing) for balance of payments

financing.

It was anticipated that the short-term

balance of payments deficits and surpluses

would be adjusted by using international

reserves or by borrowing from the IMF, while

long-term surpluses and deficits were to be

adjusted by changing the par value of a

country's currency (devaluation or

revaluation) and by deflating the domestic

economy (for example, if the economy is

deflated, prices and income will decline,

leading to an increase in exports and a

decrease in imports, and an ultimate

improvement in the balance of payments).

2. The System Under Stress

In the 1960s it became apparent that the

Bretton Woods system had serious deficiences.

First, U.S. dollars were the world's currency

-and increases in world liquidity depended on

increases in U.S. balance of payments

deficits. At the same time, other countries

7 of 29
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were less willing to hold dollars as the U.S.

balance of payments deteriorated. Secondly,

the large deficit countries could not devalue

their currencies, because other countries

would follow and the devaluation would be

ineffective, while upward revaluation of

currencies for surplus countries, which would

have hurt their export industries, was not

attempted. Third, deficit countries were

unwilling (and sometimes legally unable) to

deflate their economies because of domestic

economic pressures and surplus countries,

where the problems were not as imminent as for

deficit countries, usually chose not to

inflate.

The United States experienced larger and

larger balance of payments deficits in the

1960s. The deficits provided a much needed

increase in international reserves because the

countries receiving these dollars as a result

of balance of payments surpluses retained them

as an international reserve asset. However,

the deficits also contributed to periodic

speculative capital flows out of the dollar as

of 29
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financial market participants expected a

dollar devaluation.

3. Attempts to Restore Stability

Several attempts were made to stabilize

world financial markets in the 1960s. One of

these was the gold pool, which was created in

November 1961 in response to a flight from

dollars into gold. The Bank of England, with

stocks of gold contributed by central banks of

eight countries, bought and sold gold in order

to stabilize the price of gold. After the

1967 sterling devaluation and the expectation

by foreign exchange market participants that

the United States would increase the price of

gold (that is, devalue the dollar), the

speculative flight from dollars and sterling

into gold became too heavy for the gold pool.

In March 1968, the governors of the central

banks announced they would no longer buy and

sell gold in the private market to stabilize

the price. A two-tier gold market was thus

established, in which central banks would buy

and sell gold anong themselves at $35 an

9 of 29
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ounce, while the price of gold in the

marketplace would depend on demand and supply.

4. The Nixon Shock

Speculative capital flows continued in

1969 and again In 1971. At a Camp David

meeting with President Nixon in August 1971,

Secretary of the Treasury Connally described

how the economy was expanding too slowly,

inflation was not subsiding, the trade balance

was negative, and the overall balance of

payments was in mammoth deficit. On August

15, 1971, President Nixon announced a tax

credit for investment in U.S.-made equipment,

repeal of the federal excise tax on

automobiles, a speedup in scheduled personal

income tax exemptions, a large cut in federal

spending and foreign aid, and a 90-day wage

and price freeze. Most importantly, the

President announced that the U.S. government

would eliminate the convertibility of the U.S.

" dollar into gold (thus severing the ties of

gold to the international monetary system) and

announced that the dollar would float against

10 of 29
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other currencies. Finally, a ten percent

inport surcharge Was imposed.

5. The End of Bretton Woods

In the Suithsonian Agreement of December

1971, the U.S. dollar was devalued and fixed

exchange rates were reestablished, but

convertibility between the dollar and gold was

not reestablished. After considerable

speculative activity, the U.S. devalued again

in February 1973 and after further speculative

pressure, in March 1973, fixed exchange rates

were abandoned. This represents the end of

the Bretton Woods system. Since then,

exchange rates have been free to fluctuate,

although governments have intervened in

foreign exchange markets, heavily at times, to

reduce some of the fluctuations.

Consequently, the current system is referred

to as a "managed float."
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III. THE FLOATrNG EXCHANGE RATE ERA

A. 1972-1976

Adoption of floating exchange rates was a

crisis response' td unsustainable disequilibrium in

the foreign exchange markets rather than a planned

international monetary reform. After the second

initiation of exchange rate flexibility in 1973,

the announced objective of official reform

negotiations was to secure prompt return to a

system of "stable but adjustable" par values. The

negotiations on international monetary reform by

the Committee of Twenty (C-20) during the period

1972-74 gradually accepted the feasibility of

floating exchange rates. Negotiators slowly

recognized that a return to the par value system

was neither feasible nor urgently needed. But

agreement o floating exchange rates as the basis

for the international monetary system was not

achieved until the meeting of major industrial

countries at the meetings of the heads of state at

Radb'ouillet, France, in November 1975. Agreement

on the full reform package was secured at the

meeting of the Interim Committee of IMF Governors

12 of 29
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at Kingston, Jamaica in January 1976. The Jamaica

agreements accept floating exchange rates while

reaffirming the importance of international

cooperation and exchange rate stability.

B. Floating EXchange Rates In Operation

Assuming exchange rates are determined in a

free market (no government intevention), the rate

is determined solely by the supply and demand for

dollars. If the supply of dollars is greater than

the demand, the exchange rate will fall (i.e., the

dollar will depreciate--one dollar will buy fewer

units of a foreign currency). On the other hand,

if the demand for dollars is greater than the

supply of dollars, the exchange rate will rise (the

dollar will appreciate or buy more units of a

foreign currency).

1. The Role of the Dollar

In addition, the U.S. dollar plays a

" unique role in the international monetary

system. Dollars, or dollar-denominated

assets, are held as reserves by foreign

13 of 29
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central banks as well as by foreign firms and

individuals and the dollar is used in payment

among countries other than the United Staes as

well as between the United States and other

countries. Foreigners have acquired large

amounts of dollars because U.S. payments

abroad have exceeded U.S. recepts from abroad

over a period of years.

Since the do,'.ar was a strong currency

which was accepted as payment by other

countries and because the dollars held could

be invested in safe, interest-earning assets

such as U.S. Treasury bills, or placed in a

dollar-denominated time deposit in a foreign

bark (the Eurodollar market), foreigners have

been willing to hold dollars. One result of

the large accumulations of dollars by

foreigners, however, is that whenever

foreigners decide to sell dollars or dollar-

donominated assets for foreign currencies, tt.e

supply of dollars on the foreign exchange

markets increases.
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2. Intervention in the Exchange Market

The only direct action central banks can

take to influence exchange rates or to counter

disorderly markets is to intervene in the

foreign exchange markets by buying and selling

dollars and foreign currencies. This can be

accomplished either by foreign central banks

or by the Federal Reserve System. For

example, to prevent dollar depreciation,

foreign central banks can intervene by buying

dollars with their own national currencies.

If the U.S. decides to buy dollars, it

can obtain foreign currencies from its stocks

on hand, via swap arrangement (short-term

agreements with foreign central banks to

provide the Fed with a certain amount of that

country's currency in exchange for dollars),

by selling special drawing rights, by drawing

on it reserve position in the IMF or by

issuing foreign-currency denominated

securities. The U.S. decision to intervene is

made jointly by the U.S. Treasury and the

Board of Governors of the Federal Reserve
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System; the actual buying and selling of

currencies is done by traders at the Federal

Reserve Bank of New York.

C. Dollar Exchange Rate

The amount of depreciation (or appreciation)

of the dollar differs substantially depending on

which currencies it is measured against. In fact,

the dollar may depreciate against one currency,

while at the same time it is appreciating against

other currencies. Over the past few years, the

dollar's exchange rate has fluctuated most when

measured against the Japanese yen, German mark, and

Swiss franc.

To determine the overall depreciation or

appreciation of the dollar, a trade-weighted

average, in which the dollar is measured against an

average of a number of currencies, each weighted by

its share in U.S. trade, is used. It is likely

that the dollar's fluctuations will be much smaller

when measured against a trade-weighted average than

against a single currency, since the former
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includes currencies that are both depreciating and

appreciating against the dollar.
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Exchange Rate Trends

Percent depreciation (-) or appreciation
in U.S. dollar relative to

trade-
Swiss weighted

DH Yen frano average

12/31/77 - 12/31/78 -13.4 -19.0 -18.9 -5.0
12/31/78 - 12/31/79 - 5.0 23.7 - 1.2 2.1
12/31/79 - 12/31/80 14.3 -15.4 11.8 0.7
12/31/80 - 12/31/81 13.8 8.2 0.3 8.6
12/31/81 - 12/31/82 6.2 6.6 12.3 8.6
12/31/82 - 12/31/83 14.2 - 1.1 8.7 5.3
12/31/83 - 12/31/84 15.8 8.6 11.9 11.3
12/31/84 - 03/15/85 7.2 3.6 10.5 NA

It should be noted that that dollar's

fluctuations within years (not shown in the table)

are sometimes greater than the year-to-year changes

shown in the table. For example, the dollar's

appreciation of six percent against the DM in 1982

reflects an appreciation of 16 percent between

December 31, 1981 and November 8, 1982, and a

depreciation of about eight percent between

November 8 and December 31, 1982.

More recently, the dollar has experienced

unusual volatility as illustrated in the following

chart. During February 1975 the dollar appreciated

7.3 percent, reaching an all time high, before
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central banks intervened, Causng the dollar to

drop by six percent.
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D. Causes of Exchange Rate Fluctuations

Although the exact causes of exchange rate

fluctuations are not well understood, several

factors are believe to be the most important

determinants. These include the current account

balances of different countries, relative inflation

rates, relative growth of money supplies, relative

interest rates, real income levels in different

countries, and expectations of future exchange rate

change. There are different theories regarding how

these factors affect exchange rates, however, and

empirical tests of the various theories have

yielded inconclusive results.

Generally, in the early 1970s, when the

floating exchange rate system was established, it

was thought that exchange rates were determined

mainly by trade flows (capital flown were

relatively small and often restricted). Trade

flows, in turn, were thought to be determined

mainly by relative real incomes and relative

prices. For example, according to this theory, if

real income in the United States increases relative

to that abroad, U.S. imports will increase, leading
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to a worsened U.S. current account balance, an

increased supply of dollars on foreign exchange

markets and a dollar depreciation. Or, if U.S.

prices tall relative to those abroad, U.S. exports

will increase, U.S. imports will decrease, the U.S.

current account will improve and the dollar will

appreciate.

In recent years, however, capital flows have

increased substantially and most analysts believe

they are an important, and perhaps the major,

factor in the determination of exchange rates, at

least in the short run. For example, a foreign

exchange survey by the Federal Reserve Bank of New

York shows that foreign exchange transactions in

the United States were about ten times the sum of

annual U.S. exports plus imports in 1983. It is

estimated that $20 to $30 trillion in capital now

moves through foreign exchange markets each year

compared with about $2 trillion in annual trade in

goods and services.
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IV. TRADE C04SEQUENCES OF DOLLAR APRECIATION

Most observers agree that the appreciation of the

dollar since 1979 has had a major and negative effect on

the U.S. export competitiveness and has similarly

improved the competitiveness of foreign products

exported to the US." The following two tables suggest

that the U.S. trade deficit grows with dollar

appreciation and shrinks with dollar depreciation.
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The following table indicates that the U.S. net

loss of competitiveness relative to Japan during 1930-

1981 was about 28 percent, and 50 percent relative to

Germany (and much of Europe).

U.S. Loss of Export Competitiveness in Manufacturing
(Cumulative Percentage Change of Dollar Pricesi 1980-84.1)

U.S. Japan Germany

machinery and
Trwwport Squiment........ 21.5 -4.7 -18.9

lectrical achinery, Apparatus
and Appliances 20.7 -2.2 -18.8

ion-Electrical Machinery 12.4 -8.8 -19.6

Source UN Monthly Bulletin of Statistics.

This change in competitiveness, together with

cyclical factors, have worked in opposing directions for

the U.S. and for foreign countries.

Change in Trade Volute
(Cumulative Percent Change: 1932-94

Exports

Imports

'Source:

U.S. Europe Japan Latin America

-15.0 15.0 30.3 26.4

21.0 6.2 5.0 -31.6

IMF World Economic Outlook
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IV. EXCHANGE RATES WITHIN THE LEGAL FRAMEWORK OF THE TRADING

SYSTEM

A. The GATT

The General Agreement on Tariffs and Trade is

based on the Bretton Woods system. No recognition

is given the post-1973 floating exchange rate

system. For example, Article 11.6 of the GATT

notes that tariffs are to be expressed in the

appropriate currency at the "par value" recognized

for that currency by the IMF. Similarly, Article

XII establishes the balance of payments conditions

pursuant to which a member may impose quantitative

restrictions on imports. The conditions are based

on the state of a country's monetary reserves, a

measure rendered largely obsolete in a floating

exchange rate system where a country does not

choose to defend any particular value for its

currency by drawing on its monetary reserves.

B. U.S. Trade Laws

As a result of the challenge to the legality

of President Nixon's 1971 import surcharge,
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Congress enacted a balance of payments provision as

part of the 1974 Trade Act.

Although the President's authority to impose

an import surcharge was ultimately upheld by the

courts, the section 122 balance-of-payments

authority was included in the Trade Act of 1974 to

insure that the President had such authority in a

future crisis. That section authorized the

President to impose, for up to 150 days, an import

surcharge of up to 15 percent, or quotas, or both,

in the event of a large U.S. balance of payments

deficit, the threat of a sudden drop in the

dollar's value or the need to cooperate with other

countries in correcting balance-of-payments

disequilibrium. Another paragraph of section 122

permits the President to reduce tariffs temporarily

and take other actions to deal with U.S. surpluses.

The President was directed to seek modification of

international agreements with the purpose of

permitting the use of surcharges in place of

quantitative restrictions. The surcharge was seen

as-a balance-of-payments adjustment measure within

the context of arrangements for an equitable
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sharing of balance-of-payments adjustment

responsibility among deficit and surplus countries.

Pursuant to the directive of section 122, the

U.S. negotiated an agreement on trade measures

taken for balance-of-payment purposes as part of

the Tokyo Round of negotiations concluded in 1979.

The effect of the "Declaration on Trade Measures

taken for Balance-of-Payments Purposes" was to give

preference to surcharges over quotas, to the extent

the circumstances described in GATT article XII

were present. The Declaration made it clear that

trade measures were not regarded as an efficient

means of restoring balance of payments equilibrium,

and that, should tariffs be used in place of

quotas, the procedural requirements of Article XII

for consultation and otherwise had to be followed.

In testimony before the Finance Committee last

year, Martin Feldstein, then Chairman of the

Council of Economic Advisers, testified that

section 122 was a dead letter in light of a

floating exchange rate system which has rendered

the concept of a balance of payments deficit

obsolete.
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V. CONCLUSION

Some of the worst fears Of the framers of the

Bretton Woods system have materialized under the

floating exchange rate system. Massive, and arguably

speculative, capital flows or unprecedented size now

determine exchange rates. Exchange rates have become

more volatile. Huge trade and current account

disequilibria have spawned protectionist pressures.

The rules of the trading system were designed in

the context of the Bretton Woods system, a system

designed to avoid disequilibrium. The breakdown of that

system and the evolution of floating exchange rates

raises the question of whether the trading system needs

to adjust to the new exchange market reality. Over

forty years since the Anglo-American "founding fathers"

met at Bretton Woods, the old dilemma facing them

remains - if you don't manage money, at least in some

degree, won't you have to manage trade?
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By: Roqer J. BacciqalupDi, President
California Almond Growers Exchange

"AGRICULTURAL EXPORT: PROBLEMS AND A SOLUTIONO

A few weeks ago in Sacramento, I had the privilege of

addressing the National Agri-Marketinq Association on the

occasion of National Aqriculture Day -- the first day of sprino

-- March 20. 1 indicated to that group that it was a nice

thought, National Aq Day, but that there was little to

celebrate. Let me tell you why.

We have on our hands today the greatest aqricultural depression

of this century. All of those who still remain in agriculture

should be conqratulated. They have survived despite a

government policy to encourage cheap food for the consumer.

That means low prices to the farmer.

More recently, our federal fiscal and monetary policies have

been devastatinq to aqriculture, whether it be in California,

Kansas, or Illinois. We continue to hear how robust our

economy is -- the leader in the world. Rut how lonq will it

last?
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You probably expect me to talk about the 1985 Farm Bill

tonight. tf you do, you are goina to be disappointed. All I

will say on that subject is that no matter what is enacted --

the Administration's Program, a much less costly program from

the standpoint of the taxpayers, or a program that costs many

times the Administration's proposal -- no *85 Farm Bill is

goinq to solve the underlying problems in agriculture that have

develooed in this country in recent years. Whatever Farm Bill

finally evolves is going to be little more than superficial

first-aid by untrained paramedics who do not seem to understand

that our injuries are not superficial, but potentially fatal to

agriculture as we know it today. Our injuries need to be

diagnosed carefully. Only then can we take the necessary

surgical action to help agriculture truly recuperate. k box of

bandaids patched all over a mortally wounded industry will not

make aqriculture any better or more able to survive.

We have a crisis in this country that must be addressed

promptly if we are to save the economic future of this nation

and the rest of the world. Very strong words, but I believe

them and so do many others, Republicans and Democrats alike.

The problem begins with the public perception that the economy

is doinq well. Perhaps a few farmers and export industries are

being hurt, but the economy in general is doing very well.

Given this public perception, why should Congress take action?
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They must take that action, ladies and gentlemen, because our

economy -- the greatest economy in the world -- is in its

decline. The decline began slowly, but has now accelerated.

Just four years ago, in 1Q81, our merchandise trade deficit

amounted to only $28 billion. That means we imported $28

billion more product's than we exported. Three years later, in

1984, we were importing $130 billion more than we exported, and

this year it is expected to reach about $150 billion.

Why does it matter that we are importing more than five times

as many Toyotas, Sonys, agricultural products, and Airbuses, to

name just a few products, than we did four years ago? It

matters primarily because of the trend it represents. If five

times as many products have been imported in the last four

years, will there be ten times as many in the next four years,

and 20 times as many in the next eight or ten years?

Let me take a moment to discuss some specifics.

First, the United States has fewer trade barriers, tariff and

non-tariff, than anywhere in the world. Our trading partners,

on the other hand, have any number of barriers to U.S.

products. We in agriculture must continue working with our

government to improve this problem.
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Second, the economies of most of the countries of the world

have suffered badly during recent years, tending to hurt our

export sales. This situation has begun to improve, but remains

a problem.-

The two problemss I have just mentioned, however, pale by

comparison to those created by the grossly overvalued dollar.

It is the dollar, more than any other factor, that is choking

off our exports and stimulating imports.

Some have suggested that exporters in the United States are

using the overvalued dollar as a crutch to explain why they are

unable to export. I would urge them to consider the facts.

In August 1980, it took 2.37 U.S. dollars to purchase one

British pound. By the end of February, it took 1.06 U.S.

dollars to buy one British pound.

Apply this to the case of almonds. Assume fir the moment that

we were selling almonds for $1 per pound in 1980 and that our

prices have not changed since then. If you disregard what

inflation has done to our purchasing power, the dollars we are

receiving :zom the British are the same as we received in

1980. The British consumer, though, because of the increase in

the value of the dollar and the decrease in the value of the

pound, is paying the equivalent in his currency of $2.23 ger

pound for those $1 per pound almonds. His price, in this case,

has more than doubled. What we receive stays the same.
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Similarly, the French buyer is paying the equivalent of $2.57

per pound, more than 2 172 times as much as he paid in 1WO.

The German buyer is paying the equivalent of $1.95 per pound,

or nearly twice as much for those $1 per pound almonds.

What has actually happened in almonds is that we have reduced

our price by one-third from $1.88 per oound in 1980 to $1.30

per pound this year. That means our growers are gettinq

one-third less money for their product, a disaster from their

standpoint. But the British buyer, because of the grossly

overvalued dollar/undervalued pound, is Payino 56 percent more

for our $1.30 product than he did for our $1.88 product in

1980. The French buyer is paying 78 percent more, and the

German buyer is paying 35 percent more. Think about that. Our

growers are getting one-third less, but our buyers are oavino

about 50 percent more. All of this is a result of the dollar

relationship with other cur-encies, and nothinq more.

Almond growers have adjusted to the grossly overvalued dollar

by takinq one-third less for their product. Manv others in

agriculture have done the same thing. But neither almond

growers nor the growers of other crops, whether it be grapes,

cotton, wheat, or soybeans, can continue to operate year after

year receiving less than the cost of production. The dollar

must be brought down to a more reasonable level, or

agriculture, as we know it today, will not survive.
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This prospect should not be taken lightly. Approximately

one-third of all the agricultural land in this country is

planted for export. This is true on a national basis, as well

as here in California. For many crops, such as wheat,

soybeans, almonds, rice and cotton, more than half of the crop

must be exported. A recent USDA study shows that more than one

out of every five jobs in the United States has its roots on

the farm. More than 22.7 million Americans -- 22 percent of

the work force -- earn their living in agriculture.

I have told you how agriculture is trying to adjust to the

grossly overvalued dollar. Perhaps we should take a moment and

talk abut how others are adjusting.

By mid-year, 1984, two million of the best jobs in this country

had been lost. Some industries, and this includes farmers,

have made adjustments by simply closing down -- going out of

business. They are bankrupt.

Others are adjusting by moving their production out of this

country and into areas where there is a weak curren.y. The

great Caterpillar Tractor Company and John Deere are two

examples. The distortions created by the grossly overvalued

dollar have forced them to produce their products overseas,

rather than in the heartland of America. Caterpillar has cut
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its work force from 90,000 in lq79 to 60,000 today. This year,

Caterpillar is consolidating its production of truck-type

loaders -- which tave been made in both Davenport, Iowa and

Glasgow, Scotland -- in Glasgow, not in Davenport. Next year,

Cateroillar is going to start production of its D-6 tractor in

Grenoble, France, laying off still more workers in Davenport,

Iowa.

Chrysler and General Motors are not only importinq finished

cars at cheap prices, but are also importing more and more of

the components they put in their so-called American car".

Chrysler has cancelled their plan to build a new U.S. plant,

which would have been worth billions and tens of thousands of

jobs. They will do it overseas instead. Boeing is having

difficulty comoeting with the Airbus. Recently, our largest

international carrier, Pan Am, purchased the Airbus rather than

a domestic product. Boeing is trying to adjust by buying more

and more of the components they put in each finished Boeing

aircraft from oversea& supoliers.

At our own Blue Diamond facility in Sacramento, we have learned

that a piece of packaging equipment that we formerly purchased

from the manufacturer in Sheboygan, Wisconsin, for about

$100,000 can be purchased from the Wisconsin manufacturer's

Italian subsidiary for about $50,000. With the plight our

farmers are in, where do you think we are purchasing that

equipment?
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We have also found that we can buy packaging material, like

cellophane and foil, at about half the U.S. price from

manufacturers in the United Kingdom or Brazil. We, too, are

beginning to do some packing overseas.

Sun-Diamond, a major California cooperative, is moving a great

deal of their processing from Stockton, California, to Tijuana,

Mexico. Tri-Valley, California's largest canner, is

considering doinq some of its fruit processing in Japan.

And the list goes on and on. Two million jobs have already

been lost in this country and the number is climbing rapidly.

This country has been known around the world as the most

efficient world qrain producer. Yet a few months aqo, Cargill,

this country's number one grain trader, found that they could

land grain from Arqentina in the United States cheaper than

they could get it here in this country. A spokesman for USDA,

commenting on this situation, said, "When the river starts to

flow backwards, there is something wrong with the plumbing.*

The "Plumbing" problem, if you will, is the grossly overvalued

dollar.
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The same is true in my favorite food -- almonds. California is

the world's most efficient producer, we are highly mechanized,

we have harnessed the water in the mountains to our advantage

and we use all the most modern cultural practices. We

out-produce our next largest competitor, Spain, at the rate of

10 times as many almonds per acre, producing 1,500 shelled

.ounds per acre versus an average of about 150 pounds per acre

in Spain. But, because of the horrible distortions in the

dollar/peseta relationship, growers are removinq almonds from

production in California, while growers are planting in Spain.

If these alarming trends continue, and I.see every indication

that they will, the day will soon come when this country will

be unable to export anything. Our prices will simply be too

high.

Some might arque that our industries can still depend on the

domestic market. That would be a good idea except that our

prices will be too high here as well. As a result of the

dollar relationship with other currencies, imported products

can come in much more cheaply than we can produce them at

home. That is why there has been a five-fold increase in

imports in just the last four years.
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What sort of an economy will we have if we pan neither export

what we produce, nor sell it here at home? I submit, we will

not have any economy. We will be bankrupt as a nation.

Some people say we will be a service economy. If we do not

have an aqricultural industry, a tourism industry (foreigners

cannot afford to come here, and Americans are finding it

cheaper to vacation abroad), an automobile industry, a steel

industry, a machine tool industry, an aircraft industry, an

appliance irdustry, a TV industry, and a photographic industry,

who are we going to be servicing? Our computer hardware and

software cannot be expected to service the rest of the world.

Some people say we will become a McDonald's economy. But, I

ask, where are people goinq to oet the income to buy those Piq

Mac's?

It should now be clear that something must be done to correct

the grossly overvalued dollar. What, then, should be done?

Before answerinq that question, I would like to take a moment

to explain why the dollar today has such an extremely high

value in the world. There are two basic reasons. Number one,

the United States is considered a "safe-harbor" for overseas

investors -- the safest harbor in the world. No other country

in the world, in the view of the world, is less likely to
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suffer from a civil war, insurrection, overthrow by a foreiqn

Dower, or any other major destabilizing event. The United

States is the very best place you can invest your funds and not

have any fear of losing them due to some unpredictable event.

We are fortunate to live in such a qreat country. The world

perception of this country as a safe harbor is not something

any one of us would suqqest should be chanqed.

The second reason for the strength of the dollar is the very

high real interest rates currently beinq Paid in this country.

While nominal interest rates, the amount a biq borrower pays

for money, have come down from about 21 percent to the

11 percent range, the real interest rates, the difference

between the rate of inflation and the nominal interest rates,

or prime rates, are at an all-time high. Tiis means that a

foreign investor not only receives security and safety, he also

enjoys the highest real interest rates in the world.

If we were in fact in the business of packaqinq investment

opportunities for foreigners, we would either offer them high

rates with little safety or low rates with a qreat deal of

safety. We offer both. This has produced the influx into this

country of foreiqn money, bolsterinQ the dollar to new records

relative to other major currencies.
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It is our qoveenment that is responsible for the dollar's hiqh

value. In this environment, where too many people are trying

to borrow too few dollars, the United States has been the

biggest borrower of all. Real interest rates -- in accordance

with basic principles of supply and demand -- are thus held at

an all-time high.

In just three years, the United States has changed from the

world's largest creditor nation to the world's largest debtor

nation. A few years ago, Americans owned about S150 billion

more abroad than foreigners owned in the United States. Now,

we borrow $100 billion and more abroad to finance our national

debt. During this year, the U.S. foreign debt will exceed that

of Brazil and Mexico, places we formerly complained about as

the world's largest debtors.

In 1974, just 11 years aqo, people were alarmed that our annual

federal budget had a deficit of just over $6 billion. Today,

t!at number has qrown by a factor of 33 times to more than $200

billion annually.

In 1974, again just 11 years ago, people were also alarmed by

the debt that our federal government had accumulated in the

first 19R years of our history -- $486 billion. In the six
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years that followed, we managed to double that debt again to

$914 billion. And by the end of this year, five years later,

we will have doubled the $914 billion debt to $1 trillion, 807

million. This projection is probably understated, since it

assumes a deficit this year of $190 billion when it is likely

to be closer to $222-billion.

One of the problems we have with all these numbers is that none

of us can visualize what a $222 billion deficit really is.

Perhaps r can put it in perspective by asking you to think of

this year's $222 billion federal deficit in some other terms.

For example, the total number of seconds from the time Christ

walked the earth until today is only 63 billion. The entire

area of the earth's surface is a miniscule 197 million square

miles -- I/llth of a billion, compared to 222 billion.

This year, $131 billion, or 14 percent, of the total outlays by

our federal government, will be interest on the national debt.

Put another way, 69 percent of our deficit will be interest on

the national debt. Last year it was 59 percent, and the year

before that it was 45 percent. Again, a very alarming trend.

Our problem, ladies and gentlemen, is that the budget proposed

by the President for fiscal 1986 reduces the budget deficit by

only about $40 billion -- chicken feed when one talks about

federal budgets.
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The Senate talks in terms of a $60 billion reduction in the

annual deficit. At the rate they are ooing in approvinq the

continuation of various programs, there will be no reduction at

all.

The President says we cannot touch defense and social

security. Add those two together and then add in the interest

on the national debt, somethinq we cannot avoid until we have

massive reductions on that debt, and it adds up to about $580

billion out of a $977 billion annual budget.

Given that these untouchable programs plus the interest on the

national debt amount to 60 percent of our total federal

outlays, can we realistically expect to qet the necessary cuts

from the 40 percent that is left? The cuts could be made from

the farm proqrams, but that would only run about $1n billion to

$12 billion a year. Similarly, they could come from Medicare

or the Federal Riqhway Program, but when you get through cuts

in all these programs, they are not enough to reduce the

deficit by $50 to $60 billion this year, and more in the next

few years.

The answer, then, is more revenue. The President, however, has

rejected this approach and was able to use this view

successfully as part of his platform for reelection last year.
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The Democrats, too, are unwilling to propose a tax increase,

since they lost the elction in part because of Mr. Mondale's

tax increase proposal.

All this adds up to a grim and perhaps hopeless situation,

unless the American people speak out and demand action. A call

should he made for across-the-board cuts in every single

category of federal spending. Farm programs, social security,

Medicare, defense, student loans, Small Business Administration

programs, and every other program must be affected. The only

way to bring about massive reductions in federal soendinq is to

spread the cuts in a fair and equitable way over each person,

interest group, and sector of the economy. No one should be

spared except the absolutely destitute and those absolutely

unable to help themselves.

Unfortunately, even if these cuts are made, we will still find

ourselves short of our goal of a $50 to $60 billion reduction

in the deficit in the next fiscal year, with qreater reductions

in the years following. We need, as a realistic qoal, a

balanced federal budget in four to six years. That simply

cannot be attained with cuts in expenditures alone. More

revenue is needed. This means a broadeninq of the tax base, a

change in income tax rates, or perhaps a new form of tax for

this country, such as a consumption tax or a value added tax.
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Time is running out. Next year is an election year. I know we

just finished an election, but next year is another one. If

action is not taken to obtain massive reductions in the deficit

by mid-year, I am afraid our Congressmen are going to be too

busy with their reelection to deal with the verve touch

decisions that massive deficit reductions will entail.

Drastic action by our federal government is needed now. The

huge federal deficit has forced our dollar to an all-time hiqh,

making it impossible for us to sell our qoods both abroad and

at home. Two million American jobs have been lost since 1980.

In steel, we have qone from 13.8 percent imported product in

1970 to 25 percent last year. In autos, we have gone from 15.2

percent imported product in 1970 to 23 percent in 1984, and

that was with a voluntary auto import quota in place. In

machine tools, we have qone from 9 1/2 percent imported product

in 1970 to a staggering 41 1/2 percent in 1984. In wine, we

imoorted 11 percent in 1970 principallyy premium wines),

doubled that in 1980, and by 1984 had increased our imports

(now primarily bulk wine) to a whopping 26 percent. California

wine producers can hardly buy the bottles and labels, let alone

buy the grapes, produce the wine, and ship it for the price

that many foreign producers are delivering their wine for in

this country. As a result, consumption of U.S. produced wines
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has increased only 8 percent in the last four years, while

consumotion of foreLqn wines has increased 39 percent, nearly

five times the growth of our own product.

What r have been talking about today is not a problem specific

to agriculture, but rather a problem for this entire nation,

for its industry and for its agriculture. Tt is a problem that

must be solved if this nation is to remain economically

viable. America, agriculture, the other industries I have

mentioned, and many others r have not mentioned are in grave

danqer of extinction unless the dollar is brought down to more

reasonable values. This is the major problem facing our nation.

If we do not bring about massive reductions in the federal

deficit beginning with fiscal year 1986 and continuing for a

number of years after that, I fear it may be too late. Four

more years will have passed, a new Presidential election will

have taken olace, there will be many new faces in Conqress, and

industry and agriculture, as we have known it in the United

States, will be a memory for all hut a very, very few.
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Written Submission of Eugene L. Stewart, Esq.
Executive Secretary & General Counsel

Trade Relations Council of the United States, Inc.
To the Senate Finance Committee

Concerning the April 23-24 Hearings
on Floating Exchange Rates'

Impact on International Trading

When the dollar was cut loose from gold in 1971 and

the floating exchange rate system was later accepted by the

Congress and the Executive Branch, a fundamental error was made

in the approach to international trade here in the United

States and by our allies abroad. The modification in the

approach to adjusting exchange rates was not coupled with any

modifications to other elements of the trading system to

maintain predictability or provide for the orderly growth and

contraction of industries within an economy. The result has

been the creation of exaggerated artificial comparative

advantages, constraints placed on industries' ability to

anticipate change, and resort to a series of non-tariff

practices to provide the control that the move to floating

exchange rates without modification of the trading system had

eliminated.

This paper briefly reviews the importance of exchange

rate predictability as viewed historically, the failure of the

Government to modify its trade policy to compensate for the

move to floating exchange rates in 1971, and the extent of

overvaluation. Separately submitted is preliminary summary

data from a soon-to-be-released study of the U.S. economy which

demonstrates the hardship that has befallen many U.S. industries

* ea~4L ~ ~ y' ,L.. Cb..J,
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as the floating exchange rate system has generated dollar

values, particularly in recent I-ears, out of line with the

purchasing power parity rates of our trading partners.

1. The international stabilization of currencies was an
essential element in the post-depression international
trade system.

As the Committee is well aware," when the Bretton Woods

system was put in place, a central concern was to reestablish

an exchange rate system that could be fixed, though adjustable,

to permit countries to devalue when the currency was in "funda-

mental disequilibrium," yet provide the market the certainty

and predictability that comes from fixed exchange rates that

are adjusted only infrequently. See general? T. de Saint

Phalle, Trade, Inflation, and the Dollar ist 102-07 (1981); J.

Jackson, World Trade and the Law of GATT at 9 (1969); 89 Cong.

Rec. SA1671 (daily ed. April 7. 1943)(reprint of statement of

Sec. of Treasury: "We feel that International currency stability

is essential to reconstruction in the post-war period and to

the resumption of private trade and finance."); 89 Cong. Rec.

RA1987 (daily ed. April 21, 1943)(statement of Rep. Ford); S.

Rep. No. 452, 79th Cong., 1st Sess. 1-4, 7-8, 10, 28 (1945).

The Bretton Woods program was a response to the

international currency and investment experience of the late

1920's and the 1930's and the termination of the "gold"

* The Finance Committee Staff has prepared a memorandum in
connection with the Coriittee's hearings on "The Role of
Floating Exchange Rates in the International Trading System"
(dated April 22, 1985)(hereinafter "Senate Finance Comuittee
Staff Memorandum") which reviews, inter alia, the history of
Bretton Woods.
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standard. During this period of monetary crisis, international

trade declined because businesses were unable to calculate

foreign exchange risks; currency devaluation wars occurred as

one country would devalue its currency to eliminate the per-

ceived competitive advantage that would flow from another

country's currency depreciation; and export controls, import

quotas, as well as tariffs, were extensively used to provide

some control in the marketplace. E.g., H.R. Rep. No. 406, 76th

Cong., 1st Sess. 2, 7, 9, 10 (1939); S. Rep. No. 591, 96th

Cong., 1st Sess. 2, 3, 6 (1939)("Within the past 5 years over

50 nations have changed the value of their currencies. . .

Furthermore, there is no guaranty that other countries will not

again depreciate their currencies in order to acquire for

themselves a larger share of world trade. . . . That

depreciation of its currency by a leading foreign economic

nation is detrimental to American industries producing for

domestic or export consumption which compete with foreign

producers becomes apparent upon examination of the situation in

1932.")

2. Floating exchange rates can result in the impairment
of benefits flowing from multilateral trade agree-
ments. arguably without recourse; yet Congress in
1974, 1979 and again in 1984 has failed to address
this important defect in existing trade policy.

The GATT system, with its bindings or coauitments in

the tariff reduction area and requirement of MFW treatment,

loses its mutuality of opportunity and becomes overburdensome

on certain countries when exchange rate movements deviate from
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fundamental economic conditions within the country.' For

example, when the United States and Japan (among others) agreed

to a roughly sixty percent reduction in duty rates in 1979

during the so-called "Tokyo Round" of trade negotiations, no

specific mechanism was provided by the Congress, or included

within the trade agreements, to cope with movements of the

exchange rates (beyond changes in comparative inflation rates)

which could in fact nullify the benefit** supposedly to be

* On the objectives of trade negotiations under the auspices of
GATT, see generally J. Jackson, World Trade and the Law of GATT
at 240-41 (1969)["There are three major premises underlying
present procedures for trade negotiations in GATT: (1) that
they will be 'reciprocal and mutually advantageous'; (2) that
results will be generalized through MFN; and (3) that
concessions will be protected from at least some nontariff
barriers by the general provisions of GATT.")

" Article XXIII of the GATT deals with "Nullification or
Impairment" of benefits and presents an apparent cause of
action for the United States to take to cope with the serious
overvaluation of the dollar. Article XOXII states in part:

1. If any contracting party should consider that
any benefit accruing to it directly or indirectly
under this Agreowent is being nullified or impaired or
that the attainment of any objective of the Agreement
is being impeded as the result of

(a) the failure of another contracting party to
carry out its obligations under this
Agreement, or

(b) the application by another contracting party
of any measure, whether or not it conflicts
with the provisions of this Agreement, or

(c) the existence of any other situation,

the contracting party may, Oith a view to the satisfac-
tory adjustment of the matter, make written representa-
tions or proposals to the other contracting party or
parties which it considers to be concerned. Any con-
tracting party thuF approached shall give sympathetic
consideration to the representations or proposals made
to it.

49-032 0 - 85 - 19
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received by the United States or which could result in effective

increases in duty reductions beyond those authorized by the

Congress in the enabling statute. Yet, as history has shown,

the system of flexible exchange rates has resulted, particu-

larly in the last three years, in a total nullification of the

benefits to be received by the United States, not just from

Japan but from many of our other trading partners as well. The

U.S. has confronted an increase in trade barriers on its exports

(which can be viewed as either an increase in effective tariff

rates in Japan and many of our other trading partners or as an

(footnote from previous page continuedJ

GATT, BISD Vol. IV at 39-40 (1969).

Whether Article XXIII deals affirmatively with the floating
exchange rate difficulties imposed on the United States in the
last few years has not to date been tested. Prior case law
under OATT on Article xxIII suggests that nonviolation nullifi-
cations are actionable only if the subsequent events could not
reasonably have been anticipated. The Australian' Subsidy on
Ammorian Sulphate, GATT Doc. No. CP. 4/39 (Apr. 3, 1959). See
R.E. Hudec, "Regulation of Domestic Subsidies Under the MTN
Subsidies Code," Interface Three: Legal Treatment of Domestic
Subsidies at 1, 2-8 (1984). By 1979, it is at least arguable
that the United States should have been able reasonably to
anticipate that dramatic swings in exchange rates could occur
that would be divorced from underlying economic phenomena
within a particular country.

Article XIX of GATT ("Restrictions to Safeguard the
Balance of Payments") is a vehicle which permits temporary
action to correct balance of payments difficulties in certain
circumstances. While Article XXI provides the legal
Justification for import limitations (including a surcharge
(see, e.q., in these hearings, Statement of Robert W. Galvin,
ChiTrman of the Board and Chief Executive Officer, Motorola,
Inc., Attachment 2 (April 24, 1985)); Senate Finance Committee
Staff Memorandum at 27-28), it was conceived in a time when
exchange rates were fixed and operates in a context which does
not recognize the nullification of benefits to a signatory and
hence potentially subjects the country to retaliation if the
action taken is not deemed consistent with the requirements of
Article XII.
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export tax imposed by virtue of the value of the U.S. currency)

and the total elimination of tariffs, plus the provision of

price subsidies, on its imports. As recognized nearly fifty

years ago by then Director of Monetary Research at the Treasury

Department, Harry Dexter White, in talking about the effects of

a foreign country's devaltkation on U.S. imported merchandise:

It is just as though you cut the tariff, except that
you are cutting more than a proportion of the tariff,
because it is very frequently an ad valorem rate, and
therefore if you were to reduce a foreign currency by,
let us say, 30 percent . . . then it might be equiva-
lent to a cut on a 50 percent duty of, not 30 percent
but from 50 to 100 percent, depending upon the basis
of comparison and upon the extent to which the
American importer gets the full advantage.

Devaluation of the Dollar and Stabilization Fund, Hearings

Before a Subcomm. of the Sen. Comm. on Banking and Currency,

76th Cong., 1st Sess. 152-153 (1939).

The essential nullification of the U.S. trading

benefits has been recognized, at least with respect to Japan,

by the members of this Committee and nearly all other members

of the Senate, although the focus of the nullification concerns

was on the limitations of access to the Japanese market. As

stated in Sen. Con. Res. 15, "the high value of the dollar

relative to the yen effectively subsidizes Japanese exports to

the United States and taxes United States exports to Japan."

See also 131 Cong. Rec. H1769 - 1816 (daily ed. April 2, 1985)

(re H. Con. Res. 107). See also Testimony of Colby H. Chander,

Chairman and Chief Executive Officer, Eastman Kodak Company,

before the Senate Finance Committee, at 6 (April 23, 1985).

Despite the now 13-year history of floating exchange
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rates and the apparent recognition by the Congress of the

serious adverse consequences that flow from such currency

systems to the domestic economy, its industries and workers,

the Congress has not modified the ground rules for U.S.

participation in multilateral trade arrangements and has not,

with one exception, modified any of the statutory avenues of

relief for adversely affected domestic industries to eliminate

or offset the recognized harm. Yet there have been at least

three major revisions in U.S. trade laws: the Trade Act of

1974 (Pub. L. 93-6181; the Trade Agreements Act of 1979 (Pub.

L. 96-391; and the Trade and Tariff Act of 1984 [Pub. L.

98-573).

In the 1974 Act, Congress provided an avenue which

appeared to require the Executive Branch affirmatively to deal

with trade distortions flowing from floating exchange rates.

Section 122 of the Act (19 U.S.C. 5 2132) states:

(a) Whenever fundamental international payments
problems require special import measures to restrict
Iprts-

(1) to deal with large and serious United
States balance-of-payments deficits,

(2) to prevent an imminent and significant
depreciation of the dollar in foreign exchange
markets, or

(3) to cooprate with other countries in cor-
recting an international balance-of-payments
disequilibrium,

the President shall proclaim, for a period not
exceeding 150 days (unless such period is extended by
Act of Congress)--

(A) a temporary import surcharge, not to
exceed 15 percent ad valoren, in the form of
duties (in addition to those already imposed, if
any) on articles imported into the United States:
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(B) temporary limitations through the use of
quotas on the importation of articles into the
United States; or

(C) both a temporary import surcharge
described in subparagraph (A) and temporary
limitations described in subparagraph (B).

This authority can be exercised against one or more countries

where the major balance of payment problems are with those

countries. 19 U.S.C. S 2132(d)(2). Despite admittedly very

large and serious balance of payments problems in recent years

(See, e.g., Economic Report of the President (Transmitted to

the Congress February 1985) at 344-45; Subcorv. on Int'l Trade,

Investment and Monetary Policy of the House Comm. on Banking,

Finance and Urban Affairs, Foreiqn Exchange Value of the Dollar

at 4, 10 (1984)(Comm. Print 98-12)), the President has taken no

action under section 122. Indeed the section has never been

utilized nor, to my knowledge, have the consultation provisions

of section 122(b) ever been invoked.

This inaction, coupled with the number of surcharge

bills which have been recently introduced in Congress (e.g.,

H.R. 1139, S. 761, S. 770 and S. 906), suggest a perception by

the Executive Branch and the Congress that section 122 is not

designed to cope with the difficulties caused by the rise in

the value of the U.S. dollar.

The Congress did not provide any other vehicle for

preventing or stopping the harm caused by significant swings in

currency value in any of the three trade bills or in other

legislation. Remedies such as the escape clause have either

been interpreted quite'narrowly, making their usefulness highly
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questionable until grave injury has been suffered, or have been

interpreted in a light which suggests that exchange rate

movements could defeat entitlement to relief altogether! See,

e.g., Stainless Steel and Alloy- Tool Steel: Report to the

President on Investigation No. TA-201-48 Under Section 201 of

the Trade Act of 1974, USITC Pub. 1377 at 36-37 (May 1983)

(views of (then) Commissioner Stern) ("The high interest rates

are without any doubt a major reason for the overvaluation of

the U.S. dollar in the exchange markets, and this overvalu-

ation, along with other factors, has led to the decline in

exports from the United States. .. . (Tihe decline in U.S.

exports was also a more important cause of injury than imports

and was perhaps as significant as the exceptional decline in

demand.").

3. A measure of the extent of the overvaluation of the
dollar in 1982-84 resulting from exchange rate
movements

While the cause or causes of the overvaluation of the dollar

have received considerable focus, but little consensus,

No one disputes the simple facts of dollar appreci-
ation. According to Chairman Feldstein, "Since 1980,
the exchange value of the dollar has increased nearly
50 percent relative to the other major currencies of
the world after adjusting for differences in infla-
tion." Other measures of dollar strength reveal the
same broad picture: to a degree no one anticipated
and no one can fully explain, the dollar began, about
mid-1980, an unprecedented, sustained real appreciation
that has deeply undercut the competitiveness of our
export and import-competing industries. No witness
doubted that this real appreciation is a major
proximate cause of our sharply rising trade deficit,
or that it severely damages firms producing traded
goods. Chairman Feldstein: "It is the rise in the
real exchange rate of the dollar relative to the other
major currencies of the world that is the primary
reason for the substantial trade deficits that the
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American economy is now experiencing . ... These
trade deficits reflect a substantial decline in U.S.
exports and a large rise in U.S. imports. Both of
these trends are doing very substantial damage to
major segments of American industry." Under Secretary
Sprinkel: "There is no question that dollar apprecia-
tion has made imported products highly competitive
with domestic production. And there is no question
that U.S. products have lost competitiveness in
international markets over the last four years."

SubcocmU. on Int'l Trade, Investment and Monetary Policy of the

House Comm. on Banking, Finance and Urban Affairs, Foreign

Exchange Value of the Dollar at I (1984)(Comm. Print 98-12).

While the above quoted material reflects the reality

that many of our major trading partners' currencies have been

seriously undervalued vis-a-vis the dollar during the past four

years (or the dollar overvalued), these comments will focus on

Japan. There have been a series of hearings in the past

several years that have specifically examined what a fair

conversion rate for the yen into dollars would be. Excerpts

from some of these hearings are included below:

My bottom line on what needs to be done is identi-
cal to Mr. Elder's: The yen rate must strengthen to
somewhere between 180 and 200 to the dollar and it
must do so quickly. Most Japanese, as he said, agree
that the yen needs to rise. Some would say 210 is
enough, or 220 is enough, but everybody agrees that it
needs to rise.

Current Exchange Rate Relationship of the U.S. Dollar and the

Japanese Yen, Hearing before the Subcoiu. on Trade of the House

Comm. on Ways and Means, 97th Cong., 2d Sess. 11 (1982)

(statement of C. Fred Bergsten, Director, Institute for

International Economics).

I would say, Mr. Chairman, having talked to
perhaps 30 different important people in Japan,
including press, academics, business people,
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government people, the range of values on a trade
competitive basis now are agreed within Japan to be
somewhere between 180 and 210 to the dollar versus
what we have had recently, 250 to 275.

Id. at 34 (statement of Peter G. Peterson, Chairman of the

Board, Lehman Brothers Kuhn Loeb Inc.).

First, we should clarify -- to ourselves and to
the Japanese -- that correction of the currency
misalignment is the cardinal policy objective for the
foreseeable future -- indeed, until the yen
strengthens to perhaps at least 200:1 against the
dollar.

Id. at 53.

Well, the problem today is that the rates are
simply misaligned. It is not that they vary too
much. They are simply misaligned, and- a rate of the
dollar to the yen, which by most calculations of
purchasing power parity or any rational theory ought
to be around 180 or possibly 200 or even 210, whatever
you want, something in the range of 185 to 200, has
recently been as high as 275.

Id. at 108 (statement of Lawrence A. Fox, Vice President for

International Economic Affairs, National Association of

Manufacturers).

MR. PEASE. We heard this morning private witnesses
say that they thought the exchange rate for the yen
ought to be somewhere between 180 and 200 to the
dollar. What would you put the figure at?

MR. NISKANEN (Member, Council of Economic Advisors).
The calculations which we made suggest that the
purchasing power parity natural rate at the moment
would be around 220. The allegations or assertions
that have been made that the appropriate exchange rate
is in the 180 to 200 range I think are not consistent
with what happened at a time when the yen was that
strong.

In the year or two following that very strong
yen, the Japanese had a big current account deficit,
and that is the best indication that the yen at that
time was unusually strong rather than at its natural
rate.

rd. at 170-71.
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There is an urgent need for the United States and
Japan to declare publicly their intention to solve the
problem and work out a joint program to bring the yen-
dollar rate to 200:1 or less as quickly as possible,
from the current level of about 240:1. through some
combinations of the steps mentioned here.

U.S. Economic Relations with Japan, Hearing before the Senate

Comm. on Foreign Relations, 98th Cong., 1st Sess. 29 (1983)

(statement of C. Fred Bergsten, Director, Institute for

International Economics).

We agree with the views expressed above that the dollar

has been overvalued vis-a-vis the yen by considerable amounts

during recent years. Our method of estimating the degree of

overvaluation is predicated upon three assumptions: (1) that at

some period prior to 1980, the exchange rate between the yen and

dollar roughly reflected the purchasing power of the two curren-

cibs ("purchasing power parity*); (2) the extent of exchange

rate appreciation (or depreciation) that exceeds the difference

in inflation rates creates a competitive disadvantage (advan-

tage) that is not connected with the underlying strength of the

domestic industries producing the goods, but rather with condi-

tions beyond the industries' control (e.g., national monetary

policy, interest rate differentials, political stability, specu-

lation); (3) Congress does not intend to penalize domestic

industries or their workers where the comparative advantage of

foreign goods is due to the conditions identified in (2).

The second assumption reflects common sense: if in

year 1, the wholesale price of a loaf of bread is Y300 in Japan

and $1 in the United States, an exchange rate of Y300/$l

represents parity of purchasing power (this hypothetical picks
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a product assumed to be "typical" of the national cost/

efficiency profile). If by year 5, the wholesale price of a

loaf of bread has risen to Y400 in Japan and to $2 in the

United States, an exchange. rate of Y200/$1 represents the

revised parity of purchasing power, reflecting the differences

in wholesale price increases (which in turn reflect differences

in productivity, wage pressures, raw material costs, and the

like). To the extent that the exchange rate in year 5 provides

fewer yen to the dollar than 200 (e.g., Y185/$), the U.S.

product (and hence the U.S. industry) has a competitive

advantage that has nothing to do with the industry's own

efficiency or cost structure. Similarly, to the extent that

the yen/dollar exchange provides more yen than 200, the U.S.

product and industry face a disadvantage that has nothing to do

with its own efficiency or cost structure but rather is caused

by an exchange rate mechanism which is not coordinated with

parity of purchasing power. See, e.g., Paine Webber, "The

Dollar: Boom, Bust or Soft Landing," p. 2 (April 9, 1985).

Sucb "advantages" or "disadvantages" are present in a

fixed exchange rate system as well, with equilibrium (from a

purchasing parity perspective) being regained only infrequently

at a devaluation or appreciation. However, the extent of bias

for industrialized countries tends to be more readily predict-

able because of more comparable levels of inflation and less

severe in any given year than the value swings possible under

floating exchange rates.

The Table and Chart on the following pages present the
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actual exchange rates for the yen/dollar during the period 1978

- 1984, based upon figures reported by the Federal Reserve

Board. In addition, data on purchasing power parity exchange

rates are presented using 1978 and 1981 as benchmark exchange

rates.

The year 1978 was selected as representative of

purchasing power parity because of the continued strong surplus

in the Japanese current account balance and trade balance

despite the healthy value of the yen. E.g., Economic Report of

the President (January 1979) at 303; (February 1982) at 353.

Moreover, 1978 was the last year for which full data would have

been available to the Congress and the Executive Branch during

the concluding negotiations on the Tokyo Round of Trade

Negotiations. Presumably, the concessions to be made by the

United States during the negotiations would have taken into

consideration competitive conditions in Japan, especially in

light of the Industry Sector Advisory Committee (ISAC) program

used in the Tokyo Round to provide industry input.

A second year, 1981, was selected for purposes of

comparison as it represents the lowest annual exchange race

before the sharp increase in value of the dollar in 1982-84.
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Yen/Dollar Comparison Table

1978 Benchmark

Official
Year Exchange Rate

1978
1979
1980
1981
1982
1983
1984

208.33
218.18
225.68
220.11
249.06
237.55
237.45

1981 Benchmark

Official
Year Exchange Rate

1981
1982
1983
1984

220.11
249.06
237.55
237.45

Purchasing Power
Parity Rate

195.60
193.24
188.52
173.28
173.62
165.30

Purchasing Power
Parity Rate

202.32
202.72
193.00

Difference
I n Yen In.

22.58 11.54
32.44 16.79
31.59 16.76
75.78 43.73
63.93 36.82
72.15 43.65

Difference
In Yen In_

46.74
34.83
44.45

23.10
17.18
23.03

Sources: Federal Reservi Bulletin. U.S. Federal Reserve System; Joan
Statistical YearbookH Prime Minister's Office; Survey of Current
Business. U.S. Oopartfent of Commerce
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As the chart and table make obvious, the dollar has

exceeded its purchasing parity with the yen by roughly 40%

during the last three years. When it is recalled that all U.S.

manufacturing corporations averaged net profits before tax (as

a percent of sales) of only 4.1% - 8.1% during the thirteen

quarters between 3Qtr 1981 -and 3Qtr 1984 (Federal Trade

Coamission (and more recently U.S. Department of Commerce),

Quarterly Financial Report for Manufacturing, Mining and Trade

Corporations (various issues)], the fact that U.S. industry is

being seriously harmed becomes self-evident. Such a skewing of

the competitive environment leads companies to forego or post-

pone investments in the United States, strips U.S. companies of

the profits necessary from existing U.S. investments to remain

technologically competitive, and sows the seeds for worldwide

excess capacity in industries benefiting from investment

incentives artificially created through temporary exchange rate

advantages. See, e.g., Testimony of Lawrence A. Fox, Vice

President, International Economic Affairs, National Association

of Manufacturers on The Dollar Exchange Rate and the U.S. Trade

Deficit, Before the Senate Finance Committee ("NAM Statement"]

at 2-6 (April 24, 1985). Finally and critically, the skewing

of the competitive environment forces down the wages of workers

to permit some minimal survival of industries suffering injury

fro misaligned exchange rates. This condition is reminiscent

of the economic environment of the )ate 1920's and 1930's when

the world passed quickly into massive depression (one of the
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heaviest burdens of floating exchange rate skewing falls on the

individual worker.) Many workers in the United States today

have gone from earning a decent living (and being competitive

internationally at an exchange rate close to purchasing power

parity) to enduring a lower standard of living despite

increased productivity when floating exchange rates have

diverged from purchasing power parity in the last four years.

If U.S. industries and their workers are not to be

sacrificed needlessly, any remedy, or combination of remedies,

chosen by the Congress must address this fundamental divergence

of exchange rates from any likely purchasing power parity level.

Modification of the section 201 "escape clause" provision to

ensure that movements in exchange rates that encourage increased

imports constitute a basis for granting temporary import relief,

imposition of temporary quotas, a tariff surcharge (sliding in

response to movement of the exchange-rate) against Japan alone

or Japan and a few other key countries, establishment of guide-

lines for automatic review by the Executive Branch of the advis-

ability of employing section 122 of the Trade Act, increased

EXIM Bank financing during periods of overvaluation of the

dollar, as well as the many monetary and other recommendations

that others have presented to this Committee on April 23rd and

24th [e.g., NAM Statement at 10-14; Testimony of Rudolph A.

Oswald, Director, Department of Economic Research, American

Federation of Labor nd Congress of Industrial Organizations at

5-12 (April 24, 1985); Statement of Gary Clyde Hufbauer, Senior
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Fellow, Institute for International Economics at 13-14 (Apr.

13, 1985)], are all possible options.

4. Summary of the TRC Study: Statistical Review of the
Impact on Domestic Industries.

The separate TRC summary provided to the Committee

presents a computer compilation of all public data felt to be

relevant to the economic growth and foreign trade of U.S.

manufacturing industries. The statistical compilation was

prepared by the Trade Relations Council as a service to its

members, to U.S. manufacturing industries generally, to the

Congress, to the Executive Departments of the U.S. Government

and to all who have an interest in the impact of foreign trade

on employment, output, and growth of U.S. manufacturing

industries.

The summary data submitted consist of part of the data

compiled on the two digit SIC industry groups, including total

figures for total manufacturing, total durables and total

nondurables. Import and export data for the total groupings

are preoGnted two ways: landed cost duty paid/f.o.b. mill

(est. at 90% of reported official export statistics); and

f.o.b, foreign port/f.a.s. U.S. port. Import and export

s ttistics for 'the other two digit industries are presented

only on a landed cost duty paid/f.o.b. U.S. mill basis in this

special preliminary summary report.

Domestic industry data are only available through

1982. Foreign trade statistics are available through calendar

year 1984. The charts included with each two-digit industry



581

- 20 -

data series graphically display the dramatic worsening of the

U.S. trade balance in recent years as well as the coincidence

of that worsening with the appreciation of the dollar.

We would be pleased to provide the Committee or its

Staff with any supplemental or clarifying information desired.

Respectfully submitted,

L. Stewart, Esq.
ltiv Secretary and

General Counsel
Trade Relations Council of the

United States, Inc.

Stewart and Stewart
1001 Connecticut Avenue, N.W.
Washington, D.C. 20036
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THE DOLLAR'S BORROWED SMENGTH

(By Otmar Emminger, former President of the Deutsche Bundesbank)

I. INTRODUCTION AND-SUMMARY

This essay is based on a speech given in New York on January 30, 1985, shortly
before the dollar reached its (preliminary) peak of Dmark 3.47 on February 26, 1985.
It cannot be excluded that by the time this essay appears in print, the dollar may
no longer be flying high, or even have turned around toward some decline. But it is
very likely that it will remain "strong"-in the sense that its exchange rate in rela-
tion to other major currencies will remain far above its relative purchasing power
parity, however calculated. Even if the dollar's strength should have lost its momen-
tum, it will still be of interest to consider how this strange distortion in the world's
currency system-which the London "Times" has recently elevated to the rank of
an "exchange rate crisis"-has come about, and what its effects have been. These
are the two main questions I am going to deal with. I shall round this off by a brief
glance at the future prospects of the dollar-inevitably a very tentative view for the
short run, but a more certain one for the longer run.

Over recent years the exchange rate of the dollar has become by far the most im-
portant price in the world economy (while ten years ago this role would have been
attributed to the oil price). Especially at its present distorted value, it has an enor-
mous impact both on the American economy and on the rest of the world. The
overly high dollar is changing-some would say distorting-the structure of world
trade and of major economies, beginning with the American economy. It is itself the
result of a staggering shift in the regional structure of international capital move-
ments with the result that the United States, the richest country in the world, is
now attracting capital imports which, on a net basis, are much more than double
the total capital imports into the Third World, and is financing about a quarter of
its total capital needs from foreign sources. Taking all together, it is the largest im-
balance the world economy has seen for a long time.

My thesis will be that, contrary to some official views on both sides of the Atlan-
tic, the impact of the high dollar has been, on balance, rather favourable for the
Europeans-despite some inherent risks and dangers-while the negative effects are
falling increasingly on the American economy. Thus, the high dollar is becoming
more and more an American problem.

The prolonged strength of the dollar has not only been the most important, but
also the most over-explained-and maybe least understood-economic event of our
time. At first sight it is a paradoxical phenomenon: What for every other currency
would be a source of weakness-huge budget and trade deficits-seemed to drive the
dollar higher and higher. And often the dollar got an upward push in the markets
when the American money stock M, rose disproportionately for a few weeks. All
this tallies perfectly with the definition of a paradox, which according to Webster's
Dictionary is "a statement that is seemingly contradictory or opposed to common
sense, yet is perhaps true".

A bewildering number of different explanations have been offered for this para-
doxical and unique phenomenon. They range from vague political and psychological
generalities, like a strong country has a strong currency; the strong dollar is a vote
of confidence for the U.S. and against Europe; the political and social stability of the
United States attracts money from all over the world (safe-haven motive); the dollar
will remain strong as long as Republicans rule in the White House ("Reagan
bonus"); there is no real alternative to the dollar for foreign investors, etc.-to a
number of very diverse economic explanations, like high interest rates in the
United States; the impressive decline of inflation in the United States since 1981;
the high profit potential of the American economy in general; the superior perform-
ance of the American economy, especially the contrast between the dynamic and
flexible American economy and the "sclerotic" European economies; the American
tax benefits for profits and new investment; the use of the dollar as the world's
main trading and financing currency, which is allegedly creating a growing demand
for dollars; the urgent demand for dollars by highly-indebted countries (as if they
had surpluses in Dmark or Yen which they could convert ifito dollars!); or-to use
President Reagan's recent explanation-the fact that America's trading partners
have not caught up with the U.S. recovery (which places the responsibility for the
strong dollar plainly on the "weaker" industrial countries).

There can be no doubt that the overriding influence on the exchange rate of the
dollar is capital flows, which have completely overwhelmed the influences of the
trade and current account balances. The crucial questions are: who are the chief for-
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eign investors in dollar assets? And what are their main motivations? This is a very
wide and complex field.

But before venturing into some nebulous generalities, it is necessary to take a
glance at the present composition of the American capital balance. This look at the
actual facts shows some astonishing results, which disprove a number of oversimpli-
fied onesided explanations. The most important examples are the following:

Between 1982 and 1984, when the American capital balance vis it via the rest of
the world improved by a staggering $90 billion (net),' the total inflow of foreign
money (gross) into the United States increased hardly at all. The net improvement
in the capital balance was practically accounted for by a sharp drop in American
private lending abroad (from $108 billion in 1982 to $13 billion in 1984). Only a part
of this tremendous drop can be explained by reduced bank lending due to the inter-
national debt crisis.

A look at the facts also shows that the high dollar has been supported much more
by capital flows from Japan than by those from Europe; and Japan cannot possibly
be characterized as suffering from anything similar to "Eurosclerosis" or from a
lower economic performance or profit potential than the United States.

Moreover, a factual analysis of the motivations should not overlook the fact that
in 1984 the flow of foreign funds into dollar assets was strongly promoted by several
actions of the American administration, notably the abolition of the 30 percent
withholding tax for foreigners as well as the American-Japanese agreement on the
liberalisation of the Japanese capital market. For a foreign observer it is difficult to
understand why the American side voluntarily increased the disturbing payments
imbalance at a moment when its impact was beginning to fall so heavily on the
American economy.

As concerns future prospects, the unbalanced American external position has
sometimes been compared to the famous Tower of Pisa: obviously leaning, but unex-
pectedly stable. But sooner or later, some correction of the extravagant external
deficit, and with it of the dollar, will become inevitable. The risk of an abrupt fall of
the dollar, with its possible impact on American inflation and interest rates, is be-
coming a major threat to the American economy, but with its possibly disturbing
effects on trade also to the rest of the world. I will try to show that in the case of a
turnaround a "soft landing" of the dollar is still more likely than the widely feared
"collapse".

11. THE "FUNDAMENTAL FACTORS" AND THE DOLLAR

Over the last few years, most forecasts about the dollar have turned out to be
wrong. Even those who strongly believe in dollar strength for general political and
psychological reasons, irrespective of interest rate and trade developments, have
sometimes got their forecasts wrong. Thus, several U.S. government officials had
forecast near the end of 1983 that the dollar had probably reached its peak and was
likel., to show a moderate decline in 1984. In actual fact, the dollar rose in the
course of 1984 by 15 percent against the Dmark and 12 percent against a weighted
basket of major currencies.

There are good economic reasons for this unpredictability. The dollar is unpredict-
able mainly because of its dependence on a multitude of very diverse capital flows,
with a variety of motivations-for example foreign purchases of American bonds
and shares, direct investment in the United States, investment of official exchange
reserves in dollar assets, but also borrowing abroad by American companies, foreign
lending by American banks, capital flight from weak countries, changes in the leads
and lags of trade payments, and also speculation, with its erratic effects on ex-
change rates, etc. Paul Volcker once said this dependence of the dollar on a variety
of different capital flows makes the dollar trend a "Russian roulette".

Some of the forces behind these capital flows are of a fundamental and longer-
lasting nature: e.g. large structural differences in interest rates and earnings pros-
pects, or fundamental differences in political and economic stability between the
United States and other countries. Thus, it would be wrong to include among the so-
called "fundamentals" only the conventional factors, namely inflation differences
and trade and current account trends. In the case of the dollar, more than for any
other currency, some deepseated influences on capital flows are certainly "funda-

I This is an approximation, derived from the deterioration of the American payments deficit
on current account from $9 billion in 1982 to nearly $102 billion in 1984. The absolute figures
for this deficit (and the corresponding net capital imports) are a little uncertain; but the magni-
tude of the huge change since 1982 cannot be doubted.
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mentals", too; and at present they are more powerful than the so-called "traditional
fundamentals".

If one takes account of the fundamentals in the American capital balance, one
could perhaps say that the high dollar is not "overvalued"-because in a market
sense it is not. But that does not alter the fact that the exchange rate of the dollar
is "distorted" or misaligned, if measured against cost and price relationships, and
that this misalignment has an enormous impact on competitive positions and on
trade. The fact that the fundamental factors of the American capital balance have
overpowered other fundamental factors is one of the major problems of the present
international exchange rate system. The distortion in the competitive positions has
become a source of dangerous protectionist pressures. And it is, of course, an anoma-
ly that the wealthiest country in the world is, on a net basis, borrowing abroad on
an unprecedented scale.

We sometimes hear that the predominance of capital movements over other fun-
damentals is a new phenomenon, and that it has made traditional textbook wisdom
and former experience obsolete. How short are people's memories! Already in the
early 1960s the dollar's position was dominated by capital flows for a number of
years. At that time America put up the best performance as concerns price stability
and ran surpluses in its payments balance on current account. And yet it suffered
such great capital outflows and gold losses that in 1963/64 an interest-rate equaliza-
tion tax on certain capital exports was introduced (and maintained until 1973).
There was, however, a fundamental difference from the present situation: In the
early 1960s America was the low-interest rate country of the world; today it is a
structural high-interest rate country. This has reversed the signs of the problem.

The fact that the exchange rate of the dollar is more dominated by capital move-
ments than that of any other currency puts the dollar in a class by itself. This is
reinforced by the unique position of the dollar as the world's chief reserve and inter-
vention currency, and as the dominating currency in the international financial
markets. The United States does not have, as a rule, a financing problem for its
payments deficits-in contrast to practically all other countries. Therefore the
United States can afford-or up to now has believed it can afford-the luxury of a
passive balance-of-payments strategy (i.e. of "benign neglect").

All this means that the rules for exchange rate policies, adjustment and financing
of payments deficits, and also for intervention in the exchange markets, can be very
different for the dollar as compared with all other currencies. The Oiflar is the only
currency for which it can be said with certainty that under conditions of capital mo-
bility it can only function as a fully flnating currency; any fixed dollar rate, or even
a mere target zone for the dollar, would sooner or later be toppled by the enormous
amount of highly liquid and volatile dollar holdings in the world and by irresistible
capital flows. As experience has shown, other major currencies can function fairly
well in a regional system with firm, but readily adjustable parities, especially
when-as in the European Monetary System-the mutual payments relations are
determined more by a very large volume of trade and service transactions than by
capi al transactions.

I1. THE DRIVING FORCES BEHIND THE CAPITAL FLOWS

I have already emphasized that the dependence of the dollar on a variety of cap-
ital flows makes its future prospects nearly unpredictable. The only thing we can
predict with any confidence is that the present payments imbalance and exchange
rate distortions are not sustainable for ever. However, nobody can predict when the
inevitable turnaround will come. Nor is it as yet foreseeable whether it will be
forced upon the United States from abroad-e.g. by a decline of confidence on the
part of foreign investors-or whether the United States will itself be lowering its
need for foreign funds-e.g. by cutting its budget deficit or by sliding into a reces-
sion, with a consequent significant decline in dollar interest rates.

To gain at least some idea about the sustainability (or otherwise) of the present
constellation we have to look more closely into what has happened up to now. If we
measure the net capital imports of the United States by the payments deficit on
current account, we see an increase from $9 billion in 1982 to $42 billion in 1983
and to $102 billion in 1984.2 What have been the driving forces behind this stagger-

2 Even if the current account deficits were actually lower by annual amounts of $10 to $15
billion (because not all invisible income was recorded), the upsurge from 1982 to 1984 would still
be staggering
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ing increase? Are they likely to persist? There are some schools of thought which
believe they can give clear-cut answers-very contradictory answers. Some are very
optimistic, others very pessimistic for the dollar.

The dollar pesimists believe that the dollar is on the brink of collapse because
the huge current account deficit is unsustainable, or because American interest
rates are bound ts, go down with the threat of a recession, and above all because a
very large part of tho capital flows into the dollar is in their view "hot money" and
very unreliable.

The dollar optimism s believe that the dollar will remain high for a long time to
come. In their view its value is mainly determined by confidence in the political and
economic stability of the United States and by the superior performance and earn-
ing power of ts economy. Some very vocal advocates of this view (e.g. Professor
Giersch, president of the Kiel Institute oi World Economics) emphasize in particular
the contrast between the high flexibility and technological lead of the American
economy versus the rigidity and alleged technological lagging behind of the Europe-
an economies (what they call "Eurosclerosis"). In their view, this difference between
the United States and Europe will keep the dollar high irrespective of interest rate
movements or current account deficits. This view is often called the "portfolio
theory" of the dollar. Mr. McNamar, former Deputy Secretary of the U.S. Treasury,
recently defined this portfolio theory as follows: 3 "Exchange rate movements are a
function of investment preferences at a country level . .. I believe the dollar's
strength reflects, not some temporary interest rate or trade balance factor, but a
fundamental relative improvement in U.S. economic policies, performance and pros-
pects compared to the other reserve countries.".

Which of these mutually exclusive opinions is right: the optimistic or the pessi-
mistic one? In my view both are misleading, because both take partial aspects as an
explanation for the whole. This shows up clearly when we look more closely at the
actual composition and development of the American capital balance (cf. table).

3 At the Davos Symposium, Davos, Switzerland, February 2, 1985.



CAPITAL BALANCE OF THE UNITED STATES
[in bis of dotars]

Foreign assets M the United States: cwM U.S. Aets abrol: capital otflows (net) = - Net mo ent net capiW kfl = +o (net) = +

1982 1983 1984 , 1982 1983 1984 * 1982 1983 1984'

Official transactions: (U.S. and foreign) ........................................................................ 3.3 5.3 3.0 -11.1 -6.2 -8.6 -7.8 -0.9 -5.6
Private transactions (total) 1 ........ ................................................................................. 124.8 85.7 119.8 -107.8 -43.3 -12.6 +16.9 +42.4 +107.2
Of which-

Direct investment .................................................................................................. 14.9 11.3 21.2 +4.8 -4.9 -6.0 +19.6 +6.4 +15.2
U.S. Treasury securities ........................................................................................... 7.1 8.7 225 ....................................................................... + 7.1 + 8.7 + 22.5
Other securities (bonds and stocks) .............................. 6.4 8.6 13.0 -8.1 7.7 -4.8 -1.7 +0.9 +8.2
Claims (-) and liabilities (+) of US. banks .................................................... 65.9 49.1 27.6 -111.1 -25.4 -7.3 -45.1 a 23.7 +20.3
U.S. non.banks (corporations etc.) ......................................................................... -2.4 -1.3 2 (5.5) +6.6 -5.3 2 (+5.6) +4.2 -6.6 a (+11.1)
Une ded inflows (net) ...................................................................................... 32.9 9.3 3 (30.0) ........................................................................ +32.9 +9-3 (+30.0)

Balance on current account ........................................................................................................................................................................................................................................... .. . 9.2 - 41.6 - 101.6

l ind. accorded OW (net) = "statistral iscrpa c-y".
2Omns aid kab*ei of US wn-bxft voe ailable only for tfe fist three aarters of 1984.
, Unrecorded captl finos indude Ire net IMen bornowing 0 uS corporabons m the frI water of 1984 (they are not yet available).

roCA
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First, by far the largest change between 1982 and 1984 was the decline in foreign
lending by American banks, namely from $111 billion in 1982 to nearly zero in 1984.
This would by itself explain the net improvement of the American capital balance
over this period! Even if we take this enormous change on the credit side of the
American banks together with the changes in their liabilities to foreigners, the
turnaround of the American banks from being net lenders to net borrowers from
abroad is still by far the largest change in the capital balance between 1982 and
1984. Apart from the effect of the international debt crisis on bank lending, there
have also been other constraints on foreign lending by American banks, and prob-
ably a lower demand for dollar credit on the part of other industrial countries.
Where does this leave the portfolio theory, which tries to explain everything by the
decisions and preferences of foreign investors?

Second, among the recorded capital inflows, a growing part has been due to bor-
rowing abroad by American corporations, mostly at medium term in the Europmar-
kets 4 For the foreign lenders, it certainly could be counted among dollar portfolio
movements. But the initiative has been on the American side, and these transac-
tions were certainly not carried out irrespective of the interest rate differentials.

Third, for those who plead that the overriding attraction has been the dynamism
and the higher earning power of American business, the statistics hold a disappoint-
ment in store. For this high earning power should chiefly be reflected in foreign
purchases of American stock and foreign direct investment in the United States.
Both items together contributed, however, relatively little to the financing of the
enormous increase in the American current account deficit. They constituted in
1984 no more than about one fourth of the total recorded inflows of private capital.
After all, since the middle of 1983 the Ameircan stock exchange has performed less
well than the Japanese and some European stock exchanges.

Fourth, a look at the geographical sources of capital flows to the United States
strongly confirms that the better economic performance of the United States is only
one among several factors, and not even the most important one. Contrary to a gen-
erally held opinion, it is not mainly Europe from which capital is being pulled to
the United States. This capital is coming from all over the world, and the main sup-
plier has recently been Japan-which after all, is not suffering from "Eurosclero-
sis"! Just compare the following figures: in 1984 West Germany, the largest Europe-
an exporter of capital (on a net basis), experienced a net long-term capital outflow to
the United States of about 21/2 billion dollars, to which a few billion dollars of short-
term flows have to be added. 5 This is a small contribution to the total identifiable
private capital inflow into the United States during that period. On the other hand,
Japan had during 1984 a stupendous net long-term capital outflow of no less than
$49 billion of which, according to Mr. Ogata, deputy governor of the Bank of Japan,
$29 billion was Japanese investment in foreign securities, mostly dollar bonds, while
foreign borrowing in Japan amounted to $14 billion. There can be no doubt that a
major motivation for these huge capital flows was the difference between the high
American and the much lower Japanese interest rates-buttressed by an underlying
confidence that the dollar, if a turnaround were to come, would fall only moderate-
ly.

Summing up some major characteristics of the American capital balance over the
three years 1982 to 1984:

It is evident that the huge increase in net capital inflows is a multi-variant phe-
nomenon which cannot be satisfactorily explained by one single factor.

A major part of the increase in the net capital inflow has been due to initiatives
on the American side, as evidenced by the sharp drop in foreign lending by Ameri-
can banks, by the increased borrowing abroad of American corporations, and by ac-
tions of the American administration which have facilitated the inflow of capital.

High American interest rates have clearly played a big role, while other contribu-
tions have come from confidence considerations (including the "safe-haven" motive)
as well as from attractive after-tax earnings prospects in the American economy
(without which the high nominal interest rates could not have been sustained for so
long). I would say: the crucial factors as concerns foreign investors have been inter-
est rates and confidence, and often a combination of the two.

There is no denying the fact that there exists a sharp contrast between America
and Europe as concerns economic and financial flexibility, wage and other rigidities,
etc. But this difference seems at present to be largely compensated for by the dis-

4 For the above table on the U.S. capital balance the future for the borrowing abroad by non-
banks was not yet available for the fourth quarter 1984. It is assumed to have been considerable.
In the table it is contained in the "statistical discrepancy" or "non-recorded inflows".

'The regional breakdown of German short-term capital exports is not yet available.
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torted exchange rates: witness the unusually high profitability of many European
export-oriented industries, a phenomenon which is equally apparent in Japan.

As a general impression from an analysis of the American capital balaice, I
would conclude that some of these movements, and in particular the retrenchment
of American bank lending abroad, are unlikely to continue indefinitely in similar
magnitudes. The increasing net dollar-asset position in the world may also lead to a
certain saturation point in the global addiction to the dollar.

IV. "ME ROLZ OF INTMIW RATU

At any rate, even in the opinion of adherents of the classical portfolio theory,
"relative changes in interest rate differentials are clearly one element influencing
exchange markets", although "they cannot explain the dollar's persistent strength
(McNamar).6 It is a moot point whether one has to lqok primarily towards nominal
interest rate differentials or whether real interest rate differentials are the decisive
influence on interest-rate-oriented capital flows. In my view, the major factor in this
field are nominal differences in interest rates together with exchange rate expecta-
tions and possible tax advantages. But even if "anticipated relative after-tax real
rates of return" are chosen 'as the decisive influence,7 movements in nominal inter-
est rates play a role, if all other things (relative inflation and taxes) remain equal.

The significant decline of American interest rates in the second half of 1984 and
the simultaneous increase in the dollar have sometimes been quoted as conclusive
proof against the connection between interest rate differentials and the dollar.'

First, interest rates in Germany and Japan had not followed the upward surge of
American interest rates during the first half of 1984, but had "uncoupled" .hem-
selves. At the end of 1984 at least their medium and long-term rates were consider-
ably lower than at the end of 1983, and the difference from corresponding American
interest rates was not smaller but actually higher than at the end of 1983; measured
by the yield on long-term government bonds in America and West Gerxnony it was
4.5 per cent at the end of 1984 against 3.6 per cent at the end of 1983 (it was differ-
ent for short-term rates).

Second, at the beginning of 1985 the interest advantage for dollar assets over Yen
and Dmark assets was still between 3 and 4 percentage points. This would be
enough to set a wholesale exodus capital to the United States in March, at least
from those countries which enjoy freedom of capital movements, were it not for the
exchange rate risk. As is well known, the exchange rate risk for the dollar against
the Dmark and the Yen was rated much lower at the beginning of 1985 than at the
beginning or in the middle of 1984. Thus, one has always to look at interest rate
differentials combined with the anticipated exchange risk. This can, of course, lead
to a self-fulfilling prophecy (or a bootstrap phenomenon): a more favourable antici-
pation of future dollar rates can make an existing interest rate differential more
attractive more and lead to higher capital inflows, thus confirming the more favour-
able forecast.

Third, in 1984 there were some other important developments which boosted cap-
ital flows into the dollar, even at lower interest rate differentials. One factor was
the liberalization and internationalisation of the Japanese financial markets. The
American-Japanese agreement of May 1984 seems to have contributed, at least in
its initial stage, mainly to the opening of the Japanese capital market to foreign
borrowers and tp a considerable upsurage of capital exports from Japan to the
United States. Thus, it clearly boosted the dollar and depressed the Yen exchange
rate, very much against its intended purpose. Another factor was the abolition of
the American withholding tax on interest earned by foreigners. This has made for-
eign investment in American securities more attractive, even at a lower interest
rate difference. A tax-free 10 per cent yield may be more attractive than a taxable
12 per cent yield.

It is obvious that L.terest rate differentials alone cannot explain every movement
of the dollar, particularly over shorter periods. But this is even more true of the
portfolio theory or the more dogmatic view of the unmitigated dollar optimists. Both
do not take account of the major role played by the drastic change in the external
position of the American banks and only partly of the increased foreign borrowing
by American corporations. And what has really changed since mid-1984 in the after-
tax real rate of return in favour of dollar assets? Have the earnings prospects of

6R. T. McNamar, Deputy Secretary of the Treasury, speech before the National Foreign
Trade Council, New York, January 30, 1985, page 8.

See McNamar, l.c. page 8.
'See McNamar, I.c. page 7.
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American business significantly improved since then relative to Japan or Europe? If
anything, it has been the reverse. The modest capital inflows in the form of direct
investment and foreign purchases of American stocks seem to confirm this.

But when all is said it is still true that interest rate differentials in favour of
dollar assets, especially if they are combined with optimistic exchange rate expecta-
tions, can have a significant influence on capital flows and the exchange rate of the
dollar. This raises some fundamental questions. Is the present interest rate differen-
tial in favour of dollar assets a true indicator of underlying differences in long-term
profitability? Is it true, as some American experts claim, that it helps to steer the
world's savings to the most productive uses? Here some doubts are in place. For the
historically high American interest rates are mainly due to government policies and
interferences. One such factor is the high structuralbudget deficit. Is it a productive
use of foreign capital if it helps finance-directly or indirectly--such a structural
budget deficit? Another distortion results from the American tax system, and here
both from the general tax deductibility of interest payments as well as from the
over-generous tax advantages for new investment which have been so much en-
larged by the 1981 and 1982 tax acts.9 This has created a relative insensitivity of
business, housebuilding and consumers to high interest rates, which hra inevitably
held the equilibrium level of interest rates high. This helps to explain the strength
of investment in the face of very high real interest rates (for which some other rea-
sons may be found, too). At any rate, the change of the United States from a former
low-interest country to the structural high-interest country of today is to some
extent an artificial phenomenon, and is not entirely due to a significantly higher
pre-tax profit potential. The conclusion that the present tax advantages for Ameri-
can business arq artificially high is underlined by the fact that the recent Treasury
proposals for a "fairer" tax tem envisaged a partial elimination of these tax fea-
tures. But the fact remains t interest rate differentials and international finan-
cial flows are at present strongly influenced by international tax differentials, espe-
cially with regard to business investment. Should we embark on an international
competition with regard to tax systems? Perhaps ...

Another fundamental question has been raised with regard to the role of free cap-
ital movements in such a distorted scenario. The misalignment of the dollar has plv-
yoked very dangerous protectionist pressures. Some have asked: Would it not be
better to put some restraint on these unbalancing capital flows and thus help to pre-
serve free trade in goods? An interest-equalization tax (on the model of the U.S. tax
of 1964) or outright capital export controls have been suggested. The West German
and British authorities have immediately rejected such ideas. The Japanese have-
inadvertently--even opened the door wider for capital outflows, thus involuntarily
depressing the Yen against the dollar and increasing the dangerous trade and pay-
ments imbalance.

A more rational reaction to the existing international imbalance would, of course,
be an attempt to come to grips with the underlying causes of the acute capital
shortage in the United Staes and the large interest rate differentials. Needless to
say that this would presuppose a change in the American policy mix toward a less
expansive budgetary policy, and also a revision of the American tax system which is
keeping the equilibrium interest rate artificially high.

The experience of the last two years has convincingly demonstrated that it is not
enough that the leading countries pursue "sound non-inflationary policies" in order
to attain a stable ard well-balanced system of exchange rates. Such a convergence
towards non-inflationarypolicies was actually reached in 1983 between the United
States, Japan and West Germany. But nonetheless the disturbing misalignment of
the dollar against these other currencies has even significantly increased. The con-
vergence toward non-inflationary policies must also be supported by a sound rela-
tionship in the fiscal-monetary policy mixes and in interest rates. Only in this way
can we hope to achieve a more rational and also more stable exchange rate struc-
ture.

There are at present great contrasts in budgetary policies between America on
the one side, Japan and a number of European countries on the other side. There
are also large differences between them as concerns the impact of taxation on the
equilibrium interest rate level. It has sometimes been suggested to promote a better
balance by deliberately relaxing fiscal and tightening mootary policies in some Eu-

' According to a study by a Washington institute, the average tax rate on business profits
from new investment has plummented from 33 percent in 1980 to 4.7 percent in 1984. A report
of a Congressional Committee of December 1984 mentions that tax payments of nonfinancial
corporations accounted in 1980 for 12.5 percent of total tax income, in 1983 for only 6.2 percent
(according to a newspaper report).
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ropean countries. But that would mean absorbing even more capital resources for
budget deficits and making capital even morg scarce worldwide.

There can be no doubt that the main responsibility for getting out of the uncom-
fortable exchange rate trap lies with American fiscal policy. After all, the United
States is at present clearly living beyond its means and is "becoming addicted to a
large flow of -capital from abroad" (Paul Volcker)-with the danger of heavy with-
drawal pains should this capital inflow diminish abruptly. Moreover, this continu-
ous piling up of external debt represents a heavy mortgage on the future.

Of course, some European countries could also make a contribution by strengthen-
the rofitability of business investment and thus making it less sensitive against

relatively high interest rates. This might lead to a smaller outflow of capital to the
United States and to a support for European currencies. Would this mean following
President Reaan's recent advice that the other industrial countries should "catch
up with the U.S. recovery" in order to get more balanced exchange rates? Not en-
tirely. For he probably wanted to suggest (like other high American officials) that
Europeans should pursue a more expansionary budget policy. This might, however,
be counter-productive. The only sensible contribution on the European side would,
in my view, be a better climatL, and better conditions for business investment, in-
cluding a more flexible wage and labor system.

At least up to March 1985, the American capital gap was overfinanced by the
large net inflow of foreign capital (together with the virtual stop of American lend-
ing abroad). This overfinancing is reflected in the constant upward pressure on the
dollar. Thus, from the point of view of the 'A^,rnal equilibrium the present Ameri-
can interest rates are too high. In some rerent remarks,10 Paul Volcker seemed to
imply that one could not risk any relaxation because of the need to attract suffi-
cient foreign capital. This would not, howeve, justify maintaining interest rates at
a level where excessive capital inflows keep the dollar excessively high. The exter-
nal current account deficit is more or less identical the domestic capital gap. Find-
ing the right level of interest rates, consonant with the real need for foreign capital
inflows and without endangering the domestic equilibrium, is certainly a high-wire
act. But at a time when the exaggerated surge of the dollar constitutes a major risk
for the American economy-including the risk of being pushed into irreversible pro-
tectionist mistakes-monetary policy should perhaps look more than before also to-
wards the exchange rate as an indicator.

V. FUTURE PROSPECTS

What about future prospects for the dollar? It is fairly safe to predict that the
overly high dollar will one day have overreached itself and will produce its own
downfall by its exaggerated effects. But it is impossible to predict when the turna-
round will come-it is an inexorable, but unpredictable future event. If we want to
get some idea about what lies immediately ahead, we would have to make assump-
tions concerning budgetary policy, economic activity, inflation performance and in-
terest rates in the United States in 1985 and 1986. I wWnt rather to concentrate on
interest rates, as one of several elements of the future scenario, in which the other
elements may be reflected. Is it worthwhile to speculate on the likely development
of American interest rates? Forecasts for them since the middle of 1984 have been
wrong at least as often as forecasts for the dollar. I will nevertheless risk a forecast
by repeating one which I made in a speech in Washington in September 1984, short-
ly before the recent general downward movement of American interest rates began.
I think that between now and the end of 1985, American interest rates are more
likely to go further down than up (with the usual short-term fluctuations up and
down) unless the American economy, against all the odds, were to bounce beck
strongly in 1985.

Why are they likely to decline? First, because of the softening in the American
economy. Second, because American wage costs and prices are ikely to rise only
moderately, in future too, and far less than previously expected. Third, because I
count on the psychological effect of likely budget-cutting measures for 1986 and
beyond-not the least important reason!

Interest rates in other countries are likely to follow suit, but probably only in
part, so that the interest rate differential may shrink. But a slight reduction in
present differentials does not necessarily portend an immediate, abrupt fall in the
dollar. We should not forget that interest rates are not the only relevant factor, but
that taxation, evaluation of exchange risk and general confidence factors all play

"'Before the domestic monetary policy subcommittee of the House Banking Committee, Feb-
ruary 26, 1985.

1~
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their part in foreign investment. If American interest rates go down in connection
with a convincing cut in the budget deficit, this may increase foreign confidence in
the United States so much that the dollar may remain strong despite lower interest
rate spreads. But a significant budget cut would probably also slow down the Ameri-
can economy-at least temporarily-and reduce business profits. Thus, the dollar
may decline not only because of lower interest rates but also because the American
profit situation will no longer look as attractive as before. This would be even more
likely if the proposed tax reform were to reduce some of the over-generous tax bene-
fits for American corporations.

VI. SOFT LANDING OR ABRUPT FALL OF THE DOLLAR

If we think about the coming turnaround of the dollar we encounter another
problem. If-or when-sooner or later a readjustment of the dollar to a more
normal level comes, will it be through a "soft landing," i.e. a gentle decline, or
through a precipitous fall, with inevitable overshooting?

The outcome is very important both for the U.S. economy and for the rest of the
world. As Paul Volcker once said: a dollar collapse triggered by a loss of foreign
confidence would open a Pandora's box of economic problems for the United States.
It could drive up the inflation rate and might possibly upset my optimistic forecast
about American interest rates. On the other hand, it would help the American econ-
omy to get out of its foreign trade impasse, although it would probably take quite
some time before the American trade and current account balance showed a signifi-
cantly better picture.

For the rest of the world, an overly abrupt fall in the dollar would upset a lot of
trade and competitive relationships. As a counterpart it would give other industrial
countries a greater leeway for monetary policy, and it would lessen protectionist
dangers. For the highly-indebted Third World countries, the net outcome would
mainly depend on the impact on dollar interest rates, dollar commodity prices, and
on U.S. economic activity.

I would say: in the short run, an abrupt and exaggerated fall in the dollar would
involve more difficulties and problems than advantages. Therefore, I do not-sub-
scribe to the view that the best news for the world economy would be a lower dollar.
It very much depends on the way in which it were to come about. To paraphrase a
famous saying of St. Augustin: "0 Lord, give us a lower dollar, but not too soon or
too abruptly!" What are the prospects for a "soft landing"? It has rightly been said
(among others by Mr. Leutwiler, former president of the Swiss National Bank and
former Chairman of the BIS) that the longer the distorted dollar value and the huge
one-sided capital flows last, the larger the potential for an exaggerated fall becomes.
But there are also some reasons for expecting a "soft landing': there is first an un-
expectedly low inflation rate in the United States and the international confidence
in the American central bank. Secondly, since other countries will be greatly inter-
ested, too, in "softening" an eventual dollar adjustment, they would probably help
by lowering their own interest rates (which they could do without any great risk if
ani when a dollar fall provides them with lower import prices and lower pressure of
export demand). Thirdly, there is still the possibility that the U.S. Congress will fi-
nally agree on a confidence-inspiring cut in the budget deficit for 1986 and beyond.
If the 'addiction to foreign capital" (Volcker) were thus lessened, the adjustment of
the dollar would certainly proceed more smoothly.

We have repeatedly heard from American government officials that "the U.S. has
no plan aimed at coping with a possible steep plunge in the dollar's value" (Mr.
Donald Regan). But plan or no plan, indirectly it is, of course, largely American
fiscal and monetary policies which will be decisive when the turnaround comes.

How far could intervention in the exchange markets contribute to an orderly re-
treat if and when the turnaround comes? This is a controversial subject, particular-
ly in America. I believe that intervention, especially if it is a concerted action on
both sides of the Atlantic, could soften the movement and smooth out erratic exag-
gerations. But intervention in the exchange markets is certainly a secondary matter
compared with appropriate fiscal and monetary policies. Nevertheless it might have
been useful if American authorities had accumulated some foreign exchange re-
serves in time, so as to be prepared for future contingencies (and this may be profit-
able, too). Just a side-remark: it is utterly misleading to refer to the huge volume of
transactions in the foreign exchange markets-a daily volume of up to $100 billion
has been indicated for the New York market alone-in order to make central bank
interventions of $1 to $2 billion look ridiculous. What is essential for comparison is
not the gross volume of inter-bank trading, but the net amount of purchases or sales
of dollars in the market. Speculators who are at the same time hedging their posi-
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tions have no lasting influence. Although these net amounts can also rise to several
billion dollars a day, there are situations of overbought or oversold currencies where
even a few hundred million dollars can have a significant smoothing effect.

VII. THE HIGH DOLLAR--INCREASINGLY AN AMERICAN PROBLEM

Which side has suffered most from the excessive dollar value? In my view, the
longer this imbalance lasts, the more it will be the American economy which suffers
most:

Through the distortion of its competitive position in the world and the consequent
distortions in its whole economic structure which have led to a split-level econo-
my; I

Through the accumulation of an enormous external debt which will not only
make the United States a net debtor country but whose increasing interest burden
will weigh on the Americant current account for a long time ahead;

And because of the drag it exercises on current economic activity in the United
States. It is strange that Americans are only now beginning to realize that, by de-
pressing profits in large sectors of the economy and deflecting a lot of demand
abroad, the high dollar in conjunction with the huge trade deficit has not only con-
tributed to the present softening in the American economy but has also compro-
mised future growth prospects by lowering investment in a significant part of indus-
try.

To be sure, the high dollar has also involved advantages: it has in 1983/84 helped
to prevent an overheating in America through deflecting demand abroad, it his
kept the inflation rate down in America, and it has given an impetus to rationalize
and to increase productivity. It is also true that the large net inflow of foreign cap-
ital has alleviated the pressure which the financing of the budget deficit would oth-
erwise have exercised on the domestic financial markets and thus has prevented a
still higher interest rate level and a crowding out of private investment. Prof. Feld-
stein once wrote: as long as we have the high budget deficit, it is more of an advan-
tage than disadvantage to have large capital inflows, a high trade deficit, and a high
dollar. But over time-and with the increasing misalignment of the dollar-the bal-
ance has now clearly shifted to the disadvantage of the American economy.

It is nearly the reverse for the rest of the world: in the past, one could complain
that the high dollar and the high American interest rates behind it, forced overly
high interest rates on the rest of the world and thus retarded its economic recovery.
But this no longer holds entirely true. In countries with good domestic stability, like
Japan, West Germany and some others, monetary policy and interest rates have
been largely (although not entirely) uncoupled from the high dollar since about the
beginning of 1984. The price-raising effect of the high dollar on import prices has
partly been offset by the fall in the dollar prices of commodities (incl. oil), and
partly by lower domestic cost increases (so that in Germany and Japan the domestic
inflation rate could be kept around 2'/2 per cent).

Much more important are the benefits, and in particular the stimulus which the
combination of the American domestic expansion together with the strong dollar
has exerted on the European economies. It is not only reflected in the strong in-
crease of European exports to North America (by over 30 per cent in dollar terms in
1984), but equally in the indirect effects of the American expansion on important
European markets, including the LDCs. This external stimulus came just at the
right time, namely when domestic demand in Europe was languishing,' 2 partly be-
cause of restrictive fiscal policies, partly for other reasons. An expansionary stimu-
lus which did not increase indebtedness was what Europe needed in 1983/84, also in
order to be able to carry through the budgetary improvements so badly needed for
structural reasons.

Thus, for a number of industrial countries the benefits to their exports, and to
their whole economic activity, arising from the strong American expansion and the
high dollar have clearly outweighed the negative influence on their monetary poli-
cies. Japan and a number of European countries have learned to live with a strong
dollar. Even France has been able to enjoy a continuous lowering of its interest
rates over the last few months.' 8 If Britain in January 1985 had the opposite experi-

I IThis distortion is not diminished by the fact that perhaps less than one half of the overall
deterioration of the American trade balance can be attributed to the strong dollar."2 Domestic demand in real terms increased in Western Europe by onlyI per cent in 1983 and
2 per cent in 1984, as compared to 4.6 per cent and 8% per cent in the United States.

a Raymond Barre, the former French prime minister, recently even praised the high dollar.
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ence, it was only partly attributable to the high dollar and more to a combination of
several specific British problems. Finally, the strong dollar, by keeping the Dmark
down, has contributed to the longest period of exchange rate stability in the Europe-
an Monetary System since it was set up in 1979.

This rather positive evaluation of the effects of the high dollar on Europe should,
however, not let us overlook some possible future costs and risks. Should, for in-
stance, the dollar rise significantly higher than it was in February 1985, then a
breaking point may be reached where the disturbing effects on European prices and
monetary policies, but also a likely negative reaction of American trade policy,
might more than outweigh the advantages. Another risk is a too abrupt fall of the
dollar, the possible effects of which I have briefly described above. But even if there
should be a "soft landing" of the dollar, we cannot neglect the costs, both in Amer-
ica and in Europe, of misguided- investment planning as a consequence of the dis-
torted dollar value. The overly strong dollar has been giving misleading signals to
industries on both sides.

Thus the strength of the dollar has been no unmixed blessing for Europe. The
main drawback and risk is that-sooner or later-a turnaround seems to be inevita-
ble. But for Europe it is more a future risk, while for America it is a present
burden. And the burden is growing stronger, the longer the distortion lasts. Some
time ago, a well-known American mag-zine carried the headline: "The dollar, a
source of pride and problems". Over time the problems will gain the upper hand.
Sooner or later people may become aware of the fact that the huge external deficit
and the distorted exchange rate of the dollar are very acute problems for the Ameri-
can economy. They are, at least in part, connected with the excessive budget deficit.
Maybe the pressures arising from the huge external imbalance and its consequences
will help to get the domestic imbalance under control.

I remember that about a dozen years ago a high U.S. official said to the Europe-
ans: "The dollar is our currency, but your problem!" I have the impression that now
the dollar has returned home as a problem of the United States. This is particularly
true if we not only consider the present problems, but also look ahead to the sombre
eventualities of the future. b


