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FLOATING EXCHANGE RATES’ IMPACT ON
INTERNATIONAL TRADING

TUESDAY, APRIL 23, 1985

U.S. SENATE,
CoMMITTEE ON FINANCE,
_ ashington, 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,
t$elrllat:o]r Heinz’, and Senator Grassley’s prepared statements
ollow:

[Prees release No. 85-019, Friday, Apr. 5, 1985]

CoMMITTEE ON FINANCE ScHEDULES TWo HEARINGS ON FLOATING 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 heari in three ses-
sions over the two days—Tuesday, April 23, and Wednesday, April 24, 1985.

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.
oé}ll tlﬁrut;le dﬁiom of the hearings are to be in Room SD-215 of the Dirksen Senate

ice .

“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-
ing system,” Chairman Packwood said. :

“To lay the blame for this situation on the exchange rate for the dollar is merely
to beg the ?}xestion of why our currency has appreciated, in spite of vast leaps in the
size of the U.S. current account deficit,” he said. e e e s ’

“Those who believed that a floating exchange rate ?iystem 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 aystem.
. “The Committee wil! receive testimony on the broadest possible range of options
to deal with this situation,” Packwood said.

Q)
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STATEMENT oF 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 flonting exc 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 a{amst the other major currencies, and has fluctuated
by as much as tén percent within a two month geriod. These exchange rates now
?”?!nd overnight to massive capital movements which dwarf all expectations of a

ecade ago.

Ironically, exchange rate volatility and Weculative 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 mone! 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
%reﬁ: t‘g thfI free trading system today as they were understood to be at the end of

or| ar II.

The hearings today are an opportun'irtf\lr 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. S

That the consequences of the status quo are disastrous is beiond 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 subaiz?
for impo oodgs All agreed the dollar's strength was more reflective of world-
wide capital flows than trade flows and that this sityation could not continue for
long without settin%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
further hearings on this subject this sprinlg.

The Administration’s policy on the dollar until recently can best be described as
one of benign neglect. at 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 Secretary 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
i‘udgment that was the wrong policy. But what was worse was to announce it public-
y, 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 e%:ee of psychological war-
fare on the exchange markets, I suspect the result would have been a more modest
apxreciation of the dollar.

t this point, however, it may be too late for that option, and more drastic propoe-
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 war? t:s 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 'l‘reasm;y Secretary Baker, that
concern about the dollar has begun to renetrate the higher levels of the Administra-
tion, and there seems to be a new willingness to take the problem seriously and dis-
cuxﬁ it openly. Perhaps these hearings will stimulate some new thinking there as
we

The alternative, as I have mentioned, is literally the deindustrialization of Amer-
ica—the shipmeni of our factories, our production, and our jobs overseas, Alreadfy, )
major comfanies in this count:xsarg announcing plans to clcee down American fa- -
cilities and build new ones in Asia. That kind of action is irreversible once taken.
The tragedy of the last four years is that we have brought it u'fon ourselves. I hope
that these hearings, added to those I have held in the Yast, 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. GRASSLEY

Mr. Chairman, the current foreign trade situation is a matter of great personal
concern to me. I am particularlﬁ grateful to you for holding this hearing on the role
of floating exchagnge 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 relyi
upon one another for markets and products. However, massive trade surpluses an
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 Froblem is because of the un-

redictable nature of monetary policy at the Federal Reserve. Money growth has
n 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 hel 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 bﬁ making their goods much more price competitive. The
result has been a large influx of impo 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 “wronger” 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



dramatic drog;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 aggregation 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 MoyYNIHAN. 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 andler 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
irears. Once a Treasury official, always a Treasury proponent, we
ook 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 arrangemerit there. They have 15 to 18 percent
of the market. The{ 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—fhat if this continues,
the prospects of manufacturing here and selling abroad are. goin
to {ust disappear, and the opportunities to manufacture abroad an
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
hez}rgngs 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 realit(y.

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

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. A

When the Bretton Woods system of fixed exchange rates col-
lapsed and was replaced by a system of managed 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 slys’oem 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 éompete
with the equivalent of a 30 to 45 percent surtax attached to their
exports and a comparable subsidy attached to competing imports?

r. 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?

en 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 fi(fure
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.

bA

:

-
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In saiying 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. A
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-
ﬁarities 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 prq%t‘y
difficult to plan long-term capital commitments. It is pretty diffi-
cult to go to your.board of directors and get that kind of a commit-
ment to gut the plant in the United States if there is ﬁoing 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-

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 the,
have been given, and rest assured that you will not get away wit
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 lﬁ'iven 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 31.6 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 emj)loyees 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 +-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 compan es 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
ears, the strong dollar reduced 1984 earnings for Kodak earnings
y $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 ¢rnings 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 $! 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"I"do 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 scme 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 Koint is this: Con%inuing inequity in currency valuen 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: at 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 sveing the long-term effect.

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. _
lehe CHAIRMAN. I will have to ask you to wind down, Mr. Chan-

er.

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 EFrECTS OF A STRONG DOLLAR BY CoLBY H. CHANDLER, CHAIRMAN AND CHIEF
Execumive OFFICER, EAsTMAN Kopak Co. )

Mr. Chairman, members of the committee, I am Colby H. Chandler, Chairman
and Chief Executive of Eastman Kodak Company—a 106-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 w ant 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 13th 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

es.

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-
v}e;rting 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 exm;yle—-—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 durin%I 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 $3.26 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. Qur estimate that this calculation is indicative of
ong one half to one third of the currency effect.

sing 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 effect 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
:he strong dollar—Fhey will do all within their power to cope, but there are limita-

ions.

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 our positions. |

To ensure our tethnological 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 start
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 modify
our traditional mode of doing business in order to minimize the effects of the in-
crease in value of the doliar.

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 foreign-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 su&-
plied to us by other companies. Foreign purchases of parts and products during 19
wére 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 coet 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 oophisticated currency tradmg operation, our exposure to cur-
rency fluctuations remains severe. And, here again, what is poeslble 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 Frotectxomst measures. We continue to support free trade
even though we aro well aware that the abnormally strong dollar gives offshore
manufacturers an opportunity which they have not earned and which U. S. cciapa-
nies have not t‘umbl away.

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

While low inflation and a strong U.S. econom J have contributed to the dollar’s
s;;‘r\engtogl 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 nearl ﬁ' 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 s

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 relentlees y.

I would like to conclude by making just three brief points: -

First, we view America’s manufacturing base asvital. It is the wellsgnng of our
economy. One recent survey in New York State shows that for every jo
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 strongn;i:llar A leading retailer in my
home city of Rochester has asked this question: “ t good will it do to have lower
price merchandise , . . if I have no consumers with jobs and dollars to spend?”

And, last, let me emphaswe that your work and leadership in seeking fair, direct
solutlons 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.
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ATTACHMENT D

Kodak Net Earnings
630
74
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MUITE PAPER OW TPE STROWG POLLAR

CONTRIBUTING PACTORS

The factors contributing to the strong dollar are numerous, coaplex and
intertwined. An historical event which helped set the stage for today's
: strong dollar (as vell as the weak dollar of the late 1970's) occurred in 1971
;: when the last links between the dollar and goléd were severed., After that
" date, currency values vwere 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 Haven. The United States is currently considered to be a safe
haven for investment becaus¢ of our large and growing economy, our
political stability and our recognized position as a world leader.

2. U.8, Pconomic Recovery. B8ince the last recession, the U.5. 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.5.
attracte foreign interests.

3. Capital Inflow. During the last few years there has been a large net
capital inflov into the U.8. which has added to the strength of the
dollar. This is a relative phenomenon in that most data indicate that
the absclute capital inflow into the United States has not risen
significantly; however, the capital outflow from the U.8. has dropped
considerably as domestic banks have edt back on their loans to
developing countries.

4. Bigh Real Interest Rates. Although recently U.S5. interest rates have
come down several points, our rates atill remain high when compared
with interest rates of other countries in a context of expected low
U.S. inflation and continued economic growtk.
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MEAT NIGNT BE DOWE ABOUT TEESE PACTORS?

The U.8. could intervene in the currency markets to drive down the vnlu;
of the Gollar. But there is reasonsble 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 curtency 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. Hovever, financial markets are typically fragile and such statements
may result in panic. Martha Beger, Pederal Reserve Board governor, has warned
that ®sh>uld 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
prcetpltoully. with potentially disruptive oﬂicét- on financial markets.®
Such a sharp drop in the dollar's value would give the D.S. economy an
inflationary shock.

Another approach would be to study and perhsps modify the floating
exchange rate systexm in cooperation with other major countries. Although such
an effort -xghi 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 shoul” be given to pursuit of a
multilateral accord.

The difficulty with a sultilateral appreach is that many other countries
are benefitting from the strong &ollar which makes foreign goods more price
competitive and has resulted in a large influx of imported goods into the
U.5. 8ome countries (importers of 4cilar-denominated oil) may be willing to
negotiate but many other countries may not have any real incentive to
participate in a sultilateral accord. Consequently, the U.S. should also seek
unilateral action it can take in an effort to moderate the dollar.
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Looking now at the contributing factors referenced above, no one would
serjously urge action to reduce the safe haven aspsct of the United States.

8inilarly, no one would suggest action to dampen the current 0.8. recovery
which has been somevhat 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, ve are purchasing an
ever increasing amount of goods from abroad, which resulted in a 1984 trade
doficit of $123 billion. Even with those purchases, the other economies have
not recovered as rapidly as the United States.

Capital inflow into the U.5. aight be limited or prohibited in order to
reduce the value of the dollar. Such action would be contrary to the general
U.8. commitment to open sarkets and economies. It would also be untisely
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 wvhere U.8. policy has the
potential for significant influence on the value of the dollar.

JUTEREST PATES .
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 incrsasing 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 fever dollars
are available to meet increasing credit aeeds. Arthur Levitt, Jr., CRO,
American Stock Bxchange, has referred to this as a *bidding up® process during
the current economic recovery in which our public and private sectors are
angaged in a bidding war for finite credit resources.
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Tovever, as long as-the growth potential of the U.8. is perceived as
greater than that of our tzading partners, foreign capital flovs into the U.5.
to augment our savings pool. A continuing net inflow of foreign capital in
search of maximum return helns finance our growing credit needs a*d eases
somevhat 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 market/economy policy
- of the U.8., there probably are no actions we could realistically take to

increase foreign investment. Bven {if we could induce more investment, it
would raise nationalistic concerns abcut undue foreign ownership in this
country. More importantly, it would also cause the dollar to irncrease in
value and further exacerbate our basic problea.

The growing U.8. economy is driving the increase in private sector credit
needs -~ one of the ingredients in the interest rate bidding war. WMo one
wants to dampen the current U.8. recovery nor should we attempt to do ao.'
Assuming ve did choose to slov 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.8. might take in an effort to drive down
interest rates would be for the Pederal Reserve to embark on a policy of
greater monetary growth. Paul A. Volcker, Chairman, Pederal Reserve Board,

" has acknowledged repeatedly that interest rates are too high for the long-term
health of the U.§. or the world economy. But attespts to accomplish tha
desired goal by excessive monetary grovwth would provide only very short lived

_zelief 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 viev is that the {unut contribution the Pederal Resezve can
¢ make to lasting prosperity lies not in {ncteasing monetary growth but in

P

i
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fostering the expectation, as well as the reality, that we can sustain the
hard-von gains against inflation. Eis position is that as we maintain ‘
progress against inflation, interest rates should decline.

ZEDERAL DRPICIT

The only remaining part of the interest rate equation to be examined is
federal government borrowing. Ia 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 vere driven by our record high and

. growing federal deficit of over $200 billion for 1984. Thus, the federal

deficit appears to be the most significant point of attack on the problen of .
interest rates, which in turn relate to the value of the dollar. The deficit
(unlike exchange rates) is the one area {n which the U.5. could take prompt,
vnilateral action.

m\

Our first priority shouléd 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 all areas of spending should be reviewed for
possible modifications, including defense and assistance programs. Careful
attention should also be given to the varfous cost cutting measures propoted

by the Grace Commission.

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 poocl. A smaller savings pool
available to meet growing credit demands vould lead to higher tﬁtore.t 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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Bxchange rates, in part, reflect a mix of fiscal and monetary policy.
Thus, & more restrictive fiscal policy (in the form of signiticant spending
restraint) may require modest relaxation of monetary policy in order to thread
the eye of the needle headir: 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 cate systen,
or to determine what possibilities exist for greater coorfdination of actien in
fiscal and monetary policies. Such efforts could, over time, create a world
economic interaction which might moderate the dramatic swings in value of
varfous currencies and avoid future occurrences of the present problem with
the dollar or with other currencies.
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A Letter To Kodak Shareowners

Iince the summer of 1980, the U.S. dollar

Impact of the Dollar

Kodak. as » multinational company with
abaxlOpemdlualesomsldetMUS
has not escaped the impact of the artificially

iy St
Rk us in several wvays:
(1) importers can lower prices of goods

In
cheaper local currencies: thus. importers can
"buy” market share without sacrificing profits:

(2) or such importers can increase their
profitability by prices level and then

(3) since about half of Kodak's sales abroad
are based on goods manufactured in the
United States. our products become more
expensive In other lands. making them less
attractive in world markets: and

(4) finally. since Kodak results are reported

axrency
U.S. dllars, Mdewe-hculsandme
consequent earmings.

The Cunlative Effoct

In 1984, Kodak net earnings totaled $923 mil-

ion, an increase of 63 percent over the
levels of 1983. Earnings per share

reached $5.71-—up from $3.4{ in 1983. Yet

Dedicated te Growth

Kodak Is deepty committed to ks businesses.
The company has budgeted $1.517 million
for capia! improvements in 1985, with 80
percent of this amount allocated to invest-
ments in the U.S. Last yzar, we spent more
than $800 million or: research and develop-
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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-
gohere was Senator Heinz, who had to go and testify at the Rules

mmittee, 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. 1 do
commend you for holding these hearings. They are timely and they
are relevant. Qur 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
{',ear since 1981. Last year we had witnesses as diverse as Paul

olcker, 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
exggrts, 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 miore 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 policg 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
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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 exfpect 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
notabl{‘ofrorn 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 alert 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,
l}:ac];wood, Baucug, Bentsen, Long, and Danforth. Senator Moyni-

an?

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 disengaied from the value of products and increas-
ingly reflect some other kind of exchange relationship. Do you have
an&sense of what happened that you could tell this committee?

r. CHANDLER. I would certainly encourage listening to some
monetarists who are skilled in this field, but it seems to me that
whetr;dyou 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.]

ut the agreement that has been reached between our distin-

ished former chairman, the majority leader, and the White
ouse 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 goin 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 s‘;mptom 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,
di(li\dyou mean interfering in the exchange rates?

r. 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 has 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.

r. 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 ate of about $700 or $725 billion over the
next 3 years to $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
g ams. So, your savings compound f_year after year. If that

udget 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 simple one-to-one cause and effect un-
derstanding of relationships, and I 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
l(:lllxat if it isn’t the only step, it is certainly a major step in the right

irection.
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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 exchandge rates floating, or do you think we should go
back to some kind of fixed rate? .

Mr. CHANDLER. Qur feeling is that a purely fixed rate would not
be the way to go. We would not want to return to that. There are
comﬁromise 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 two Jn'oblems there. One is we penalize sav-
ings in America. If we could reward savings with our tax structure
and supp‘l‘y 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-
ing in capital formation———

nator 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 somethin{g like
that to accommodate for tremendous fluctuations in currency?

Mr. CHANDLER. | am not sure we can do that. .

The CHAIRMAN. I am not sure you will have to.

Mr. CHANDLER. We do hedﬁe our billings in the currency market,
and essentially in terms of the time lapse between shii)‘ment of the
product and the remittances, we are quite effective in hedging that
switch in currencies.

The CHAIRMAN. How do you do that?

- Mr. CH.NDLER. Buy forward. We buy foreign currencies forward,
and in the last 4 years we have offset Fotential losses of $112 mil-
lion. In other words, those numbers 1 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 BAaucus. 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. 1
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 capabilitz. "Once a mature industry,
such as the chemical industry, 18 in the position of shutting down
its plants, I think it is hi%hly 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 to 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 swinf.

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

Mr. CHANDLER. Yes.

. Sgnator Baucus. Would you go into that now? Why is return so
ow?

Mr. CHANDLER. It is a free marketp.ace. 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
capacitf', 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 flants not be started up
again? Or why will fou not be able to build new plants?

Mr. CuaNDLER. All right. I took hypothetically a 5-year period. In
that period of time, obsolescence would comrletely render a 5-year-
old plant as not usable, and it would probably be cheaper to build a
new p'ant 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 comﬁan{ 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-
vexgg(;goslﬁ)rd. And hypothetically, weighing them, I would tend to
go . :

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 get 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 technolo% 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 cagacity 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 have
moved 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. ond, it produces
jobs to operate the capital, and those jo enerate 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 BENTSEN. 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
that 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 gl;at 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 grocery 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. Thersfore, 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 DANFORTH. Mr. Chandler, you are not an economist, 1
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.

r. 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 that 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 DaANFORTH. Now, one official of the administration said
privately a week or two ago that the problem of the dollar is taking
care of 1{self, 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-
lt-}m tl}aft’t 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 dre 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 thou%l; 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 w2 have lived with for 4
years in our company, and that means—take a country like West
German% 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 1s 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 fundamuntals 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-

—and this isn’t in my statement, but if you read the history—of
the 1960’s when the “yilliams 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 hiih-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. CHANDLZR. 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 systen~ 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.
policg 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 conszguences 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-intaefrated, 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: T 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 appt&)riate 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
etting 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 with
the implication that some have fgwen here that getting the deficit
down is enough. As a matter of fact, it is a good first step. There is

AN

a
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 purchasging very heavy amounts of the major foreign cur-

rencies in this group. Not only will that help edge the dollar down,
but it will provide the Government with a sufficient reserve sup?ly
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 ropose, and I will be glad to discuss it as opporiu-
nitKiaffords with the questions that arise in your minds.
[Mr. Roosa’s prepared statement follows:]

PREPARED STATEMENT OF ROBERT V. Ro&oe& PARTNER, BROWN BROTHERS HARRIMAN

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 Parig indicating a readiness to probe for further promising lines
of international cooperation. And exuctly 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 certainly changed, but the fundamental airms remain
the same—to maintain conditions for the world says&em as a whole in which trade -
and payments amoung 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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e?whem. Your statement in calling these hearings, Mr. Chairman, succinctly iden-
tities 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 oxically 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 exchang: rate would surely
be closer to two than to three; the yen/dollar, closer to 209 than to 250; and the
pound sterling, closer to $1.75 than to $1.25. Nor would there be such wide oscilla-
tion? amoxl:g these rates which have sometim.es approached 10 percent within a
single week.

In my own view, this same floating exchange rate system can, with appropriate
U.S. involvement along:’;ioe other leading countries in exerting direct concern over
these exchange rates, me a reliable payments environment capable of support-
ing a viable international trading system. That is why.I 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 conver%enoe of eeonomicl:upoliciee. 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 GATT 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. l:d! 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 collectivelz 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 dumestic monetary
and fi licies 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-

ue as those of 1984 and today will still occur.
is 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.

@ Deﬁm'nq the benchmarks for alternative action programs.—Whether labeled as
“target zones” or “equilibrating range”, or an “equalizing 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 purpose of negotiations, , which
begin by agreeing on the “zone” or “direction of change” that is suitable for the
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 ke
countries, then the operational negotiation can really begin. The negotiators will
have to eiree on appraising the forces that produce the existing disjunction or gap
between the going market rates and the real rates underreath, and then proceeg 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 advantage
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.

() 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 muck ~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 simplg must end soon
and possibly with that ending will come a plummeting downward of the dollar. The
second clear impression, as stated pungently by an official of the European Econom-
ic Community, 18 that Europe is ready and eager to participate in any propusal 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 (e(iuiva ent) to $50 billion (equivalent) or more
through steady purchasing in the market, thereb‘v‘ gradually easing the dollar ex-
change rate down. Any unwanted side effects on the U.S. money supply could read-
ilg be sterilized through techniques as old as the Tripartite Monetary ment 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 Federal Reserve
would have its newly acquired holdings to use to staunch a run. Moreover, it would
also hlgve access to $25 billion (equivalent) or more through drawings on the existing
swap lines. :

ere 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 fo:r 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 exglicit U.S. suggort.
Our trade policies and our participation and contribution to the IMF and IBRD
reed an orientation cente 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 long by our
allies, there is scope for decisive action. Nooe of the exchange rate rigidities of the
old gold standard can ever be revived as the route back toward stability; the movi
ﬁarts of the world economy are too diverse for that now. We will have to live wit

oating rates. But such rates can, by reflecting 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 ury to embark on such a course.

The CHAIRMAN. Senator Heinz?

Senator HeiNz. Mr. Chairman, thank you. Mr. Roosa, you 81:5
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 git 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 ’rime
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 of 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 detensive 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, the yen, 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 be%in 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, m

Senator HEINZ. en direct investment takes place in the Japa-
nese economy, it changes, to a certain extent, the structure of their
economy. Let me just as'l;{ou this because my time is about to
expire. You have sugges a hedging of currencies in effect. Is
there some way of guardini 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 HEINz. 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 preserit 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
caf)ital may begin to flow in again. So, I don’t rule out that i-
bility, but then I say we must be dealing with the capital flows.
bAeng there are ways 1n which, through coordinated action, that can
one.

" Senator HEiNz. Thank you.

The CHAIRMAN. Sena*or 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
thgdpossibility of the dollar collapsing?

r. 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 same 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 Treasu
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 ¢an be exercised by the Fed only with the Treasury’s

rmission, 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 ins—or

ives evidence of beginning to plummet—an actual run develo
use 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 currencg—-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 b{ 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-

ned is—well, there are actually at least five reasons for the flow,

ut 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 6 years have become 8o 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 BAaucus. 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 n 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-

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 aFain. 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 probl'ems when different countries in different

arts of the world have different economic policies. Add to that the
ree 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 now on borrowed time in the United States
with these big budget deficits.
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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 todag.

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—— '

nator Baucus. | aﬁpreciate 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 BENTSEN. 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 seéven 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, be.’yond 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 ir 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 margin. 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 siﬁna] 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

the occasion for what Chairman Vclcker 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.

e 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 Repnblicans and seeing what I think we can do, if
we do not have a tax increase, we are not goinf 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. , i8 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 meaning]ul 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? o 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, the
would say something must happen—let’s do something. So, we fi-
nallg; 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. RoosAa. Germany.

Senator LonGg. 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 LoNGg. 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 closinng down our
plants and them expanding to take up the slack, the more 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 annoucing 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 im%rt 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 vzear i1s out, we cre going to be the biggest
debtor in the world. We are even a bigger debtor than Brazl 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 will. 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. 1 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
{(ou have made a major contribution to our thinking in this area.

ou have one sentence in your statement, one clause in {our state-
ment, which I think deserves repeating. You say: “I should note m
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 lé)ressure of the overvalued dollar. Of
course, it started in Eastern Europe because totalitarian countries
use it, but now it really is glrowing. And this, if anything, is the
clearest challenge to the GATT system that has emerged, and the
fact that it has been spreading in the last 4 or § years is itself a
very ominous warning. : :
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Senator DaANFORTH. Now, other than the three %pwmc 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. A. Yes, it is. ,

Senator DANFPORTH. 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 bu;fg:t, we should hegin forthwith to deal with—or to find
other meth such as your intervention method of dealing with
the problem. :

r. Roosa. 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 psfychology 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 major 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 Wallo%;l

Senator WaLLor. 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 we 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 secems 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 iarge fig-
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ures for capital flows represent what are fundamentally paper
transactions. A large £ rt 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 ot 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 1you
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

uickly and on very small margins, and when the predominant

rift 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 caglrurchasing power
parity. I have done it. I think 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 everibody 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. I 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 capital 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 i ’l%:)ini to be there every de;y. ‘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



49

them. So, you will get the market itself reinforcing what the offi-
cials do, and the rggfnitude, 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 irour question implies, by differing
conditions in the productive gant or productive capability. New
. England has been high, beén 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 productivity, and about perform-
ance. And I think all three have to be gauged, and that is what has
to 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

way. L

, &snator WaLror. My own observation would be that that mfight
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 CHAIKMAN. Senator Bradley? :

Senator BrabLey. Thank you, Mr. Chairman. Mr. Roosa, let me
thank ‘you very much for your testimony. I personally found it ve
helpful, and I would just like to clarify a couple of points. You sail:{
as I understand it, and I apologize for missing the formal part of
the presentation, that gou believe that the contemplated amount of
deficit reduction would be insufficient to sex 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. , .

nator BRADLEY. Right. So, you don’t think that it is enough?

Mr. RoosaA. Yes. '

Senator BRADLEY. It would be better from your standpoint if we
had a much bigger deficit-reduction package; is that not true?

Mr. Roosa. Oh, yes.

Senator BRADLEY. You al=o 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
rolicies——monetary policy, borrowing policy, externally or internal-

y, and 8o 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
tallk rglore 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 suﬁgest the
logical thing of taking the five who are included in the SDR.

nator 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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?roach 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
Nicara,iua 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 {ou just look back,
1981 the place where the international debt world was bﬁfinning 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 providing it to Poland, more than he

- wanted to. And as a banker, he just didn't think they were per-

forming as they should, hut 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

ou about the deficit reduction, a willingness to intervene, and the

hird 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. RoosaA. 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
ex&ect to meet, given the political realities.

r. Roosa. Yes. Oh, absolutely. Yes. )

Senator BrabLEY. 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 simplf' adopted an IMF-‘%Ee restraint program in order
to bring themselves back around. at 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. The{ 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.

l%enator 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 BrRapLEY. Thank you, Mr. Chairman. Just one quick
question. What do you say to those people who claim that it is im-

ible for the United States or even the group of five to selective-
y intervene to get the value of the dollar down? Who say that——

Mr. Roosa. The magnitudes are too big?

Senator BrRADLEY. 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 sup-
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 fizzle. 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 miéht even see that.

Senator BRADLEY. Mr. Chairman, could I just sask 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. N
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Senator BRADLEY. All right. Just one other question. If you look
at the trade deficit that we huve 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 BrapLey. Thank you. |

The CHAIRMAN. Mr. Roosa, thank you very much. Excellent testi-
mony.

Mr. Roosa. Thank you, Mr. Chairman.

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. HurBAUER. 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 suddenl;” shot up—so the story was told—the ex-
chanfe 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-
rK 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 concernin,
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 tbout 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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PLOATING BXCHANGE 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 observe:cc in the late 1960s 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 governament

budget deficits and balance of trade deficits?

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

rates and the balance of trade in goods and services.

In the 19608, 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;

(d) 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
capitnl, 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 19608 and early 19708. Some examples follow.

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

[Clhanges 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
?:od:fand hence lead to modification in the course of trade

self. . . .

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 sales to the United States
and encourages British purchases from the United States. . . .

Peter B. Kenen, Iﬁtoznatlonal Bconomics, 1965, p. 58:

If exchange rates vere 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 thtng, would raise the dollar price
of foreign currency. This change in the exchange rate could, in
turn, alter the flow of trade. 1f the Prench 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 Prench franc to $0.40 would raise the
dollar price of the Prench car to $2,400. Americans would buy
fewer French cars. 8imilarly, 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. Prench industry
would ouy more American machines. A decrease of US automobile
imports, however, will be reflected in the U,.S8., 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 Prench demand for US dollars.

Robert M. Stern, The Balance of Payments: Theory and
Bconomic Policy, 19;3, P. 713

It should be clear from our discussion that under a systen 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 1espective 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 accnrdingly
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, Pifth
edition, 1973, p. 381 (describing the Laursen-Netzler model of
flexible exchange rates):

Let uas 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 them 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 spendiny 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 "stable®™ 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. 1Instead, 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 summarizes the record for the three econoaic giantn;
the Uinited 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.

I have used a simple test to indicate whether annual real
exchange rate changes were "trade driven® (T)--as the textbook
model of the 19608 predicted--or “capital driven® (C)--as more
recent experience might squolc.z The labels *T" and "C" could

also be thought of as "Truth® or "Consequences®.

If the current account position has improved between last

1. John Williamson, The Bxchange Rate System, Institute for
International Ecoromics, 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 ba expected to alter nominal exchange rates 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
:ate.3 Likewise, if the current account has worsened and the
exchange rate is weaker, I judge the exchange rate to be “trade
driven." Over time, "trade driven® exchange rates should work to

correct departures from equilibrium in the trade account.

If the curcrent account has improved but the exchaage rate
has gotten weaker, I judge the exchange rate to be "capital
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 198l: a weak balance of trade and a strong dollar. As
that experience indicates, “capital driven” exchange rates need
not work to correct departures from equilibriuam in the trade

account; in fact, they can work in just the opposite direction.

An examination of Table 1 shows that, overall, "T's" are
less numerous that "C's®. For the United States, the 12 year
record is only 3 "T's" and 9 "C's". For Germany, the record is 6

*r'g" and 6 "C's”., Por 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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*C's®. All told, Table 1 has 17 *"T's"™ and 19 *C's".

On balance, the textbooks of the 19608 were about half-
right. That means they were half-wrong. 1In particular, the
textbook story was badly off the mark for the United States, but

it was generally right for Japan.‘

This outcome is not surprising in view of the explosive
grovth 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-driven®? To a foreign exchange trader
or a Wall Street banker, it probably nakos‘voty little
difference. 8o long as transactions are brisk and he guesses

right on tomorrow's sxchange rates, the world is fine.

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

4. According to an analysis by William R. Cline, the textbook

story worked better before 1¢81 than after. See William R.

Cline, "Global Consequences of U.8. External and Internal

Disequilibria,” Stanford University, Conference on United

g;at;;;goxico Trade and Financial Interdependence, September 15-
'] .

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 the U.S. dollar is 35 percent overvalued,
as it was {n the first quarter of 1985, he knows the meaning of
pain.

3. The connection between government budget deficits and the

current account position.

The 0ld textbook story of trade balances and exchange rates
has almost been replaced by a new story. 1In the new story, the
budget deficit receives special prominence. Often associated
with the name of Martin Peldstein, the new story haa been told
countless times by editorial writers, foreign statesmen, and TV

comnentators., Briefly, the story runs as follows:

(a) A rising government budget deficit drains the national

pool of savings;
{b) Interest rates rise;

(c} Poreign 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 accoamodate the inflow of
foreign capital and, indirectly, to finance the budget deficit.

According to this story, the government bﬁdqot 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 Gop.> According to tho‘ftatornal twin story, an

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

‘the current account position., Table 2 shows the "supposed”

change in the current account position that would result if the
fraternal twin thesis held up. Table 2 also shows the "actual®

change in the current account position,.

Bconomics 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 "T" is recorded in Table 2. Otherwise an "P"

is shown.

For the United States, the predicted co::capondenci occurred
in 3 of the past 10 years--in other words, 3 "T's" and 7 "P's".
Por Germany, the record was 6 "T's"™ and 4 "FP's". For Japan, ¢

*T's" 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.
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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 gl@nce 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 than 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 a:count deficit.

Clearly therc is a tvin relationship between the total
aourcci and the totil uses of savings. Apart from any
statistical discrepancy, the two must be equal. But boé;use 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--1I would say likely in present
circuistanccs--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 deficlt can be
sharply reduced even without a significant cut in the budget
deficit. )

4. Conclusions

Contrary to éhe teachings of the 19608 and 19708, “shocks"
in the balance of trade afe not reliably followed by self-
oottecting‘changea in the éxchanqe rate, Contrary to the
teaéhinqs of the 19808, 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 clsewhere in
the ¢conomy. 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 qonc;ude that, if the U.S. Congress is concerned
about the balarce u. trade in goods and services, it should
persuade the Secretary of the Treasury to cake a decidedly wmore
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 "unorthodox" solutions for the U.S. trade
deficit.® Those solutions involve deliberate changes in the

exchange rate, or other changes in relative prices, that would
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promote U.8. exports and retard U.S, imports. That testimony
bears rereading, but I will not bore you by rebeat!ng ity message
at length,

Briefly:

1. My preferred short term solution involves coordinated
exchange rate intervention by the Central Banks, The objective
of intervention would 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 doliar.? A correction of some
35 percent could simultaneously increase U.8. gross business
savings by $100 billion annually, thereby providing domestically

much of the savings that now come from abroad,®

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 Hufbauez, "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 Marris'
forthcoming study on Deficits and the Dollar, Institute for
International Economica, 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
priies 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., S8urplus 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. The reduction in the current account surplus might be
aomevhat less than the increase in imports, because higher
imports might depress the yen, thereby stimulating Japanese
exports,
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Table 33 United States sources and uses of savings, 1984.

Billion
dollars
Sources of savings
Personal savings 157
Gross business savings 520 -
Foreign savings (eaualu
current account deficit, with
ninor adjustaents) 9s
State and local surplus 50
Total sources 622
Uses of savings
Pederal deficit 175
Gross private domestic 637
investment
Total uses . 812
statistical discrepancy : 10

Source: Estimated from data givon in Council of Economic
Advisers, Bconomic 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. ParpEe. 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 foreifn 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 rve 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 g‘rogram 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—swa
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:)



T2

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 r!qht 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---a sound economy, low inflation, politfcal
stability---which enhances America's prestige and bargaining
power 1n world affairs. For the U.S. Treasury, the strong dollar
has facilitated the marketing of U.S. govern»ent securities to
foreign investors at ’ time when the huge fiscsl deficits are
adbsorbing the lion's share of domestic savings. For the Federal

Reserve, the strong dollar has kept a check reia on fnflation.

But the dollar's strength has also created many serious
problems. It has hurt many U,S3. industries competing with for-
eign producers and has led to a severe loss of Jjobs in some of
those industries, It has clearly dampened the growth of GNP 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 proteotion by those dq-estic
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 commiteent to free markets and liberal trading prao-
tices. Protectionist sotion here would ?urely 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 shculd be con-
sidered a badge of failure for them and their poliocies., 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 defioit which must
be financed. And for the Federal Reserve, slow growth compli-
cates monetary poliocy, 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
action to keep the dollar from rising sharply again in the ex-
ochange markets and pzrhaps 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.,8. 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
impossidble to say what should be the right exchange rastes for the
dollar, but there are levels which are olearly wrong in a polioy
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
disequilibrius™ 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 swing in rates or even to correct the excessive swing whioch
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 less to do with
economic fundamentals and economic policy than with market
dynamios., For any exchange market participant, trading curren-
clies §{s 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 contrarian. In foreign exchange markets today it s
suicidal. The best strategy is to find the trend and then ride

{t---or as they say in the currency pits in Chicago, the trend is
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four friend. Exchange rates oan move 1 or 2% or so-in a matter
of minutes, 5% or so in s matter of days, 10% or so in a matter
of weeks, and 50% or so in a year, Generating a trend or catche
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
fofces market makers to step back, widen their bid-asked spreads,
and to cover long or short positions quickiy. In this environ-
ment, the market loses depth, breadth and resiliency, and ex-
change rates can rise or fall ocumulatively, 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‘nerely by market forces will
very soon beﬁln to affect the rest of the economy. 1Instead 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-

L eem e e

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 ay 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 asuthorities in the exchange market. This
intervention is done by the central bank duying or selling cur-
rencies Iin the mearket, operating with balances at hand or from

oredit lines,

Unfortunately, central bank intervention has become a
value-laden tera 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? 1Is it profitable? Some peopie 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 {s not a panacea. If fiscal policy is too
expansive, if monetary policy is too expansive, {f an Administra-
tion loses the coniidence 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 controle--a rear
guard action. For all the talk about the strong dollar, right
now I believe that the next big move for the dollar Ui;; be lowe
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 forelgn'authoritles; Since the
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early 1960's, I and others in the internstiowal financial com-
munity have extolled-zhe virtues of central bank cooperation.
This is strioctly in the U.S. self-interest. Through our willing-
ness to intérvene 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 ezéhange operations of toreign
governmants, For the first time since the war, the U,S. now
faces effectively a common dollar policy among the major European
_countries, They aot in concert in intervention in the currency
markets for the dollar whether or not the U.S. is willing to

Join,

By not i-tervening, 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 irnformation
on what is happening. Foreign exchange traders are after all
businessmen and women, and many of them are unwilling even to
answer the bhone unless they believe the call could . 3ult 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 aany 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 :::;out ultimately undersining the value of

its own currency. Unless the fiscal deficit is curbed, it {s
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Just a2 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 increasirgly
deregulated, and, if necessary, to counter disorderly conditions
in tho exchange market, The Federasl Res;rve needs additional

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

Specifically, I beiieve the Fed should have greater free-
dom to intervene {n 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 dileama 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
fn that country,. Bg contrast, the West German authorities re-
sponged to a weakeglpg of the mzrk 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, dy more than $1 billion in view of the dollar's

subsequent 10% decline. That's good tradlns‘by any measure,

My suggestion at this point 1is one which dbefits 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 d}re but
unforeseen contingencies, The U.S., unlike other countries, has
never aqassed a foreign currency reserve, depending on our gold
stock during the Bretton Woods days, and on the Federal Reserve
swap network and other oredit facilities when we needed curren-
cies during the 1960's and 1970's. The credit faocilities are
still <n 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 Marks,
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 lster it will--the U.S.
authorities will have some reserves to feed back into the market,
to lean against the wind and avoid an i{nflationary overshooting
in the opposite direction. If the fiscal deficit is not ocurbed,
if the Federai Reserve is forced to monetize it, {f {nflation
revives in the U,S. for whatever reason, the dollar could again
become the whipping boy of the exchanges, with profound implica-
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 ac-
cumulating a currency reserve would help but has no assurance of
continuity, One means of participating ;lght be for the
Federal Reserve to conduct open market operations througy both
the domestic open market desk and the foreign desk, Foreign cen-
tral banks frequently use exchange market operations, swaps and
the l1ike, to add or drain liquidity, The Federal Reserve aight
consider similar operatlﬁns. Another technique would be for the
foreign desk to make markets to interbank dealers when trading
becomes especially ragged, that i{s, be prepared to buy or sell
currencies when market makers are unsure of their footing.
Transactinons would be reversed as soon as trading conditions are
restored. We conducted such operations on several ocoﬁsions 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 moretary
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 formulate
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

“Fing?

I&r. 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 issuc 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
;v:qld have some effect? You are saying that these hearings are a

ginning.

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

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
3uestion I have is somewhat along the line of other questions. How

o0 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. The%'1 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. ParbEE. 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. Parpee. The only way—I was in the Federal Reserve for
many years and have n 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 kind of 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. | 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. PaArDEE. Yes, we do. -

Senator Baucus. Can we go far enough to back it up?

4 Mr. PArDpek. Yes, we can, as long as we have the political will to
o it.

Senator Baucus. So, it is really a question of will and philosophy
more than it is a question of ability?

Mr. ParpEek. 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. HurBAUER. 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 ’l\‘v'bu repeat that?

Mr. HurBaueRr. 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 aﬁo. ut 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 dces not correctly
treat direct taxes—especially Social Security taxes and corporate
income taxes. As you know, Senator, indirect taxes can be adjusted
at the border, but direct taxes cannot. I believe that the GATT
system ought to be amended to allow adjustment at the burder 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—— .

Tir. HurBAUER:-Oh, that is an absolutely great idea. I have pro-
pounded that same idea. 1 didn’t give it the name Strategic Re-
serve, but that is a great 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 T could just take 20 more seconds, the first stev is to change
people’s minds. When we talk about the exchange market, we are
really only talking about a handful of i}p)eogle 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. HurBAUER. 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 peo[;le 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?

r. 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. HurBAUER. We could take a very decisive step. The talk of
$50 billion Strategic Reserve, correctly (i)layed—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 ﬁzsitlon.
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?

r. HurBAUER. 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. HurBaugRr. 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 fi 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. HurBAUER. 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 exchanfe 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 offetggg $20 billion in a refunding. That will be
hell on wheels for anybody 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. PaArDeE. 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.



85

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?

r. 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

id, 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. Parpee. That is exactly what I am suggesting—that you
could have a much worse market situation than you have Kad
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 dyou very much.

Mr. HurBaugR. I would like to briefly foilow up on that, because
I think Mr. Pardee’s remarks get to the crux of the soft landing/
hard landin%1 scenario. If we a ogt policies which regularly ensure
that the exchange rate drops, let's 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. HurBAuEeRr. Exactly, Senator.

The CHAIRMAN. Senator Bradley?

Senator BrapLEy. That is an intriguing idea, but that assumes
there is a bottom. And you know, if you say hard landing means
we will guickly 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. HurBAUER. Exactly, Senator, and I think that——

Senator BRADLEY. So, there is a balance to be looked at here. One
is to say ﬁroceed cautiously, try to %et 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?



86

Mr. Parpee. 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 BRapLEY. 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. ParDpEE. 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

licy at a risk of jobs, or whether you intervene judiciously to

andle the exchange market separately.

Senator BRADLEY. I take it from your answer that you just gave
that g'ou 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. PARrDEE. 1 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 simi-
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. en the interest rate went up. Is that right?

Mr. Parpee. Yes. They still have their money here, but it is the
people who were the speculators, and there are some very large

layers in the market, including the Foreign Trade Bank of the

viet 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. Parpkk. 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 arcund 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. PARrDEE. 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 lr"ight now it is what is called the “red man” in the exchange
market.

Senator BRapLEY. 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 adoFted 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.
They ‘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. HurFBAUER. 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 has
just lost control. The United States is giving up on the GATT. The

nited 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. HuFBAUER. 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. HurBAUER. 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 uf» as a haven currency.
Equally plausible is the notion that the dollar would go up. Peop{e
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 BrapLEy. We will call them Communists, not reds.
[Laughter.)

Senator MoYNIHAN. We thank you both very much, gentlemen.
And now for our two concludingl witnesses this mornin%. 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. Leppy. 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 ple—the mone-
tary side was at this time in the hands of the asury exclusive-
l{l—but what did the trade ’F}‘e on the American side do when
they were negotiating the GATT and preparing 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 lon{ger 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 testifx on a single point: the assumgtions 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 Keriod. I was a State
Department commercial policy advisor and a member of the American team that
formulated {)roposals 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 Cordel} 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:olled the negotiation of the Bretton Woods Agree-
ments.

It is safe to sag 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
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exchan!gie-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 bariers and pro-
ceed to roll them back. To achieve this, however, the conferees considered 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 :’ystem 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 and monetary policies are interrelated 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 rate 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 ail 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

wer agreement” relating the monetary and trade issues that the

nited 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 Lelieve,
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 acceas 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.

[Mr. 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 opFortunity to appear once again before you. As many of you know, | am a
creature of the Con, and of this Committee, having spent 1oore than a decade
serving on your stafl. 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 Econdiiics
101 or even the more sophisticated graduate courses we may have had. I believe the
American dollar is stmnﬁ because of: (a) high real interest rates in the U.S. and the
real differentials with other currency assets; (b) a stableegolitical 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 regulation 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 struct:ral tidde imbalances will result
in increased trade restrictions, as has been the case since 197Z. On the other hand, I
can’t see the world returning to a rigid fixed-rate system with 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 supglies by actions which were sometiimes silly and other times
worse. Thus, during the Sixties, we erected barriers (exchange controls to direct and
portfolio investn:ents abroad, even to bank loans; we penalized American tourists,
even thinking seriously of imﬁai{%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-
ne) discipline of that system if we abjure the internal discipline of our own budget

. prucess.

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
Kennéd;{v and Nixon Administrations. One must have enormous respect for his accu-
mula 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 sweepin,
protectionism for ‘“basic industries”—and the turbulent thirties. I think we learn
a lot since those da{s and [ am not reall¥, concerned that the Congress would faas
another Smoot-Hawley tariff or that any President would sign such a bill. But I am
concerned that the lack of coordination between international monetary policy ajld
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 rval 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 exgansive fiscal policy and an overly stringent monetary
policy. In recent years, the dimensions of this asymmetry have become enormous
and unsustsinable.

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 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 energ{. Another increase in the gasoline excise tax should
not ruled out. The import surcharge idea should be considered onl{ 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 ment 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



93

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 kage on
telecommunications, drugs, wood groductn and computers, as desirable as these
market openers are, will change the fundamental disequilibria in the U.S.-Japan
trade relationship. More fundamental macro-economic policy changes in both na-
tions are necessary, coupled with a rearlaifnment in the currenc{ parities. If we do
not address the fundamentatls, the overall U.S.Ja 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 be%ga ing thy neighbor. As elected representatives, Mem-
bers of Congress are currently under severe pressure from constituents suffering the
conseguences 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 1 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 US.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 t¢ 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 iprocity legislation in 1983. The issues have not really changed
very much, but the magnitude of the challenge has. Thank you 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 tor trade problems are often not embodied in trade law as such.

I. CURRENT PRESIDENTIAL TRADE AUTHORITIES

A. Negotiating authority

1. Nontariff Barriers Ne, tiatinﬁ 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
wggzulck be subject to a fast tract, no amendment procedure under section 161 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 be
applied on a nondiscriminatory basis, unless the President determines that circura-
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 and effective action to reduce those surplus-
es.

C. Compensation authority

The 1974 Act provides germanent authority following expiration of the basic tariff
reduction authority for the President to compensate foreign countries for increasin
trade restrictions as import relief through new trade agreement concessions. Tari
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 provigions

Section 232 of the Trade Exgansion Act of 1962, as amended, by scction 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 bagis, 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.

1. 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 by 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 negotia-
tions.

(¢) 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 reflgction of non
trade cz.uses (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.

() 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 m;ultilaterally.

Unilaterally, one con 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 game” 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 terms.

TRADE AND ECONOMIC POLICY OPTIONS

If one accepts the above principles as guidance for U.S. policy, the following meas-
urés could 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 MEASURES

The United States should consider agplying ] v‘\u"‘m..; . tax on consumption
(and imports) of goods and services. Such a t.ga cou)dbe #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 f)ro'ecwd levies of 7.5%) and the corporate tax rate reduced to a maxi-
mum of 33%. 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.

(56) 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 securitg.

(2) Direct the Secretary of Treasury to prepare a report on establishing a ‘Recca-
struction Finance Corporaticn: to assist industries in modernizing plant and equip-
ment and adopting management and marketing techniques to meet foreign comp-:ti-
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 anroll 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 de 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. Best. Thank you, Mr. Chairman.
The CHAIRMAN. Thank you. Senator Moynihan?
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Senator MoYNIHAN. Mr. Chairman, because you were necessarily
out of the room, is the bu%get decided?

The CHAIRMAN. The budget is decided. You don’t need to worry.
We will pass it about 3 this afternoon.

Senator MoYNIHAN. 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. Leopy. Yes; he resigned on the legal issue of the President’s
rower to fix the gold content of th2 dollar. He thought it was strict-
y illegal, and he would not take {he responsibility for it.

Senator MoYNIHAN. And at the same time the President would
not take the resronsibility for a world economic system and the
only point I would like to mauke, 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 talkin
about life. And if we let the United States lose its industry, whic
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. Leopy. 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 encoura%e exports. My question is: Did those confer-
;ees ]}:hink that the IMF would take care of this exchange rate prob-
em?

Mr. Leopy. 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.

! Sg’nator Baucus. Should the next GATT round address this prob-
em?

Mr. Leppy. 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. LEppy. 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 shuuld get.

nator BAucus. What about the Bonn summit? To what degree
should the Bonn summit address this?

Mr. Leppy. 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 iiew 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. Leppy. All right. .

Senator Baucus. But putting that aside, ass'yming you have the
President’s ear, and the President would do whatever you wanted
him to do, what would you suggest to him?

Mr. Leppy. 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 Bradlei;l?

Senator BRaDLEY. Thank you, Mr. Chairman. Let me say tc both
of you, and particularly to Mr. Leddy, how important it is for you
to give the committee some historical perspective because frequent-
ly we not only lack that but despair for a solution to a problem
ti’xat, 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 GATT
system as it was oriﬁinally constituted assumed the stable ex-
change rate regime. That worked for a number of years and final-



99

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 Willingness 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. Leopy. I would have to say that I don’t think you can get
back to a fixed adjustable par value s(irstem 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-

rested 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 reducini 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. Leppy. 1 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 lon%er 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. Best. 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. Leppy. 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 beginnininhas
to be made by the United States. There is no way around it. I know
that we are no 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, desgite 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. Best. Yes. I am relatively optimistic despite the overhang
problem. You know, we have beer: 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. Best. 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 1{ou can 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 Republic 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 rcom SD-
215, Dirksen Senate Office Building, Hon. Bob Packwood (chair-
man) presiding. N

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, provided 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.



103

It was once widely thought that when a country developed a
large trade and current account deficit its currency would depreci-
ate. Clearly, that {heory 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

ee to an appreciation of their currencies relative to the dollar.

hen such an appreciation was agreed to in December 1971, 4
mon;)l::i after the import surcharge was imposed, the surcharge was
dro .

us, 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 hagfened 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 practi 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 tradin%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 Committee assess the relationshi
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 gercent. 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
obt"3 the dollar is finally being reversed, but that is something about which we cannot

sure.

* The views expressed in this statement are the sole responsibility of the author and do not
g:rport to represent those of the Brookings Institution, its officers, trustees, or other staff mem-
rs.
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What accounts for the substantial appreciation of the dollar since 19807

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
Jaran by 3to 6 lpwe‘nrcen(aﬁ: points. This means that an investor, by keeping funds in
dollars rather t 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 have 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 ex tion that American interest rates would go up under the
combined impact of the large budget deficit and economic expansion. tever 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

licies 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 Ja and into the Unitsd 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 bu‘\;ing stock in Wall
Street. This has not been happening. 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 currem:¥l 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 é)roblem was wideliv 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
restrainta 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 anal I can think of is
the enormous increase in American stock prices in the second half of the 1920s.
That was a g lative ?isode. 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 numerous examples in economic history.

EFFECTS OF STRONG DOLLAR

bThcad 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 impc.ts. 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 g 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 stro
dollar and the vigorous recovery of the U.S. economy from the recession of 1981-8
has permitted many other countries, both industrial and developing, to enjoy
exoort-led growth. As is commonly said, the United States 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 ani the sluggish growth of their econo-

mies.

Thus, although there have been some beneiii-, koth in the United States and
abroad, from the appreciating dollar, it is fair tu say 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 gut 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 pargaining 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 Decembéy 1971—four months
later—the surcharge was drogped. N

Thus, the 1971 precedent has little relevance today. Exchange rates are alread
ﬂoatinﬁ.e 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 cohcessions 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 bar%aining‘ device but
as a means of reducing Americar imports or import competition. It is doubtful that
this aim would be achieved. If 1othing else happened except imposition of the sur-
charglel, ;23 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 uniikely that financial markets would be impressed by a
temporary increase in revenues from a temporary surchatge. Furthermore, it would
be ifﬁcu{t 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 else can be done in the way of policy steps to deal with
exchange rates mean that cur 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 ratis, 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 retes. These proposals require that monetary policy be directed at stabiliz-
ing currency values. The wea' .=z 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
stf?bilization 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. Rut if it
happened dramatically, 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. SoLoMmoN. When you say ‘“‘foreign countries,” I assume 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
dt(l)esn’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. SoLoMoON. 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 ‘1 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. [
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.

r. SoLomoN. OK.

Senator BRADLEY. Let’s say that our obgective is to get the dollar
down, say, 20 to 30 percent. What role do you think intervention
can plag)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, %et a net downward path.

Senator BrRADLEY. 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-
l{{ it's often said by critics of intervention that we would be using
the taxpayers’ money. That is simfply incorrect. The Fed would be
exchanging one asset for another if it were intervening. And that is
not using taxpa%ers’ 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 curi:encies.

Senator BrapLEY. How big should the reserve be? Fifty billion?

Mr. SoromoN. 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 BrapLEY. All right. Thank you.

Mr. SoromoN. Right. -

The CHAIRMAN. Mr. Solomon, thank you very much. And, again,
I apologi)ze for the delay.

Mr. SoLomoN. Thank you, Senator.

S Tlhe CHAIRMAN. Now if we could have Mr. Danielian and Mr.
role.

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. ] 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 & 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 Kingdom 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. Qur 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. R

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 %rinciples 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 regy 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 ¢om-
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 enviconment involve several interrelated actions. All of
them together can have an effect. However, we cannot wait for re-
ductions in our budget deficit, as important as that is, to lower our
interest rates and doliar 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 ECONCMIC POLICY ASSOCIATION
BEFORE THE
COMMITTEE ON FINANCE
UNITED STATES SENATE

April 23, 1985

Mr., Chairman:

Thank you for inviting us to tesatify at your hearings on the
viability of the international trading system in an era of floating
exchange rates. My name is Rﬁnald L. Danielian and I am president
of the International Economic Policy Association--established in
1957 ag 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 1nternational.mbnetary igsues. We
have published several hooks on the U.S. balance of payments and
one on U.S. Forsigg Economic Strategy for the Eighties.

Mr. Chairman, this nation is in trouble. We are rumning serious
balance of payments and trade deficits, building debts abroad which
are future claims on U.S. résources. 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 p;yments 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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wWhat 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
manufaéturing industries has not grown recently. We believe that
the stagnation in employment and the disloe;tions 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.
e Last year one-hal® of every dollar spent on capital
equipment went for overseas purchases.
e U0 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 the;e
problems have been building for years and transcend the era of
bloated budget deficits. Exceot 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 19841 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 tuo 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 débtor nationg--
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 accesgs 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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st1ll had a deficit and built up dollar liabilities abroad.l

"Change is the password of growing states.”
-- G. E. Woodberry

The nature of the U.S. trading relationships has chenged
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
sositive 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 qr 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 primery foreign
markets. Table II-(a-e) shows the balance in major product
categories sigce 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 1960-1984. 1In 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 ;he 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 Appraisal 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 samz
benign neglect that past administrations have given to floatiny,
exchange rates. The report. states that 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 acc..nt surplus which measures the net claims
on U.S. resideﬁts 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 borrowed 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 siyilar 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.l But the forced sale of overseas
private investments to meet war obligations cut earnings. This
plus a substantial rise in military expendituresz 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
sterling problems and the stop-go economic policies tried as a
cure finally led to a reassessment of England's ability to continue
financing oversess activites. 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 Midéle 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 significent 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 intermationally 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 gs 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 greut 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

félling sharply. U.€. 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 %ts 30-40
percent over-valuation or any under-valuation of other currencies.
Under normal circumstances, the U.S. éxehange rate should be
depreciating so that we could overcome our payments imbalance.
Because it is not, world trade is no longer being conducted on
“the basis of comparative advantage, causing a distinet inefficiency
in the flow of resources on a globhal 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 percbnt 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 alnost no subsidy element in European exports to
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third country markets. This 1s 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 and other manufacturing bases. A major factor in the
continuing loss of market share in this product has been the
substantial overvaluation of the dollar. Pén 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 1s despite the fact
that its present system is geared, from mechanics tc 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 govermments 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 potentiel
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 commercial transactions is
a hangover from clussical 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."1

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

1 May 1971 IEPA statement before the Senate Finance Committee.
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vastly different political, social or ecoﬁomic 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 s 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 econmomic 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 19508, 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 Kemnedy Round in 1968, the United States ultimateiy
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 Stath had been in a trade deficit. But
we gset 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 o)ld beliefs. Nevertheless, the
United States continued to-protest that such tax rebates lead to
a less than equal opportunity to cqmpete, 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 ecpnomic
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 performance 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 underetand that the Congress has

not been told exactly what we are prepared to give up and the



128 °

16 -
jJustification therefor, in exchange for achieving an opening
for services trade in new MIN 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 i:ring 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 camnot 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 mist borrow.
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"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 end 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 ra;'z a deficit. Today, on a8 current
sccount basis, we still have signiffcant deflcits.

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 rumning 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 fora description of these past measurements and a historical
pergpective of the facts, see: The United States Balarce of Payments:
An Appraisal 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 balaices 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 NATO
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 valuez 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.l 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. traée 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 eventuslly 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. fn 1979, rea{
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 in 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 dacade, more than
currency swings or domestic growth would have been necessary
to remedy the "Jepan problem."”

I maintain that U.S. policies must change to reflect these

facts.
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"As our case 1s new, 50 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 negotiutions we can re-
establish respect for the principles of MFN, national and reciprocal
treatment. Access to our markets must be conditional on alherence
to these principles by other countries, and the principles should
not be applied merely to trade movements. They must \encompasa
investments, repatriation of earnings, industriasl property rights,
and any other consideration‘s of economic velue. Economic progress
is indivi:sible; 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. 2s just one of the major international economic
players, the Unfted States should cease to act as if its size and
status demand a higher standard :¥ self-sacrifice than any other
major country accepts. Whatever validity to this notion might
remain, the special conditions that prevailed after World War II
and Korea have beén corrected in part by America's generosity.
Having met the speciul 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 more open and reciprocal treatment in our future economic
relationships.

We shculd 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 consgidered 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. Principies to Follow
A-1., 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 MIN treatment,

we should condition future access to our markets on adherence in

practice to these principles by 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 MIN goveinment procurement code, subsidies code and
other agreements. Only the countries that agree to codes get

the benefits of those codes.

A-2. Voluntary guotas should rot be used for controll
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 m;rket 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 millior 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 snd
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 agssures 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 government-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,
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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
mstanc;z, 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 secrifice of trading partners. The same
behavior on the part of less developed countries is viewed as

a stepping stone toward industrialization. However, once those
nations emerge into the industriial world, the old policies never
seem to change. By adhering to sector negotiations in meetings with
countries that have newly "gradusted" 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 pvaflability of equal
financing for U.S. products is a deterrent :hile 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 camnot 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 US market should reflect the existence
}af 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. Doméstic adjustment agsistance to U.S. firms and workers
adversely affected by import competition must be reghaped 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 changes 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
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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 R&D while allocating RSD expenses to
foreign-source income could push R&D 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 R&D 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 gerious 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 sble to

use exehaggg-adjusted tariffs and, if necessary, rate equalization
charges on financial flows. To maintain a compotitive 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 end
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impairment. In our case, a large currency overvaluation
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--sn 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.l

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 ﬁeintain ¢heir respective domestic
policies. Moreover, it would not encourage the development
of an unbalanced trade positién that would force countries to
seek protectionist quotas or marketing agreements. No 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

YT This does not argue against better central bank coordination in

the currency markets to stem speculative or other disorderly market
conditions. However, such action camnot 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-
cigsely 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 bhe considered in any application of this proposal.
This annex can be a starting point for consideration of this
approach.

Floating exchange rateé were supposed to achieve an equilibrium
in the current account by equalizing national inflaticn rates.
When exchange rates do not adjust for these differences, then our
propasal would make the adjustment by affecting the trade acuvount
and ultimately the current account.

Thus, no undue trade advantage would be given to countries
with internal poljecies that cause currency fluctuation. True
comparative advantage in the factors of production could be

followed with trade c. mpetition 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 ecorometric 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.l 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 forelign
supplier of funds) and not on the borrower (a U.S. citizen). The
market system on allocation and pricing of funds would operate R
and the initial cost of funds to the borrower would be at his
country market rates. The actqal 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 safeguard 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
gsome in the reserve currency category. Britain, where the pound
was considered a major reseéve 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 quota 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.l The changed circumstances

1 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
Commnittee my views about what many regerd 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 aécount 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 s
fictitious posftive 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 trade 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.

Migalignment of currencies shall be determined by using
the real effective exchange rateg--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 = 100. This is the same index used up to the
summer of 1985 by Morgan Guaranty Trust Company in
World Financiil Markets.

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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' 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.

The current account deficit with the target
country represents 20 percent of the U.S. total
current account deficit for the year.

The percent of =nisalignment of both currencies
would be deterwined.

When both 1 and then 2 are met, then 3 would ke
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, THEN

¢. The tariff would be dropped after the two
quarters.

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.



1965
1966
1967
1968
1969
1970
1971
1972
1973
197y
197%
1976
1977
1978
1979
1980
1981
1982
1983

1984

Source:

u.

S. NONMILITARY MERCHANDISE TRADE BY AREA, 1965-1983 (Balance of Poyments Basis)

TOTAL
EXr. IMR, BAL,
26.5 21,8 5.0 [|5.7 u.s
29.3  25.5 3.8 [6.7 6.0
30.7  26.9 3.8 | 7.3 6.9
33.6  33.0 0.6 | 8.2 8.6
36.4  35.8 0.6 9.1 9.9
42.5  40.0 2.5 | 9.5 10.7
43.3 45,6 - 2.3 Po.s 12.2
494 55.8 - 6.4 3.1 145
e 705 0.9 p6.7 17.7
98.3 203.8 - 5.5 [21.8 22.6
107.1  98.2 8.9 [23.5 2.9
114.7 124.2 - 9.5 [26.3 26.7
120.8  151.9 - 31.1 [28.5 29.9
142.) 1760 - 33,9 1.2 33.8
164.5 212.0 - 27.5 [38.7 39.2
224.2  249.8 - 25.6 M1.6 42.9
237.0  265.1 - 28.1 N6.0 4B.3
211.2  247.6 - 36.4 P9.3  u8.S
200.3  261.3 - 61.0 N3.8 5S4
220.0  327.6 -107.6 k3.1 8.7

CANADA
EXP. IMP,  BAL,

0.9
0.7
0.4
- 0.4
- 0.8
-1.2

1.4
1.0

- 0.8

1.6
- 0.4
- 1.4
2.6

- 0.5
-1.3
-2.3
- 9.2
-10.6

-15.6

TABLL I

[

e M EUROPE
EXp. IME. BAL,

8.9 6.2 é.7

9.6 7.7 1.9

9.7 8.1 1.6
10.5 0.2 c.3
11.6 0.2 1.4
s.2 11.3 2.9
13.6 12.8 0.8
15.0 15.7 - 0.7
2.2 19.8 1.4
28.2 4.3 3.9
29.9 20.8 9.1
31.9 23.0 8.9
34,1 28.2 S.9
39.5 36.6 2.9
S4.2 4.8 12,4
67.6 47.3 20.3
65.1 52.9 12.2
9.7 52.9 6.8
S4.9 53.9 1.0
57.1 71.0 -13.9

LATIN AMERICA
EXP. IMR. DAL

4.2
4.7
4.7
5.3
5.5
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

29.8

u.n
4.7
4.7
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

48.0

Sucvey of Current Businesw, U. S. Department of Commerce, various lssues.

-0.2
0.0
0.0
0.2
0.3
0.6
0.4
0.1
0.4

0.9
- 0.3
- 3.3

1.3
3.7
- 5.4
-16.3

-18.2

JAPAN OTHER

EXp. IMP. DAL, | EXR. RMP. DAL,
21 24 -0.3 | 5.6 3.7 -1.9

2.3 3.0 - 0.7 6.0 5.1 1.9

2.7 3.0 -03] 63 w2 2.3

3.0 41 -1/ 6.6 S.0 1.6

3.5 4.9 -4l 6.7 s.6 1.1

w.?7 5.9 -1.21] 7.6 6.2 1.4

4wl 7,3 -3.2| 82 7.2 1.0

s.0 9.1 -ul]| 91 94 -0.3

8.4 9.7 -1.3 §15.1 13.7 1.4

10.7 12.4 -1.7 |[21.8 25.8 - 4.0
9.6 1.3 -17 1270 28.0 -1.0

10.2 15.5 ~5.3 |29.4 w8 -12.4
10.6 18.6 =~ 8.0 [29.7 S4.0 -24.3
13.0 24,5 11,5 |36.4 S8.1 21,7
17.6 26.3 - 8.7 [45.4 4.2 -28.8
20.8 31.2 -10.4 |55.4 90.9 -35.5
2.8 37.6 -15.8 |61.3 87.2 -25.9
20.7 37.7  -17.0 |s8.3 69,9 -11.6
21,7 w3 -19.6 |su.3 69.8 -15.%
23,3 s57.3 -3u.0l 56,7 826 -25.9

8¥1
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TABLE II (a)
U. S. TRADE BY MAJOR CATEGORY

fmillions of §)

~—FODGLIVEANDRLS | ___ DIVERAGES & TOMACCO

’ = n. B | R m M.
1957 2,388 3,052 ~ 654 W2 13 129
1953 2,280 3,208 - 968 s N3 10§
1953 2,408 3,173 ~ 768 wr 47 ) %0
1960 2,662 2,99 - 334 83 3196 97
1961 2,916 3,018 ~ 102 506 4?7 69
1962 3,179 3,243 - &4 y9s 431 &7
1963 3,565 3,401 168 531 452 69
1964 4,076 3,487 589 SS4 538 19
196% 4,003 3,460 43 (184 553 - 36
1966 4,352 3,945 814 624 642 - 18
1967 u,061 %,003 . 58 €49 698 - w9
1968 3,890 8,577 ~ 687 702 786 - a
1969 3,733 4,53? - >798 ' 7114 278 - [ 13
1970 4,356 5,378 <1,019 | 02 8ss - 19
19711 4,357 5,529 ~1,162 709 876 - 167
1972 5,661 6,370 - 709 908 1,009 - 101
1973 11,930 8,015 3,918 1,008 1,221 - 213
1978 13,986 9,386 4,600 1,247 1,322 - 75
1975 15,484 8,503 6,981 1,308 1,420 - 112
1976 15,710 10,267 5,443 1,524 1,624 ~ 100
1977 14,1186 12,558 1,558 1,847 1,669 178
1978 18,311 13,522 4,789 2,293 2,221 72
1979 22,248 15,170 7.07% 2,397 2,565 - 228
1980 27,748 15,763 11,981 2,663 2,m - 108
1981 30,291 15,238 15,053 2,91% 3,138 - 223
1982 23,9% 14,453 9,497 3,026 3,354 - 338
1983 24,166 15,812 8,754 2,813 3,408 - 59§
1384 24,463 17,9713 6,430 2,849 3,653 - 804

Commagrce, various {ssues.

Source: %gr-gu Business Reports end Survey of Current Business, U. $. Dept.
o
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1958
1959
1960
1561
1962
1963
1964
1965
1566
1967

1968
1989
1970
1971
1972
1973
1974
1975
1976
1977
1978
1379
1980
1981
1982
1983
198y

Source:
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TABLE Ii

(b)

U. S. TRADE BY MAJOR CATEGORY

{millions of §)

ANIMAL & VEGETABLE
ATS

X,

335
272
kPD)
3a7
289
31
320
414
472
387
3318
274
308
493
615
so08
684
1,423
gun
978
1,309
1,521
1,845
1,946
1,750
1,51
1,459
1,922

.

102

98
104

95

93

98
105
119
116
146
122
158
137
160
172
180

Sul
554

S31
sl

__CMEMICALS

B, . BAL,

233 1,376 668 808
174 1,825 789 636
216 1,558 868 690
212 1,805 821 84
196 1,816 738 1,078
21s 1,803 2 1,111
215 1,99 15 1,279
295 | 2,364 702 1,662
36| 2,402 769 1,633
ar | oz 955 1,720
a6 | 2,802 958 1,844
116 3,287 1,129 2,158
e 3,383 1,228 2,155
362 3,826 1,450 2,376
w3 3,836 1,612 2,22
328 4,133 2,015 2,118
u2s 5,749 2,463 3,266
879 | 8,819 4,018 4,801
390 8,691 3,696 4,995
s14 9,959 4,772 5,187
»8 |10,812 4,970 5,842
1,000 |12,623 6,430 6,193
1.165  |17.306 7,479 9,827
1,813 20,740 8,583 12,157
1,270 |21,187 9,446 11,791
1,135 19,891 3,454 10,397
964 [10,751 10,779 8,972
1,226 22,336 11,697 8,639

Qverseas Business Reports and Survey of Current Business, U. S. Dept.
of Commerce, various issues.
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TABLE II
U. 5. TRADE BY MAJOR CATEGORY

fmillions of §)

CRUNE MATERIALS (INEDIBLE)
THAN F!

) o~
1957 2,533
1958 1,708
1959 1,823
1950 2,777
1961 2.765
1962 2,211
1963 2,476
1964 2,978
1965 2,856
1966 3,071
1967 3,284
1968 3,541
1989 3,569
1970 4,605
1971 4,329
1972 5,030
1973 8,380
1974 10,934
1975 9,784
1976 10,891
1977 13,086
1978 15,535
1979 20,755
1980 23,791
1981 20,992
1982 19,248
1283 18,596
1984 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
9,59

11,082

of Commerce, various issues.

BAL,

31}
623
1,084
66

280
us?
197

98

247
239
287
195
109
1,298
ou?
1,170
3,366
4,868
4,218
3,877
w622
6,261
10,102
13,295
9,799
10,659
9,006
9,167

(c)

1,814
1,07
853
81y
763
799
(1Y
953
947
976
1,106
1,050
130
1,595
1,497
1,552
1,671
3,544
Y416
4,226
4,184
3,881
5,616
7,982
10,279
12,729

9,500
9,310

MINERAL FUELS AND
ER

m

i

1,556
1,631
1,568
1,574
1,725
1,874
1,914
2,030
2,221
2,262
2,2u8
2,527
2,794
3,075
3,715
4,799
8,173
25,454
26,476
33,996
47,153
w4, 763
63,076
82,924
81,417
65,409
$7,952
60,980

238
- 560
- 715
- 760
- 962

1,075
- 969

1,077

1,27

1,286

1,184

- 1,477

1,664

1.480
2,218

- 3,247
- 6,502
-22,010
-22,006
-29,770
42,969
-40,882
57,460
-74,942
-11,138
-52,€80
-48,352
-51,670

rte and Survey of Current Business, U. S. Dept.

Source: Oversess Business Repo



1957
1958
1959
1560
1961
1962
1963
1964
1965
1966
1967
1968
1969
1970
1871
1972
1973
197¢
1975
1976
1977
1978
1979
1980
1981
1982
1983
1984
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TABLE II

)

U. S. TRADE DY MAJOR CATEGORY

(millfons of $

MACHINERY

X m BAL,
4,215 (5} 3,784
3,894 us3 3,611
3,883 676 3,207
4,308 724 3,584
w761 185 3,972
5,217 958 %,263
5,483 1,054 w,u29
6,525 1,314 5,211
5,93 1,800 5,136
7,678 2,688 %,990
8,280 3,099 5,181
8,858 3,7 5,072
10,137 4,571 5,566
11,685 5,375 6,310
11,839 5,059 5,780
13,566 7,916 5,650
17,588 10,750 7,438
24,318 11,811 12,507
29,215 11,970 17,245
32,113 15,446 16,667
32,630 18,836 13,79
38,105 24,752 13,383
45,914 28,530 17,380
$7,263 32,286 24,977
62,946 38,212 24,734
39,324 39,457 19,867
54,309 45,975 7,334
60,318 68,348 - 8,027

erseas Business R

Source: Ov. eports

of Comserce, various (ssues.

—— IRANSRORE EQUIPMENT
=98 . L.
2,654 Wl 2,223
2,496 670 1.826
2,193 957 1,236
2,704 2 1,962
2,569 575 1,9%
2,840 20 2,120
2,785 768 2,021
2,844 %02 1,942
3,214 1.1e8 2,086
3,478 2,135 1,343
4,254 2,695 1,599
5,603 w25 1,388
6.266 5,192 1,074
6,197 5,798 399
7,621 7.014 - 19
7,98 9,508 - 1,55
10,200 10,926 - sus
"13,8m 12,251 1,620
" 16,452 1,49 4,968
17,388 14,378 3,010
16 17,511 s
i 21,163 22,838 - 1,675
bau,sm 25,148 - s
| 27,366 28,260 T
: 32,791 31,615 1,376
C27,82% 33,863 - 6,038
28,269 19,156 - 10,887
29,655 50,802 - 2,007

£ts and Survey of Current Business, U. S. Dept.
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1958
1959
1960
1961
1962
1963
1968
1965
1966
1967
1968
1969
1970
1971
1972
1973
1974
1978
1976
1977
1978
1979
1980
1981

1982
1983
1984

Source:

1568

TAMLE ID

(e)

U. S. TRADE BY MAJOR CATEGORY

(m{llions of $)

MANUFACTURED GOODS

|~ 9% m, AL,
u,3u9 3,5 s07
3,1 3,382 89
3,597 589 - 1,082
v,076 ¥, 559 -
3,801 w1 - 5%
3.9 5,180 - 1,208
4,349 5,52° - 1,103
., 785 6,188 - 1,39
¥, 0% 7,528 - 2,638
5,388 0,668 - 3,280
5,468 9,008 - 3,538
6,084 11,208 - 5,02
7,000 12,020 - 5,020
7,636 13,285 - 5,649
7,167 14,929 - 1,82
8,09 18,332 10,238
1,11 21,u81 -10,348
18,518 27,188 10,630
16,592 23,927 . 7,338
17,781 30,180 12,399
19,001 35,176 -16,085
22,604 46,296 23,652
28,879 51,070 -22,191
38,602 55,901 -17,299
37,379 63,471 -26,092

BANUTACTVRED GOOOS & OTHER TRANSACT[ONS
e, . B,

39,543

37,106
80,92

64,917
RLI] )Y
98,588

-29,37%
-37,17%
57,656

— OTMER TRANSACTIONS
|~ 9% n BAL,
s 362 13
66 325 161
43 180 s1
s w01 9
313 u3s Y
sie “wo 1
615 s17 9%
TN 91 203
954 10 226
1,107 866 E138
959 1,065 T
924 1,028 - 108
1,224 1,332 - 108
1,49 1,27 222
1,53 1,876 55
1,560 1,598 - 3
1,002 1,0% .8
2,587 2,256 3
3,162 2,518 [
2,749 2,538 m
4,314 3,358 956
5,030 4,018 1,042
9,103 ¥,908 4,198
8,496 7,183 1,313
8,389 7,296 1,093

ond Survey of Current Business, U. S. Dept.

ommerce, verious issues.



TABLE III

U. S. TRACE BALANCE, OFFICIAL CURRENT ACCOUNT AND CURRENT ACCOUNT ON

ACTUAL TRANSACTIONS% QVERALL, 1960-1 7", (in millions of §)

1960 1961 1962 1963 1964 1965 1966 1567 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 1,582 1,205 -1,378 -2,017 =356
Overstatement of?
Net Reinvested NA NA NA NA NA N NA NA NA NA NA
Larnings
Current Account on
Actual Trensactions 1,732 3,005 2,404 3,243 5,718 4,251 1,582 1,215 -1,374 -2,017 - 356

(footnotes attached)
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TABLE XX
V. S. TRADE RALANCE, OFFICIAL CURRENT ACCOUNT AND CUKRENT ACCOUNT ON
ACTUAL TRANSACTIONS! OVERALL, 1971-1984, (in millions of $)

1971 1972 1973 1974 1975 1976 1977 1978 1979 1980 198) 1982 1903 1904
1. S. Oversll Trade
Balence Z2,260 -GM16 + 911 -5.505 + 8,903 -9,483 -31,091 -33.966 -27,55% 25,512 -28,001 -36.469 -61,085 -107,600
0fficiel Currert
Account =1,833 5,795 7,140 #1,962 18,116 4. 207 14,511 -15,446 - 964 & 1,898 <+ 6,29 - 9,199 41,53 -101,6uY

Overstatement of 2 .
Net Reinvested

Earnings (22,539) (23,969 (+7,248) (26,712 (o 6,859 (6,033 ¢ 4,810 (¢ B,760) (+15,0100 £10,850) (& 8,879 (¢ 7,665 & 7,733 (o §.249)
Current Account on .
Actusl crenssct jons 4,068 -9,758 - 108 -4,7%0 +11,257 -1,830 -19,321 -24,206 -15.974 - 8,952 - 2,85 -16,86% -U9,29 _109,mG

(footnotes attached)

gql



TABLE III

Footnotes:

1/ Current Account on Actual Transactions represwnts the bslance of actusl imports and
exporis of goods and services. It is the current expendfture of dollars on all imports
minus the esrning of foreign exchange from all exports and includes the balance on
goods snd services snd unilateral transfers bui ixcludes accounting gimmicks as outlined
in footnote 2.

2/ Reinvested esrnings of American companies sbrosd sre included in the govirnment current
account figures as {f th_? were an inflow of funds, thus inflating our exports of goods
and services. se monles are not an ac ow of funds, of course, since they
are earned sbroad, tsxed abroad and used sbrosd. 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 reinvested esrnings of
foreign companies here in the United States. The figure on this line represents the
difference between the fictitious export and import of these funds. A (+) represents

the net smount that must be subtrected from the official current account; & (-) represents
the smount that must be added.

NA - Not applicsble. In esrlier yesrs, reinvested esrnings were naver includ+: in the current
account. The change to include them on the plus side of the current sccount and below the
line on the negative side of the capital scoount occurred in 1977, U.S. sccounts
have been restated back to 1971 and have overstated the actusl balance in foreign exchange
terms.

SOURCE: Survey of Current Buginegs, U.S. Departmont of Commerce, various issues.
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TABLE IV

(annual percentage change)

MANUFACTURING PRODUCTIVITY -- OUTPUT/HOUR

YEAR u,s, JAP ERANCE W, GERMANY UK
1960-83 2.6 9.1 5.8 5.0 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 1.5 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 5.0 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 Ecouomic Indfcators

49-032 0 - 85 - 6
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TABLE V (a)

U.S. TRADE AND CURRENT ACCOUNT! BALANCES BY SELECTED AREAS
(millions of $)

LATIN AMERICA

AND_OTHER
WESTERN EUROPE WESTERN HEMISPHERE ASIA AND AFRICA?
Year Trade Current Trade Current Trade Current
1960 2,549 232 -194 276 794 - 3y
1961 2,787 795 22 615 1,038 124
1962 2,602 833 -316 298 1,413 719
1963 2,881 1,057 -398 215 1,649 1,059
1964 3,378 1,866 74 806 1,682 1,215
1965 2,686 1,078 -122 586 1,400 938
1966 1,914 179 38 1,006 1,590 240
1967 1,581 51 18 1,063 1,826 218
1968 y2 -1,465 153 1,493 1,256 185
1969 1,402 -1,230 324 1,312 745 - 12
1970 2,886 -1,092 603 1,420 961 451
1971 779 -2,238 346 1,274 uQ0 ~205
1972 -667 -5,037 162 713 -1,033 -1,154
1973 1,457 -4,169 316 1,600 - 398 1,625
1974 3,897 -1,000 -2,838 -853  -6,684 -6,358
1975 9,120 5,690 - 931 4,604  -u,922 -1,721
1976 8,880 6,6u6 -337 3,951 -16,755 -11,873
1977 5,868 4,210 -3,2u3 1,900 -26,486 -19,981
1978 2,928 1,627 -1,008 5,692 -23,181 -16,530
1979 12,351 13,836 -1,980 6,366 -31,527 -24,531
1980 20,348 19,102 1,320 12,347 -37,520 -33,386
1981 12,235 9,656 3,705 20,100 -32,260 -26,085
1982 6,793 3,101  -5,407 8,021 -16,888 -11,750
1983 981 -6,391 -16,286 -8,163 -18,u53 -14,088
1984 -13,943 -27,504 -18,198 -13,425 -30,182 -27,u82

1 This includes reinvested earnings which are not really inflows.

2 Excluding Japan and South Africa.

Source: Survey of Current Business, various lssues



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

-15,534

1 This includes reinvested earnings

Source:
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TABLE V (b)
U.S. TRADE AND CURRENT ACCOUNT! BALANCES WITH SELECYED COUNTRIES

(in millions of $)

Current

1,054
965
685
596

1,177

1,401

1,753

1,053
373

[
-580
-453
-426

675
1,541
6.673
.5,814

4,938

4,704

8,720

7,315

7.174

98

551
-5,071

UNITED KINGDOM

Trade

466
29y
147
173

216
-24
162
-86
-u2
329
-73

-214
232

1,144
941
900

2,677
2,970
-263
-2,352
-2,008
-2,297

Survey of Current Business, various issues.

which are not really inflows.
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1969
1970
1971
1972
1973
197y
1975
1976
1977
1978
1979
1980
1981
1982
1983
1984
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TABLE V (¢)

U.S. TRADE AND CURRENT ACC(’.IN’[‘1 BALANCES WITH SELECTED COUNTRIES
(millions of $)

GERMANY FRANCE MEXICO
Irede Current Irade Current Trade Current
-1,085 -1,679 233 229 468 390
- 622 -1,299 386 303 422 301
- 506 -1,270 596 439 483 w7
1,121 -1,897 316 206 357 186
-1,546 -3,101 251 103 353 12
-1,81 -3,860 s81 333 655 - 338
-1,615 -3,301 670 522 1,469 1,335
- 306 -1,684 962 1,164 2,107 2,459
- an - 620 -1,031 1,098 1,412 1,223
-1,399 -2,576 uso 674 1m0 - 52
-2,766 -3,918 190 684 595 544
-2,259 -4,236 850 1,110 1,130 1,785
- 243 -3,167 2,277 2,721 2,647 4,790
- 887 -4,192 1,592 1,145 4,440 8,807
-2,689 -5,866 1,661 1,827 -3,820 -1,956
-4,284 -9,606 -39 -172 -7,693 -6,677
-7,945 -1,925 -6,002

1 This includes reinvested earnings which sre not reslly inflows.

Source:

Survey of Current Business, various issues.
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TABLE VI

U.S. TRADE AND OFFICIAL CURRENT ACCOUNT BALANCES
WITH JAPAN, 1960-1984

(in millions of $)

U.S. Trade Current!
Balance Account
Year with Japan with Japan
1960 225 -108
1961 710 usy
1962 180 - 52
1963 37 - 105
1964 200 86
1965 -388 =505
1966 -634 =915
1967 345 -587
1968 ~1,120 ~1,384
1969 -1,416 1,777
1970 -1,2u4 -1,541
1971 -3,225 -3,475
1972 -4,113 -4,821
1973 -1,309 -1,463
1974 - =1,690 - 94y
1975 -1,690 -1,220
1976 -5,335 -5.405
1977 -7,999 -°,126
1978 -1),581 -11,791
1979 -8,632 -8,746
1980 -1C,411 -8,917
1981 -15,882 -13,923
1982 -16,991 -15,478
1983 -19,630 -18,332
1984 -34,024 -35,17€

1 mis includes reinvested earnings which are not really
inflows.

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 ofy 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 o 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-
nenf{s 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 purchasin%egower 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 power 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-,e 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 gring 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 relationships, 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.

ere’s no need for them to be dealt with by exchange rate ad-
justment that diverts a rate from its purchasing power parit
value. Allowing a rate to stray from there on behalf of trade baf'
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 via lzfolicy. 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 foremoet 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 oen
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 purchasing power parity
rate. Perceiving its negative aspect—the problem of computing it—economists have
not perceived its positive aspect, i.c., that a country’s export of its comparative ad-
vantage aoods, 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 sgurrigj the import of others’ non-comparative advan-
tag:goods (e.g., electronics, chemicals). It acted as an export restraint and import
subsidy.

Dun'yx':g 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

oods. Open trade in exchange didn’t serve the same end as open trade in goods. It
idn’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.” S ing to a convention of the
Nationsal 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-

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 _ilr;dexchange has worked to undo. Open trade in goods was diminished, its end
imperiled.

ckers of the floating dollar would declere that if countries had convergent eco-
nomic policies aimed at stable prices, the floating rate would itself approximate the
purchasing pewer parity rate. But convergent economic policies in a world of diver-
gent politicar 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
rol]i‘(;y reach. A rate policy dependent for success on something not apt to occur
acks 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 cali 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 m until the mid-1960’s, when
intervention preserved a stable dollar rate that 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 cxchange 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-ellocate re-
sources. The rate would become inconsistent with goods open trade. A ratc consist-
ent with the open trade, approximating a purchasing rower 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 Rates
(foreign currency/U.S. $)
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Purchasing Power Paricy (PPP)
and Market Exchange Rates
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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. DaNieLIAN. 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.b]i)ANIELIAN. 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. DanieuAN. 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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}_’m throwing out an idea that might want to be studied in various
orms.

The CHAIRMAN. Bill?

Senator BRADLEY. Thank you, Mr. Chairman.

Let me ask you, Mr. Danielian, 1 take it from your testimony
that you would like to see us bargain hard with the rest &f the
world. Is that right?
hMr. DANIELIAN. ] 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 suﬁport 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 basis, Either wit T.'oups 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. Well, 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 flaiten 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. at 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 l;‘)arity 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.
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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 det~rmined 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 drcp 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 verv high real interest rates,
to an important growth differential vis-a-vis other industrial countries and to spec-
tacular distorsions 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 GATT round. It should however be
made very clear that the fundamental issues which the main industrialised coun-
tries must face go far beyond the mere preservation of 1reetrade: 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,
CoMMITTEE 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 case, 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 <l:ofpcerx.ed. 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 cutside of the country.

a3
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We are designing 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
lsooking for the placement of our business are outside the United

tates.

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 axecutive 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 Lope
to convey the sense of urgencir—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 you
or others of the committee were to assume one more term of office,
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.

is country will not then have that determinat:-'e increment of
an ability to be responsive and we will then be .uffering a ver
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 countr'y 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 urgencg', 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-
ly to do something to move us in the direction of correcting the
dyc')]lar, 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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MOTOROLA INC.

BEFORE THE
U.S. SENATE COMMITTEE ON FINANCE

HEARINGS ON FLOATING EXCHANGE RATES' IMPACT ON
INTERNATIONAL TRADING

STATEMENRT OF
ROBERT W. GALVIN
CHAIRMAN OF THE BOARD AND CHIEF EXECUTIVE OFFICER
MOTOROLA, INC.

April 24, 1985
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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 “ransformation 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. 1In 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 b;se and our ability to export,

as well as 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 i;;o;;a 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. 1 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 rate; 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 5effbd‘of time. Such an action could be taken
consistent with our GATT obljgations. 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 Sudget
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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) Mr. 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 systea
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 problens 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.

At 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 tusiness 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: -1ational competition
untenable for U.S. exporters., Similarly, foreign goods imported
into the U.S., are cheaper than domestically produced goods. 1In
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 indystries 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 foobhold»
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 milli;n jobs have
been lost, real GNP is down U4 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. Qur 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
ercding our industrial base and our ability to export, as weil
as undermining our technoleogical lead. From Motorola's own
experience, for example, facilities originally planned for
Ill!noi;, 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.



In addition to the strong dollar, Y.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 garcent 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 .S, market for telecommunications as leverage for removal
of trade barri@rs by Japan and other rations 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. higﬁ 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 U.;S.
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



185

-6 -

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



186

reduction in our unprecedented and growing fgdera} 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, 1If, 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. 1In his opening statement at the hear-
ing, then Chairman Dole indicated interest in invoking section
122 of the Trade Act of 1974 to Jjustify 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 {tself."
Of course, just the opposite has occurred. The trade deficit

has worsened in 1984 and is projected to get even worse {n 1985,
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With the trade deficit worsening and concern growi°'g 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
Z2) 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 bdillion in 1988 (see Attachment 1),
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Such a package could result in a substantial and {mmediate
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-
fons of a more permanent nsture, 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 iampact 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 scveral years, it is a fair assumption that the

. .

foreign exporter might absorb at least half -- {f not more -- of
a 20 percent surchiarge. This would, in turn, diminish any

negative impact on growth and inflation.

Would our treding partners retaliate? There has been much
discussion and speculation on this point. It {s 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
th2 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 inhidit U,S. market access,

49-032 0 - 85 - 7
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it s 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 immediato 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 nn longer
credible, The huge d.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, alsc 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
increasinglf 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, g;gggggg
tates, U.S. competitiveness, and industrial employment, can only
be 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 adeguate
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 phased cut over a
three-year pariod, starting at 20 percent the first year, 15
percent the second year and 7 percent the third year. New
legislative authorit; would be required because existing autho-
rity under Section 2 of the .rade 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
axporters are riding on a comfortable cushion of profit. It is
unlikely that they would readily sacrifice market share to main-
tain profit sargins 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 imggsod consistently with
the GATT where “necessary and appropriate” to remedy balance o
payments problems. It is believed that the current crisis bein

faced by the U.S. is so novel and so threatening that the :
necessary and appropriate standard has been met,




Benefits to the U.S.

It is believed that imposition of an import surcharge
will have substantial and immediate results, A gimulation of the
effects of this proposal on an economic model yield the following
results: a substantial and immediate reduction of the budget
deficit ($85-100 billion annually for three years): an immediate
improvement in the trade deficit;s 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 lung-run financial stability.
In addition, there is less risk of an abrupt exchange rate shift.

Benefits to Our rtading-Partnors'

Although there will urdoubtedly be much discussion con-
cerning potential retaliation vy our trading partners if the
United States were to implemert legislation providing for a
temporary import surcharge, tnere are in reality long-teram
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
T the eff f !

ects of the above described pro-
posal. Under the DRI model, major components comprising the
U.S. economic outlook without any change is as follows:

basa for analysis o

BASELINE OF THE U.S. ECONOMY

1986 1887 1988 1989 1990 1991
(In bi1llions of collars)
Exq:mrts1 453.3 $13.9 £65.8 6168.7 67%.2 740.2
Impores 539.1 600.5 653.2 713.1 781.2 847.6
Trade Balance -85.8 -87.5 -87.4 -94.4 -105.0 -107.6
Exports (1972 $) R 166.6 178.3 187.1 195.1 203.4 212.2
Importes (1972 §) 181.1 187.5 195.1 204.) 214.1 223.2
Trade Balance (1972 §) -14.4 -9.3 -8.0 -9.2 -10.7 -11.1
Current Account Balance -113.9 -120.5 -123.6 ~133.8 -147.7 ~i53.8

[

Federal Government Ceficit -232.1 -258.0 -278.5 -31%.8 -351.8 -389.1
GNP 4205.4 4583.2 4984.5 5397.0 5835.3 6298.0
GNP (1972 §) 1729.2 1790.0 1847.2 1899.1 1948.6 199¢.2
(Percents)
Prime Rare 14.5 14.2 14.1 4.0 14.0 13.9
Exchange Rate? 1.002 0.990 1.007 1.019 1.030 1.956
Consumer Price Iniox 1.4 1.6 1.8 4.0 4.2 6.4
Inflaction Outlook 4.8 5.4 5.4 5.4 5.5 5.6
Unemployaent Rate 7.8 7.6 7.2 7.1 7.2 7.2

L~ Nominal imports of ioods only are $400 billion

$487 billion for 19

Trade Weighted, (1970 = l)
% Annual Change Consumer Price Index

for 1986, $447 billion for 1987 and

Data Resources, Inc.



In the DRI "no policy change” baseline, the deficit remains
close to 6% of the gross national product. The governdent's
heavy appetite for funds combined with cautious monetary policy
keeps interest rates high. The prime rate, for example, remains

near 1l4%

Since it
tuations
1986 and

with inflation averaging 5.3%,

is impossiple to predict the timing of cyclical fluc-
more than a year or 8o in advance, DRI assumed none in
beyond. The baseline is thus best described as the

mean of all possible paths that the economy could actually
ollow in the absence of policy change. Real gross natcional
\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
narrovwly defined money supply (MNYl) :0 5% per year.

The above described proposal for a temporary surcharge coupled
with other deficit reducing measures was then added to the
baseline projection.

1986
1987
1988
1989
1990
1991

An Illustrative Package
(DRI Model)
Effect on the Deficit
{Static)

Other
8udget Deficit
3 Surcharge Reductions Total

(in billions of dollars)

20 80 40 120
15 67 53 120
7 34 86 120
- - 120 120
- - 133 133
- - 141 141

Achieves roughly 50% budget deficit reduction in first year

Buys time to institute budget deficit reductions of
suffic.ont magnitude



197

The performance of the U.S. economy, with the combined temporacy
surcharge and other deficit reduction measures added to the

baseline DRI model, would then look like this:

(In billons of dollacs)
Exports

Imports

Trade Balance

Exports (1972 §)

Imports (1972 §)

Trade Balance (1972 §)
Cucrent Account

Fedecral Government Deficit
GNP

GNP (1972 $)

(Percents)
Prime Rate
Exchange Ratel

Consumer Price Ingcl
Inflation Cutlook

Unemployment Rate

1 Trade weighted

§ Annual Change Consumer Price [ndex

[MPACT OF SURCHARGE PACKAGE

1986

458.4
€90.0
-31.5
166.4
177.9
=-11.5
-61.6
~133.4
4261.6

1718.)

14.4
1.01?

® ww
S am

$09.8
$32.6
~22.8
175.5
181.9
~6.4
-55.9
=173.1
4575.6

17%9.8

14.0

550.2
595.4
-45.3
183.0
191.4
-8.5
-81.4
-192.1
4896.9

1807.1

12.5
1.020

1.6
4.7

8.1

602.7
688.3
-85.6
191.8
204.1
-10.3
-12%.0
-199.13
5259.7

1869.5

Oata Resources,

672.4
771.5
-99.1
206.6
211.6
-7.0
-141.8
~176.3
$5723.4

1942.2

9.8
0.97)

4.1
5.1

7.4

154.7
953.2
-98.5
220.1
222.%
-2.4
-144.7
=170.”
6211,

2005.»

10.2

Inc.
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Two assumptions were made:

- that 1/2 of the tariff increase would be absorbed by
the foreign exporters, i.a. they would cut their prices
by 10¢ - a reasonable assumption since foreign export-~
ers' U.S. prices have fallen only 10% during a period
when the valus of the dollar has increased 30%, Given
this comfortable cushion of protit it seems unlikely
that foreign exportecs would roadily sacrifice market
share to maintain profit margins that are, 10 effect,
wind€alls of the exchange rate distortions, particu~
;arly in light of the temporary nature of the tarift
increase.

Exchange Rate Appreciation and the Ratio of Merchandise
xport Prices to Merchandise Import Prices
(Index, 1980s1)

1'30 .............mxadm

1.25 SeCsRETETRar SevwRsROVISSS eecacead

"20 seocsvecenncsvosenac eescvenscs vnny

“enseveccsscscsnnce

1'15 sevscvensccsen

‘.‘o eswocsascsarcsfensasncsncssanve» ¢-..-1
1.08 Ratie of MOrchandion. . o oo ceeoeed
1.00 4
1980 1981 1982 1933 1384
Deta Resouroes, inc.
- that there wauld be no foreign retaliation, (Benefits

to our trading partners have previously been indicated.
Presidential authority to deal with LDC probleas or
other concerns can also be provided to deal with any
extraordinary hardships placed on our trading
partners.)
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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 thrae
years and 5210 billion by 199%1).

Federal Government Deticit
(Billions of dollars)

400
Wistery feresent Sessline

sso CER R TR Y YR "TX R R R RN Py ecnd
Joo ®scscsevsenissssessavvecvasofovencessd
250 evsscssenjesvannaen (AR ERER X IR LR S
zoo -..---.o..----.noo---.n;;.’:oooooui

s .'.. .."o

. 0

L]
‘50 .----C.‘;’....-.o-.....no{

*
‘oo r.-.....c...-.--o..o..-l'01
S0 T 1 {

84 86 38 90

Oats Resourses, Ine.



1986
198/
1988
1989
1990
1991

Do NOTHING vS: SURCHARGE PACKAGE
(DRI MoDeL)
EFFECT oN THE DefFicIT
(Dynamic)

BASELINE PACKAGE

. {IN BILLIONS OF DOLLARS)

252 133
258 173
279 192
$lo 199
352 176
389 170
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An immediate improvement in the current account.

The U.S. Current Account Balance
(Billions of dollars) .

$0

Histery Ferscest

ol seasencaccns esessecsccnas
\
-30 essnccadplecccsnna ) .‘.‘::..........----1
» .
N %
0 %
.
~1QQf et .-----.-.’.’“....

_‘so scseveesd

-200 ] -+ t
82 684 86 88 90

Data Resources, inc.
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GNP growth is slower in the near term but fastar
later.

Gross National Preduct
(Biltions of 1972 dollars)

2100

Mistery foreenst

zooo S@eessurroesscercttcnensaenttecsac g

1900 - - ccfeerceciianccn..,
1800 --"="--" 5“’“....-.
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i i i 2 years out
substantial reduction in the prime rate
:o 12.5% and to 9.8% in 1990,

The Prime Rate
(Percent)

Hislery Ferecao!

" eQeccssrsejlenrvensosnnenconaae sasemssse

?' aschescseiccsccsone t...-‘-o:...-.¢'1

Dats Resources. Inc.
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A gradual decline in the value of the dollar.

The Exchange Rate of the U.S, Dollar

1.10 Histery Feresast

‘.os LR RN *escvvccccncncene

cangacscscs

1.00

’s eefgecvssasivevecncccercvccccnnaccansd
.

' Y 2 2 e

% 1 oy o 1 1
82 84 88 a8 90

Dats Resources, Inc.

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
pattecrns.

Since exchanje 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.
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.- --Am~immediate reduction in imports, little effect on
exports, and an improved trade balance, both initially

and over the long term.

Exports and Imports: Real
(Billions of 1972 dollers}

240

Mietery fereceat
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Data Resources, inc.
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inflation improves after the initial impact of the

surcharge.

Inflation Outlook: Consumer Price Index
' (Annual rate of change)

12
Kiotery Fereseat -
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ATTACHMENT 2

. .

MEMORANDUM

‘March 6, 1985

LS S Y

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 with the GATT.



Factual and Historical Background

.-
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 Append;x ’t ghe 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 19¢:. Meanwhile, the third quart;r
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 ycar.l
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 Bl.



return of investments in the growing U.S. economy. These
capital flows, primarily into relatively liquid, short-term
investments,z have created a dangerously unstable balance-

3 which, if the

of-payments situation in the United States
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 Le coupled with Presidential

discretion, for example, to extend enhanced General System of

x
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 biilion 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 seccurities; 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 ciurrent 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-sf-payments current account deficits that had wors-
ened to 3.8 billion dollars in 1971 following a decade of

moderate deficits.s

The United States also had experienced
its first trade deficit since 1893 (3.2 billion dollars in

1971-11).

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 S68, the sur-

charge stimulated a multinational currency agreement among
the majcr 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 qovernin§ 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 concessicns are identified in a complex of
tariff schedules, to which the contracting parties must
adhere.

GATIT hus no formal enforcement body. The only remedy
available to signatory nations that believe they are being

harmed by a GATT viclation is trade retaliation.e Article

6 Although domestic judicial enforcement of the treaty may
be attempted, it 53 unlikely to succeed. In the case of the
1971 United States 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-
tracti#q party believes it is being harmed by a violation of
the GATT. If a violation is deemad to be occurring, the
Article provides that the affected party may "suspend the
application to any other contracting party or parties of such
coencessions or other obligations under this Agreement as they
determine to be appropriate.”" Article XXIII:2; §gg Article
XI11:4 (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 II:1(b) provides that tariffs on imports from a
contracting party shall be limited to the duties eatablisaod
on GATT tariff schedules and shall "be exempt from all other
duties or charges in excess of those imposed on the date of
this Agreement or those directly and manditorily required to
be imposed thereafter by legislation in force in the import-
ing territory on that date."

While this provision would appear to vrohibit the pro-

posed surcharge, Article XII of GATT grants a contracting

(footnote continued from previcus 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. See, o.g9., George E. Warren
Corp. v. United States, 94 F.2d 597, 599 (2d Cir. 1938);

2. & 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 forestfll 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 excepbtion, which
explicitly permits restrictions on the "quantity or value of
merchandise permitted to be imported,” does not literally
encompass tariff reatraints,a policy, custom, and recent

international agreements make clear that balaﬁce-ot-payments

7 The full text of Article XII is attached as Appendix B,
hereto.

8 See, o.g9., 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.g9., 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/S0 (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 X! prohibitisn on
non-tariff trade barriers,g was “that tariffs were acceptable
trade practices while quotas were unaccéptably rigid and
generally improper. Thus, countries (including the Uniteq
States in 1971) imposing balance-of-payments restraints have
frequently selected tariff surcharges rather than quancita?

ic

tive restraints argquing that whatever the langquage of

Article XII, tariffs, being less restrictive than quotas, -

11

should be permitted. In these cases, where restricticns

9 Article XI1:1 provides that

[n]o prohibitions or restrictions other than duties,
taxes or other charges, whegher 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.S5; 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)



were found to be otherwise appropriate, a waiver was qranted‘_
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 appropriﬁte
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."lz Thus, it may be argued that balance-of-payments
surcharges have become an accepted part of customary 1nterna-'

tional law despite the literal provisions of Article xx1.1?

(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 GATIT Doc. L/ZZSS, 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 de
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 TQkyo 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 XI[ cases. The Declaration on
Trade Measures Taken for Balance-of-Payments Purposes (the
"Tokyo Round Declaranon")14 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 C
hava been used for balance-of-payments purposes." Thus. the
favorable reference to the "least Jdisruptive” measure was
clearly intended to be a veiled reference to tariffs.ls

In sum, balance-of-payments surcharges that comply with
the requirements cf Article XII are acceptable under the GAIT
and are unlikely to provoke retaliation from cther 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 iittle
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 parsistent 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 payments and an
unprecadented, precarious financial position.

Nor does the stated limitation of Article XII:2(a), that
the surcharge not exceed action necessary "to forestall the
imminent threat of . . . a serious decline in {the United
States' | monetury reserves; or . . . to achieve a reasonable
rate of \ncrolso in its reserves," impair thes 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 intanded

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 exchanga 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.15
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
have any remaining validity at a11,17 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
schadules to be "expressed in the appropriate currency at the
par_value accepted or provisionally recognized by (the
IME].V) (emphasis added); Article 1I(3) ("No contracting
party shall alter its method of . . . converting currencies
80 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.’8 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
doméstic 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 variaty 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

Pt e

18 See Article 31 of the Vienna Convention on the Law of
Treaties; Restatement (Rsvised) of the Foreign Relations Law
of the United States § 329(1) (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

light of its object and purpose.”) (emphasis added).



- 14 -

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{&) 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.1?

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 thlt,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 Articio XI! 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 cime.zz Much of the curvent account
deficit was financed "with an abnormally large share of
short-term liabilicy," causing the Danish government to fear
for its continued abilities to fund i1ts 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 aituation.“24
The International Monetary Fund (IMF), exercising its
duty under GATT to determine whether the criteria of Article
XII had been met,zs concluded that Denmark had established

that the import surcharge did not "go beyond the extent

22 See GATT Doc. L/3648, supra 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 S.
25 GATT Article XV:2 provides that:

[t1he 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 i1f stable reserves of 400
million dollaxs 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, 1t would appear, based on the discussion of the
Working Party on the 1964 United Kingdom balance-of-payments N
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 Eund."26

26 GATT Do¢. C/50, 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 accepzance of the U.K. sur-
charge may have been motivated by a recognition that a nation
should not be required %o incur heayy 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 arn attributable to capital flows
caused by high interest rates fueied by the federal deficit
affect the GATT legality of the propcsed surcharge. Although
the Tokyo Round Declaration states that the contracting
parties do not favor mport 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, at 389,27 Article

27 The Preamble to the Tokyo Round Declaration recognizes

(1) "that the impact of trade measures taken by developed

countries on the economies of developing countries can be
(footnote continued)
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XI1:3(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 tc U.S. imports. A similar realignment of excunange
rates would affect both U.S. imports and exports, imposing a
much greater burden than the surcharge on U.S. trading pdrt-
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 extsnt possible."
Further, the Preamble states that the contracting partiss are
"(¢lonvinced 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 defic:t
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 appeaf 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
XI1I: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
XI1:2(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-a@ngnts 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 oitheé 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, 1.e., they must apply equally against all
other contracting parties. Cf. Article XIII (requiring
balance-of-payments quotas to be nondi:criminatory). 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 Presdident to extend enhanced GSP 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 eppropriate.

LS, .
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APPENDIX A

1984

I III
-78.8

n/a

Iz
-97.6

v
-68.9

TABLE I
1983-84 Current Accsunt 3alance of Payments and Trade
(annual:zed rate - § billions)
1983
I Iz Iz

SOP Current -12.0 -38.2 -47.4

Account }
Merchandise -36.9 -39.3 -70.0

Trade

Sources:

TABLE II
C.s.

~965
1966
.967
L9683
=363
2370
237
1372
19373
9374
1375

Sources:

-77.6 -103.6 -102.3 -133.2

United States Department of Commerce, Office of Trade

and Industry Information, Cur
Position of the United States
Department of Commerce News,
Analysis, -September 17, 1984;
November 9, 1984, page Bl.

Official Reserve Assets: Neot
($ billions)

-1.225
- .370
- .053
.a70
1,179
-2.481
-2.379
.004
.158
1.467
.849

rent I[nternational Trade
{August 1984} ;

Bureau of Economic
wWashington Post,

Change (increase +)

1976 2.558
1977 375
1978 - .732
1979 1.133
1980 3.153
1981 5.173
1982 4.965
1983 1.196
1984-~-1 .637
1984~11 .366

Department of Commerce, Survey of Current Business,

u.s.
Table 1 at 12-43 (June 1934);

International Transactions, First Quarter 1984,

Department of Commarce

News, 3ureau of IZconomic Analysis, September 17, 1984.
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TABLE III

U.S. Balince of Paymants Data Preceeding 1971 Surcharje.
($ billions)

Current Account Current & Long Term Capital
1260 1.774 -1.2.1
1961 3.048 - .020
1962 2,446 -1.043
1963 3j.l88 -1.339
1964 5.764 - 100
1965 4.299 -1.817
1966 1.635 -2.621
1967 1.273 -3.973
1968 -1.313 -2,287
1969 -1,956 -3.949
1970 - .&81 ~-3.760
1971 -3.879 -10.637

Source: U.S. Department of Commerce, Business Statistics (1975
at 17,
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APPENDIX B
ARTICLE XII OF GATT

Article XII
Restrictions to Safequard the Balance of Pavments

1. Nowwithstanding the provisions nf paragraph 1 of Article
XI. anv contracting partv. in order to sateguard its external finan-
cial position and its balance of pavments. mav restrice the quan-
tiey or value of merchandise permitted to be imported. subject
to the provisions of the following paragraphs of this Article.

2. (a) Import restrictions instituted. maincained or intensi-
fied bv a contracting partv under this Article shall not exceed
those necessary:

11} to forestall the imminent threat of. or to stop. a
serious decline (n its monetarv reserves, or

iil’ in the case of a contracting partv with verv low
monetarv reserves. to achieve a reasonable race of increase
1IN its reserves.

Due regard shall he paid in either case to anv special factors
which mav be affecting the reserves of such contracting partv or
its need for reserves. including. where special external credits or
other resources are available to it. the need to provide for the
appropriate use of such credits or resources.

.by Contracting parties applving restrictions under sub-
paragraph «ar of this paragraph shall progressivelv relax them as
such conditions improve. maintaining them onlv to the ectent
that the conditions specified in chac sub-paragraph sull justifv their
application. Thev shall eliminate the restrictions when ¢onditions
would no longer jusufv their institution or maintenance under
that sub-paragraph.

1. a Contracung parties undertake. n carrving out their
domestic policies. to pav due regard to the need for maintining
ot restoring equilibrium (n their balance of pavments on a1 sound
and lasung basis and to the desirability of avouding an uneco-
nomic emplovment of productive resources. Thev recognize that
in order to achieve these ends. it 1s desirabie so far as possible to
adopt measurds which expand rather than contract wnternauonal
trade.

(b) Contracung parties applving restricuons under this
Article mav determine the incidence of the restricticns on im.
ports of different products or classes of products in such a wav

vio
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as to give prioruty to the importation of those products which are
more essential. ‘ . . |

(v Contracuing parties applving restrictions under this
Article undertake: -

.1y to avoid unnecessarv damage to the commercial

or economic nterests of anv other contracting parev:

1y not to applv restrictions so as 1o prevent unrea-
sonablv the importation of anv description of goods in
minimum commercial quantities the exclusion of which
would impair regular channels of trace: and

-iih  not to applv restrictions which would prevent
the importation of commercial samples or prevent compli.
ance with patent. trade mark. copyright. or similar pro-
cedures.

td)  The contracting parties recognize that, as a resule of
domestic policies directed towards the achievement and mainte.
nance of full and productive emplovment or cowards the develop-
ment of economic resources. a contracting party mav experience
a high level of demand for imports involving a threat to its mone.
tarv reserves nf the sort referred to in paragraph 2(a) of this Arti.
cle. Accordingiv. a contracting partv otherwise complving with the
provisions of this Arcicle shall not be required to withdraw or
modifv restrictions on the ground that a change in those policies
would render unnecessary restrictions which it is applving under
this Article.

4 1 Anv contracting partv applving new restrictions or
raising the generat level of its existing restrictions bv a substantial
intensification of the measures applied under chis Article shall
immediatelv after instituting or intensifving such restrictions for.
in circumstances in which prior consuitation 1s practicable. before
doing so) consult with the CONTRACTING PARTIES as to the nature
of its balance of pavments difficulcies. alternative corrective meas-
ures which mav be available. and the possible effect of the restric-
tions on the economies of other contracting parces.

(b1 On a date to be determined bv them. the CONTRACTING
PARTIES shall review all restrictions sull applied under chis Art-
clewon that date. Beginning one vear after that dace. contracung
parties appiving impore restrictions under this Article shall encer
into consultations of the tvpe provided for in sub-paragraph )
of this paragraph with the CONTRACTING PARTIES annuallv.

(v iy 1L in the course of consultations with a contracting
partv under sub-paragraph (a) or (b) above. the coNTRACT-

5
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ING PARTIES find that the restrictions are not consistent with
the provisions of chis Arucle or with those of Article XIII
‘subject co the provisions of Article XIV), thev shall indi-
cate the nature of the inconsistency and mav advise that the
restrictions be suitably modified.

(i) If. however. as a result of the consultations, the.
CONTRACTING PaRTIES determine that the restrictions are
heing applied in 2 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 therebv. thev shall so inform the
contracting partv applving the restrictions and shall make
appropriate recommendations for securing conformity with
such provisions within a specified period of time. [f such
contracting party does not complv with these recommenda-
tions within the specified period. the CONTRACTING PARTIES
mav release anv concracting partv the trade of which is
adverselv affected bv the restricaions from such obligations
under this Agreement towards the contracting party applv-
ing the restrictions as thev determine to be appropriate in
the ctrcumstances.

‘d)  The coNTRACTING PARTIES shall invite anv contracting
party which is applving restrictions under this Arucle to enter
into consultations with them at the request of anv contracting
partv which can establish a prima facie case that the restrictions
are inconsistent with the provisions of this Article or with those of
Article XII1 subject to the provisions ot Article XIV) and that
its trade is adverselv affected therebv. However. no such invita-
tion shall be issued uniess the CONTRACTING PARTIES have ascer-
tained chat direct discussions between the contracting parties
concerned have not heen successful. If. as a result of the con-
sultations with the CONTRACTING PARTIES. No agreement is reached
and they degermine cthat the restrictions are being applied in-
consistently with such provisions. and that damage to the trade
of the -contracting partv initiating the procedure is caused or
threatened therebv. thev shall recommend the withdrawal or
modification of the restrictions. [E the restrictions are not tith:
drawn or modified within such tume as the CONTRACTING PARTIES
may prescribe. thev mav release the contracting partv iniuating
the procedure from such obligations under this Agreement towards

2
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the contracting partv applving the restrictions as thev determine
to he appropriate in the circumstances.

(&) In proceeding under this paragraph, the CONTRACTING
PARTIES shall have due regard to anv special external factors ad-
verselv affecting the export trade of the contracting party applv-
ing restrictions.

1) Determinations under this panmph shall be ren-
dered expeditiously and. if possible, within sixtv davs of the ini-
tiation of the consultations.

5. 1f chere is a persistent and widespread application of im-.
port restrictions under this Article, indicating the existence of a
general disequilibrium which 1s restricting international trade. the
CONTRACTING PARTIES shall initiate discussions co consider whether
other measures might be taken, either by those contracting parties
the balances of pavments of which are under pressure or bv those
the balances of pavments of which are tending to be exceptionatly
favourable. or bv anv appropriate intergovernmental organiza-
tion, to remove the underlving causes of the disequilibrium. On
the invitation of the CONTRACTING PARTIES. contracting parties shall
participate 1n such discussions.
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APPENDIX C

DECLARATION ON TRADE MEASURES TAKEN
FOR BALANCE.-OF-PAYMENTS PURPOSES

1dopted on 28 November 1979

The CONTRACTING PARTIES,

Having regard to the provisions of Articles XII and XVIII:B of the
General Agreement:

Recalling the procedures for consultations oan balance-of-payments
restrictions approred by the Council oa 28 Apnl 1970 (BISD, Eighteenth
Supplement. pages 438-53) and the procedures for regular consultatioas
on balance-of-payments restrictions with developing countnes approved
by the Council on 19 December 1972 (BISD, Twentieth Supplernent,
pages 47-49);

Convinced that restrictive trade measures are in general an inefcient
means to maintaia or restore balance-of-payments equilibrium;

Noring that restrictive rmport measures other than quantitative restric-
:ions have been used for balance-of-payments purposes;

Rec!firming that restrictive :mport measures taken for balance-of-
sayments purposes should not be taken for th: purpose of protecting
a particular :adustry or sector;

Comvinced that the contracting parties should 2ndeavour to avoid that
restrictive import sisasures taken for balance-of-payients purposes stimulate
aew nvestments that would not be econvmically viable in the abseace of the
malsures;

Recogmizing that the less-daveloped contracting parties must take into
account their individual development, dnancial and trade ~ituation whea
srplementing restriclive unport measures taken for bzlance-of-payments
surposes,;

Recognizing that the impact of irade mcasures tihen by Jdeveloped
coumdries on the cconomies of Jescloping couniries can Se serious;

Recognizing that Jdeveloped contracting parties should avoid the :mpo-
sition of restrictive trade =:2.ures for balance-of-piyvments purposes to
the maximum :.::at possible,

Agree as ~lons:
1. The pracrlures for exvaminauon stipulated in Ariclas NI and XVIII
<tail Lzply to ail restrizuve import measures taken for balance-of-payments

BEST AVAILABLE COPY
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purposes. The application of restrictive import measures taken for balance-

of-pay ments purposes shall be subject to the following conditions in addition

to those provided for in Acticles XII, XIIL XV and XVII[ without prejudice
to otker provisions of the General Agreement:

(@) 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 !;

(6) the simultaneous application of more than one type of trade
measure {or this purpose should be avoided:

(c) whenever practicable, contracting parties shall publicly aanounce
a time schedule for the removal of the measures.

The provisioas of this paragréph 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 compeiled to apply restrictive import measures for
balance-of-payments purposes, it shall, in determining the incidencs of its
measures, take iato account the export interests of the less-developed
contracting parties and may exempt from its measures products of export
interest to those conccacting parties.

3. Contractiag parties shall promptly notify to the GATT the introduction
or intensification of all restrictive import measures takea for balance-of-
payments purposes. Contracting parties which have reason to believe that
a cestrictive import measurc applied by another contracting party was taken
for balance-of-payments purposes may noufy the measure to the GATT or
may request the GATT secretanat to seek information on the measure aad
make it available to all contracting parties if appropriate.

4. All restrictive import measures taken for balance-or-paymeats purposes
shall be subject to consultation in the GATT Committee on Balaace-of-
Payments Restrictions (hereafter referred to as * Commuttee ").

5. The membership of the Committee is open to all contracting parties
indicating their wish to serve on it. Efforts shall be made to easure that
the composition of the Committee reflects as far as possible the charac-
teristics of the contracung parties in geaeral in terms of their geograpbhical
location, exterval fnancial position and stage of economic developmeant.

6. The Committee shall follow the procedures for consultations on balance-
of-paymeats restrictions approved by the Council on 28 April 1970 and set

' [t is understood that the less-developed contracting parties must take into account
their individual development, :inancial and (rade situation when selecting the particular
measure to be applied.



237

-— 0 —

out ia BISD, Eighteenth Supplement, pages 48-53, (hereinafter referred to
as “ full consultauon procedures *) or the procedures for regular consul-
tations oa balance-of-payments restrictions with developing countries
approved by the Council oa 19 December 1972 and set out in BISD,
Tweatieth Supplement. pages 47-49. (hereinafter referred to as * simplified
coansultation procedures ") subject to the provisions set out below.

7. The GATT secretariat, drawing on all appropriate sources of
information, including the consulting contracting party, shall with a view
to facilitating the consultations in the Committee prepare a factual back-
grouad paper describing the trade aspects of the measures taken, iacluding
aspects of parucular interest to less-developed contracting parties. The
paper shall also cover such other matters as the Committee may determine.
The GATT secretanat shall qive the consulting contracting party the
opportuanity to comment on the paper before it is submitted to the Com-

outtee.
8. Ia the case of consultations under Article XVIIl:12 (5) the Committes
shall base its decision on the type of proceduze on such factors as the
followiag:
(a) the time elapsed since the last full consultations;
(6) the steps the consulting contracting party has taken in the light
of conclusions reached on the occasion of previous consultations:
(¢) the changes 1a the overall level or nature of the trade measures
taken for balance-of-payments purposes:
(d) the changes ia the balance-of-payments situation or prospects:
(e) whether the balance-of-payments problems are structural or
temporary 10 natuce.

9. A less-developed contracting party may at any time request full consul.
tations.

10. The technical assistance services of the GATT secretariat shall, at the
request of a less-developed coasulting contracting party, assist it in preparing
the documentation for the consuliations.

1T The Committee shall report on its consultations to the Council. The
reports on full consultations shall indicate:
‘(@) the Commuttee's conclusions as well as the facts and reasons on
which they are based: -
() the steps the consulting contracting party has taken in the light
of :onclusions reached on the occasion of previous consultations:
(¢) in the case of less-developed contracting parues. the facts and
rsasons on which the Commuttee based its decision on the procedure
fellowed: and



238

(d) in the case of develoged contracting parties. whether aiternar.ve
economrc poiicy measures are available.

if the Committes finds that. the consulting contracting party’s measures
(@) are in important respects related to restrictive trade measures
maintained by another contracung party ! or
(6) have a sigruficant adverse impact on the expoct interesty of a less-
developed contracting party,

it shall so report to the Council which shall take such further action as it
may cons:ider appropriate.

12. In the course of full consultations with a less-developed contracting
party the Commuttee shall. if the consulting contractiag party so desires,
give particular atteation to the possibilities for alleviating and cortecting
the balance-of-payments problem through measures that coatracting 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.

13. It the Commuttee finds that a restrictive import measure taken by the
consuiting contracting party for balance-of-payments purposes is inconsistent
with the provisions of Arucles XII. XVUI:B or this Declaration, 1t shall,
in 1ts report to the Council. make such findings as will a.sist :he Council
in making appropriate recommendations designed to promote the .mplemen-
tation of Articles XI{ and XVI!{I:B and this Declaration. The Council shall
keep under surveillance any matter on which 1t has made recom™—endations.

~
b {tis goted that such a inding 1s more Likely to be made in the case of recent measures
than of measures in efect for some considerable time.
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The CHAIRMAN. We follow a first-come first-serve rule and Sena-
to:I" {Berét';’sen was here slightly before I was this morning.

oyd?

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-

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. Qur trade ggg;:y has to be a coordinated policy.
Trade policy is important use 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 {he market
share, if you lose these companies, we will have one heck of a time
ever gettmithem back.

I was tal
moving overseas and just saying, ‘preserve the market share.
The trouble is when they make a $100 million or so investment
over there, it’s very tough to abandon that and come back.

I'm concerned, though, 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. GALvVIN. 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..ung, 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 the cost of this matter. ] think some of the Europeans
would do the same thirg. They would recognize that it is a tempo-
rary measure. Frankly, some of them sa{oto us privately that we
recognize you had better do something about it, and if this would
have some effect on daunting the value of the dollar, maybe for a
short while we could suffer it.

{3 .44

ing to the head of a large company. He said, “We are

rn
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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 BENTSEN. 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 l\:alue-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 BENTSEN. 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
grocgss and the rather major cuts we are about to undertake, if we

o it?

Mr. GALvVIN. 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: 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 MoyYNIHAN. 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. Any other questions, Lloyd?

Senator BENsTEN. No, Mr. Chairman. Mr. Galvin has been very
he’}glful to us in other committees, too.

e 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 tfrom 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; fo right ahead.

Dr. PENNER. It is a pleasure to be here today, Mr. Chairman. I'll
very briefly summarize our more complete study.

?l'le 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 tho 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
actors;

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
nolt_ 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 G. PENNER
DIRECTOR, CONGRESSIONAL BUDGET OFFICE

T'EFORE THE COMMITTEE ON FINANCE,
U.8. SENATE—APRIL 24, 1985

It Is CBO's 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 !mport surcharge would be no
panacea for these problems. If everyone believed that an import surcharge
were to be p;rmanent. and if there were no foreign rotaliation to the

surcharge, it would have the following eilscts:

0  Arise in the valua 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 and 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 ruise the aversge tariff for all
imported goods above the average level attained by the Smoot-Hawley
Tariff Act of 1830,
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Mr. Chairman, it is a pleasure to sppear 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 Uni.ted 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 {rom international capital markets. That, in tusn, has
raised the foreign exchange value of the U.S. doilar 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 ell 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 todeay 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 foreig_n
inflation, domestic and foreign real GNP growth, and the efficiency 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 efficlency costs. A more detalled and rigorous
evaluation can be found in Attachment A.

SUMMARY OF QUALITATIVE ASSESSMENT

Economists hu.re 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 specislization and genersily
increases the welfare of all participating countries.,

Not all individuals within countries ‘ will necassarily gain from
international trade, however. As countries specislize 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 hu~t. Since such groups are often successful, all countries
resort to some degree of protection despite the obvious advantages of {ree
trade. Nevertheless, since World War Il there has been a strong trend

toward a world of inareasingly free trade. o
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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
icww— .-  @xceptions sre discussed here, while others are analyzed in Attachment A.
The two most important assumptions implicitly made above are: first,
that labor nnd~ capital are fully employed in all countries; and second, that
the situation is not complicated by changing international capital flows.

© e 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
efficlent industries?

A tariff has two opposite effects on aggregate demand within a
country. Pirst, a tariff is, in essence, ar excise tax and, like any other tax,
it reduces private income. But some part of the reduction in income resuilt-

e AN from 8 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 foreig.n
countries can afford (0 buy less of our exports. In the most likely case,
however, the prices charged by foreign exporters will not fall by the entire

—— oy = o
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amount of the tariff. Some of the tax will be paid by U.S8. residents, and
they will have less income to spend on U.S. produots. At the same time,
since the tariff will raise the price of foreign products relative to that of
competing U.S. products, it will divert demand toward the latter. Since 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 course, none of these effec's
considers the possibility 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 s tariff aimed at manipulating U.S.
employment would be an nv_lmud and uncertain endeavor. There are more
direct approaches to manipulating employment. In the curt:ent environment,
monetary policy provides a most important opt‘ion.

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 empiaymem‘ effects—positive or negative—of & tariff. That
is, of course, a vast oversimplification. Monetary policy has many goals
ot}:er uun manipulating employment, the control of innatjon 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



249

held constant may not bs 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 lenv;a the difficult problem of what happens to international

capital flows,

Some would argue that, if emplovment 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 produ;.:en' declding to
circumvent the new tariff wall by moving prx;ductlon 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 sltu'aﬁon 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,
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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 tariff's effect on
trade flows. As & result, the forelgn 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 goéds 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 effeet varying greatly from product to
product. 1/

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 & 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 arise in the demand for the products of industries that compete
with imports, which would help those industries; and

o & 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 &
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
teriffs 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. Jt is extremely unlikely that an across-the-board tariff
could result in such a welfare gain.
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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 {oreﬁgn 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 sssumption 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 cetalistion
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 eccnomic
welfare for the rest of the worid. 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 the.ir
welfare back to its initial level before the surcharge was imposed. The
large country may be able to imbrove its economic welfare somawhat 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 economio 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 economle
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 lesd 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 wouid be a
drastic reduction in economic welfare for both the United States and its
trading partners. -

Retaiiation 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 analysis has assumed that private economi. 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 considerably.



253

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 expenditure-switching eflects.
Moreover, there would not be a direct contractionary fiscal-policy effect,
because the tempt.aury decline in private savings would fully counteract the
loss in purchn'lng power caused by higher tariff collections. A surcharge
would reduce the federal deficit more since tariff revenues would remain st
& high level as long as the import surcharge stays in place. This reduced
federal deficit is unlikely to have any 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 beclus.e
of the limited acceptability of American substitutes, But there would be
only a slight direct contractionary fiscal-policy 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, resl GNP. As a result, there would be some

improvement in the federal deficit.

Other forces, however, work to confuse the issue further. If private
merkets expect & 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 ;lell-being of all
concerned. History demonstrates the plnusibllity 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 S3 percent in 1952, 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 betwe'en 1929 and 1932.
The proposed impourt surcharge would actually raise the average tariff for
all imported goods above the average levels attained by the Smoot-Hawle?
Tariff Act. At each step of the retaliatory process, . 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 corditioning the outcome include,
among others, the degree to which foreign producers absorb the higher tariff
by lowering their supply  prices, the likelihood and extent of retaliation
(resulting perhaps from some assumed movements in foreign incomes and
production), the response of the domestic monetary authority, snd,
typically, changes in net capital flows. In evaluating the proposed
surcharge, it Is critical to sxamine 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, [ will adopt a specific example, a study published by Data
Resources, Inc. (DRI). 2/

- The DRI study examines the macroeconomic effects oi 8 temporsry
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 {n real activity by 1992, along with a permn:;ently 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 will 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 impurt surcharge under a very specific set
of conditioning factors. These factors Include the assumptions that 50
perqent. of the surcharge is absorbed by foreign exporters, no foreign
retalistion takes place, and the domestic monetary authority is passive
initially in aliowing the money supply to increase with the rise in the price
level and takes a.decidedly expansionary stance only when the economy has
becn :’.cnificl;\uy weakened, Since the study reports results for a single
simulation using one set of conditioning factors, the study is only a paftinl

evaluation of s surcharge policy.

Substitution of slternative conditions that are no less plausible is
ilkely to lead to a substantially different outcome—a fact noted but not
explored in the DRI study. Por example, the CBO review concludes that the
long-run optimistic results repcrted by DRI regarding 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 monetsa~y poliey 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 sinfle set of assumptions may be a
matter of debate, no quantitative analysis is possible without making this
cholce. In some policy simulations, 2onclusions remain the same under s
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 signifieant impacts
on the composition of economic activity, as measured by production and
employment 1n particular sectors. In genersl, 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 merket condltion; for its pa'rticuhr 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 Jiow
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 einployment
opportunities while others would be worse off. Moreover, since production
costs would tend to increase 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 1 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, riising 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



260

thelr products even more difficult to sell abroad. Furthermore, exporting
industries would be the likely target of any foreign retaliation to a
surchargz. Note that three important agricultural products—corn, wheat,
and soybeans—-are contained in the list of our top six exports. Clearly,
egriculture would be badly hurt by a surcharge, as would be high value-added
articles such as alrcraft and computers. Automobiles are a special case

since they are high on both the import and export list.

Precisa 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
statistica]l estimates of market responses, the CBO has simulated the
effects of a surcharge on major manufacturing industries. Some industries,
such as those preducing iron and steel or petroleum product.s. appear to have
both large output price increases and large lnéuuea 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.
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TABLE 1. LEADING ITEMS IN U.S. GENERAL IMPORTS FROM THE
WORLD IN 1984 (Customs value, in thousands of dollars)

17

Standard Industrial

Classification Number Description 1984
1311 Crude petroleum and natural ges 40,038,917
SO 1 4§} Motor vehicles and passenger cars 36,980,202
2911 Petroleum refinery products 21,450,332
- 371 4 Parts of motor vehicles 11,043,061
FEPRR | 1§ 2escand Blast furnace and steel mills 10,122,957
i 11 i Radio and TV receiving sets 9,373,239
3674 Semiconductors and rectifiers 7,262,587
3339 Primary nonferrous metals 6,400,083
--9800-—- - United States' goods returned 5,629,161
3579 Office machines and typewriters 4,270,976
2621 Paper mill products 4,624,035
3662 Radio and TV communication equipment 4,198,883
.- 3573 Electronic computing equipment 4,198,520
L 2388 Outerwear of textile materials 4,109,912
0173 Tree nuts 3,750,877
3815 Jewelers' materials 3,015,638
3861 Photographic equipment and supplies 2,974,625
2421 Lumber and other sawmill products 2,866,198
3679 Electronic components and accessories 2,788,121
9900 Miscellaneous commodities 2,783,340

SOURCE: U.S. Department of Commerce.
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TABLE 2. LEADING ITEMS IN U.S. TOTAL EXPORTS TO THE WORLD IN
1984 (f.a.s.: value, in thousands of dollars)

Standard Industrial

Classification Number Description 1984

3573 Electronie computing equipment 13,815,733
3714 Motor 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 8,476,910
3721 Afrcraft 5,807,383
0118 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 4,080,857
3531 Construction machinery 3,413,995
3662 Radio and television equipment 3,029,045
2819 Industrial inorganic chemicals 2,975,022
3533 0il and gas field equipment 2,791,854
3569 General industrial machinery 2,157,304
9100 Waste and scrap 2,715,937
2821 Plastics materials and resins 2,660,683

SOURCE: U.S. Department of Commerce.

NOTE: f.a.s. = free alongside ship.
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SUMMARY

International trade allows countries to specialize in the production of those
things in which they have & comparative cost advantage, trading them for
things they are relatively poor at producing. This specialization and
exchange is of benefit to esch country and harmes 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 luss 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 th; major losers as
resources shift away from its most ettlelent.(exportlng) 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 z.small country imposing a tariff might have little
effect on world prices and trade, and thus might bear nearly sll 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 foreing down the world price

of its imports (that is, foreing foreign producers to pay part of the tariff by
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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 \_vould 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 siiuatiom. 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, _und on sggregate
demand and supply. None of these complexities, however, would fundamen-

tally change the results of the previous analysis.
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To simplify the task of analyzing highly interrelited phenomena, the
following analysis focuses 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. [t 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 ti':e same time, it
would produce a contractive fiscal-policy eﬂ’ect by removing purchasing
power from the economy. The substitution of domest.c goods for imported
goods would tend to raise total domestic output, whereas the contractive
fiscal policy would tend to lower it. As a simplifying sssumption, it is
convenient to postulate ihat these opposite effects would offset one
another.

Under these assumptions, if the surcharge had no in_mmediate 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 o! 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 overseas
demeand 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 aschieve the base-case assumption of no change in
aggregate demand and real GNP,

Under the base-case assumptions, the msain 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 increasipg
revenues of import-competing industries and the prices paid for resources

used intensively in these industries. Conversely, industries that rely heavily
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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 sbove conclusions could change if 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 cuncel each other out, no signi-

ficant effect would be likely on real interest rates.
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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 pustponed 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 contnetive‘ 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 uncloar. If GNP rose, capital inflows might be
stimulated. But if the surcharge was viewed as temporary, foreigne}s 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 the 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 to even greater losses in economic efficiency and welfare.

It is quite possible that retaliation would lead to capital control_s,
heightened financial risk, and a reduction in foreign capital availsble 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 gf welfare, for tha 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 1 considers the
effects of an import surcharge from the viewpoint of the pure theory of
international trade, which assumes a wor)d without money and without
the possibility of short-run undereiiployment of labor and capital; Seetion I
also assumes that foreign countries do not retaliate against a U.S. import
surcharge by raising their own tariff or nontariff tarriers to trade. Section
Il 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 Il experds the analysis to consider the effects of a surcharge
on international capital flows and on employment of labor and capitai in a
monetary economy, but without the possibility of foreign retaliation. It js
assumed in this part of the paper that private markets expect the import

surcharge to be permanent despite official protestations to the contrary.
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Given the great complexity of the real world, this section focuses on a base
case under simplifying assumptions, and suggests h-:s 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
aoncludes by considering the effects of foreign retaliation under real-world

circumstances.

SECTIONI: 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 & monetary economy, and the pricing system plays a key role in
the allocation of real resources among ealternative 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 enother commodity Il indicates
the amount of II that must be sacrificed or traded in order to obtein
one unit of [; it is the ratio of the number of units of II per unit of I in
a voluntary market exchange. The price of cummodity !l 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 1 to the money price of 1. Barter prices
are relative prices,



272

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 shift their purchases from one good to another as their
rellfive prices ehange.~ Th\e pure theory of international trade is more
suited to lntlyt!ng the lc;ng-run effects of a tariff than the short-run
effects. It u.sumes 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: vheory
of trade are directly applicable to anslysis of underemployment situations in
a monetary economy with international capital flows.

The imposition of import tarif{s obviously reduces the volume of world
trade. If countries do not irade with one another at all, relative prices of
commeodities 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 1abor 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,
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The weifare 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 prinsiple 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 witl.mln each country,
and different geographical regions of the country can be affected quite
differently.

Thus, the welfare gain from free