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VERSAILLES SUMMIT AND THE WORLD ECONOMY:
HIGH INTEREST RATES AND PROTECTIONISM

TUESDAY, MAY 25, 1882

Congress oF THE UNITED STATES,
Jomt Economic CoMMmITTEE,
Washington, D.C.

The committee met, pursuant to notice, at 10 s.m., in room 2167,
Rayburn House Office Building, Hon. Henry S. Reuss (chairman of
the committee) presiding.

Present : Representatives Reuss, Hamilton, and Richmond.

Also present: James K. Galbraith, executive director; Louis C.
Krauthoff II, assistant director; and Kent H, Hughes, Marian Mal-
ashevich, and Sandy Masur, professional staff members.

OPENING STATEMENT OF REPRESENTATIVE REUSS, CHAIRMAN

Representative Reuss. Good morning, The Joint Economic Commit-
tee will be in order for the start of its hearings on U.S. international
economic relations.

The prosperity of the international economy continues to depend,
despite all of the changes in world conditions over 40 years. on the
wisdom and soundness of U.S. economic policy. That is precisely what
will be called into question early next month when the President meets
with the leaders of our allies at the Versailles summit.

The effects of U.S. deficits and high interest rates on the strained
economics of our principal allies and on the developing world will be
the No. 1 item on the agenda at Versailles. And there will not be a
single nation at that table in Versailles which will offer unqualified
su;S)pm't for the policies of the Reagan administration.

mee the Re administration took office, our economic policy has
aggravated the difficulties faced by other countries of the world. Fiscal
policy has been loose, as cuts in social programs designed to help the
poor have been overwhelmed by unprecedented tax cuts and huge in-
creases in military spending. The result is an enormous Federal deficit
which will only get worse in the years ahead. In addition, our high
interest rates musdle results from our supertight monetary policy.

The effects of our deficits and interest rates on our major tradin
partners are profound. European countries are still struggling to pu
themselves out of recession, a recession which has brought disturbingly
high unemployment rates. High real U.S. interest rates, which act to
force comparable rates abroad, are a major factor preventing recovery.
They choke off the domestic investment needed to pull out of the
recession, At the same time, our high interest rates are causing ex-
change market instability and adding to the uncertainties of an already
difficult economic environment,

(1)



2

Our recession, coupled with high interest rates, also is having del-
eterious effects on developing countries. Recession here and in Europe
deprives developing countries of crucial export markets. And high in-
terest rates compound the problem by exacerbating an already pre-
carious debt situation.

Our three witnesses today have been asked to address the effects of
U.S. economic policies on the global economy. They are: Richard
Cooper, professor of economics at Harvard, and former Under Secre-
tary of State for Economic Affairs in the last administration; John
Norris of Chase Econometrics; and Myer Rashish, an economic con-
sultant, and until recently, Under Secretary for Economic Affairs and
intimately involved in preparations for last year’s summit.

Gentlemen, we are delighted to have you here. Under the rule and
without objection, your prepared statements will be received in full
and printed in the hearing record.

Before proceeding, at Senator Paula Hawkins’ request, her written
opening statement will be placed in the hearing record at this point.

[The written opening statement of Senator Hawkins follows:]

WRITTEN OPENING STATEMENT OF SENATOR HAWKINS

I wish to thank the Chairman for convening this series of hearings on the
Versailles Economic Summit. International monetary and trade pressures
threaten to disrupt irrevocably the good relations between the major nations of
the world, and today it is more important than ever that we keep channels of
communication open through such mechanisms as the Summit.

Participants in June’s meetings will have a full plate of difficult issues before
them. Interest rate, currency valuation and worldwide employment problems
loom large. Trade measures, particularly those of Japan, deeply concern us as
a Nation and my own State of Florida. For years, we have sought free and fair
access to the Japanese market for citrus, and I believe we should use every
opportunity—including Summits—to press for greater sales opportunities.

I will be especially concerned, however, with Summit discussions regarding
our relations with developing countries. At last count, the external debt held
by those nations topped $350 billion, while the relative prices for their raw mate-
rial and commodity exports had declined precipitously. Summit participants can
therefore be expected to face new demands for multilateral lending, debt resched-
uling and more preferential trade treatment. How we respond to those chal-
lenges may well determine the course for worldwide development over the next
decade.

I believe one of the best ways to handle developing, as well as developed, coun-
try economic problems is through expanded private sector participation in the
mechanisms for growth. A good example of this is the President’s Caribbean
Basin Initiative, which uses private enterprise as the engine for economic devel-
opment. With the CBI’s package of trade, aid and investment incentives, we can
help that region to build industries and infrastructure, to dismantle injurious im-
port barriers, and to stem the emigration of real and potential human talent.
The short-term costs to the U.S. Treasury in import duties and tax revenues
foregone are indeed worth the price of long-term economic and political stability
for our neighbors to the south.

I would therefore hope President Reagan would use the opportunity afforded
by the Summit to gain strong support for our Caribbean initiative.

Representative REuss. Mr. Rashish, why don’t you start out, sir.

However, during an early part of your testimony I am going to have
to excuse myself for a moment to answer a floor call, but T’ll be right
back, so if vou will just start, or if you will just rest for a moment I'll
be back in about 6 minutes. :

[ A short recess was taken.]

Representative Reuss. The committee will be in order.

Thank you all for waiting while I cast a vital policy floor vote.

I’d now like to hear from Mr. Rashish.
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STATEMENT OF MYER RASHISH, ECONOMIC CONSULTANT, WASH-
IRGTION, D.C., AND FORMER UNDER SECRETARY OF STATE FOR
ECORNOMIC AFFAIRS

Mr. Rasuisy. Mr. Chairman, 1 was musing in the hiatus about a
Viennese joke that is attributable to Sigmund Freud about the intel-
lectual who was challenged to a duel in a cafe by a nobleman for some
presumed slight. He was instructed to show up with seconds on the
field of honor at the break of dawn.

The next morning the nobleman with an entourage arrived at the
field of honor at the appointed time. The nobleman waited 15 minutes,
a half-hour, 45 minutes. Presently a messenger came running breath-
lessly with a note from the intellectual which read as follows: “Have
been unavoidably detained. Do not hesitate to start without me.”
[Laughter.]

Representative Reuss. Anybody who can pronounce Freud can pro-
nounce Reuss.

Mr. RasHisH. They have an “oy” in common,

Mr. Chairman, the Japanese have a saying that there are two kinds
of fools in the world : those who have never climbed Mount Fugi and
those who have climbed Mount Fugi twice. That is too cynical an evalu-
ation of summits, but it does suggest that summitry is an exercise that
should be undertaken prudently with considerab?e preparation and
great care. '

The Versailles summit is the eighth summit of the heads of state and
government of the leading industrialized countries of the free world,
the first having taken place at Rambouillet in France in 1975.

Mr, Chairman, I do not have a prepared statement, but T have an out-
line. A little over 10 years ago I was a consultant to this committee,
actually to the Subcommittee on International Economic Policy, of
which my friend Hale Boggs was chairman, and I organized some
meetings on foreign economic policy to which were invited a number of
people from various parts of the world. Onc of these arrived, contrary
to instructions, without a prepared statement, and when Hale asked
him why he did not bring a prepared statement he said he was one of
those people who didn’t know what he thought until he heard what he
said.

I have at least gone to the point of preparing a brief outline,

The central thesis of what I am about to say is I think summits are
very important exercises in statecraft, if only because they engage the
attention, the efforts, and the prestige of the leaders of the major coun-
tries in terms of economic weight in the world. The seven summit coun-
tries between them account for half of the gross product of the world
and half of the world trade.

Summits are also occasions at which important things can take place,
I say “can.” It is not clear that they always have produced results of
consequence. But they do have that potential, again because they in-
volve concentration of mind and effort of the most important leaders of
the world scene. .

The summit won't take place until the beginning of the evening of
June 4 at Versailles, and I will address this in a little more detail later
on, but my own prediction is that the Versailles summit will present an
opportunity to bring some very greatly needed focusing of national
policies on the part of the seven summit countries. But I also, on the
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basis of what I have been told and what I have been reading, have the
impression that the Versailles summit will in fact fall considerably
short of achieving that goal. So in some respects it will be an opportu-
nity that will be missed.

Summits are important because they are, in fact, instruments of
alliance policy. They deal principally with economic issues. There are,
of course, informal bilateral discussions in which a whole array of
issues—political, strategic, security, as well as economic—are discussed
among the leaders. But the convention has been—and it’s been insisted
upon by all the leaders—that the economic summits principally address
an economic agenda. But economics, certainly in this day and age,
is, after all, politics.

INTERDEPENDENCE OF DOMESTIC AND INTERNATIONAL ECONOMIC POLICY
MAKES SUMMITRY AN IMPORTANT PROCESS

The growing interdependence of the economies of the industrialized
countries, the growing vulnerability and exposure to events that take
place outside the ambit of these seven countries, the fact that more
and more, it seems to me, the stuff of foreign policy has to do with
economic issues, and beyond that the fact, it seems to me further, of
the inability to distinguish clearly, as we once thought we could, be-
tween domestic economic policy and international economic policy,
even for a country of the scale and relative insularity of the United
States—all these factors, it seems to me, underline the impcrtance of
economic policy as an issue in politics and in foreign policy.

So in this interdependent, interpenetrated, and vulnerable world
in which all these seven countries live, the summit becomes an instru-
ment for managing that interdependence, provides an opportunity for
heads of states who are, after all, politicians, to meet each other to get
a sense of each other. It offers an opportunity, if not to arrive at con-
crete and highly specific conclusions—it at least offers an opportunity
to these seven leaders to arrive at some general consensus that will
affect their policies in the months and years ahead.

The summit process, it seems to me, may be as important as the
event itself. To paraphrase Mr. McLuhan’s “The Medium is the Mes-
sage,” I would argue that “the process is the result.” That is to say,
the preparatory process, which consists of the meetings of the personal
representatives, the various events that constitute the runup to the
summit—most recently the ministerial meeting of OECD; the interim
committee meeting of the IMF'; and a very new event, the quadripar-
tite trade consultation group that Ambassador Brock has convened
which met recently and consists of the United States and European
community, Japan, and Canada—are the preparatory events or parts
of this process leading up to the summit. It is, in fact, what makes
the summit work and offers the prospect that if the summit arrives at
some consensus or some agreements they will have some effect later on.

Now, summitry, if it is to be effective, is based on certain principles
and assumptions. :

There is an assumption that there are common interests and goals
that are discernible to all of the seven countries that participate in the
summit.
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There is an implied assumption that in trying to achieve or trying
to give effect to these common interests and realize these common
goals, the individual members of the suminit countries are prepared
to accept some external constraints on their domestic policies, that
there is a kind of international discipline that is at work and that this
kind of discipline and these kinds of constraints may require some
adjustment of national policy, at least at the margin,

And it seems to me a very dominant principle that has to do with
summitry, as well as with & number of other aspects of international
instruments for international cooperation, a very important principle,
is the dominant weight of the United States, constituting, as it does,
half the gross product of the summit countries, which requires that the
Ulnited States exercise leadership in the process.

I am persuaded that without the exercise of that leadership, direc-
tion, and initiative, the summit process will not work.

The setting for Versailles is not a particularly propitious one. In
the larger political and strategic sense the alliance is suffering from
some disarray. I know it is conventional to say that the alliance has
always suffered from disarray. I discern myse%f a certain qualitative
change in this disarray which is very disturbing and unsettling. There
has been a change in the relative power balance among the summit
countries; there has been a pronounced shift in the balance of strategic
power between the United States and the U.S.S.R.; and we have per-
ceived some real shifts in economic power between the OECD coun-
tries and the newly industrialized countries of which, curiously, Japan
seems to be a kind of paradigm.

Europe itself is suffering from internal tensions, pressures on the
European monetary system, and the most recent difficulties which the
Community has had with respect to agriculture.

The world economy generally is marked by unemployment, extra-
ordinarily high real interest rates, volatile exchange rates, pressures
for trade protectionism, and so on.

The larger political strategic disarray or uncertainty is likely to
manifest itself most acutely with respect to one of the agendua items
on the summit agenda, and that is the issue of the East-West economic
relations.

Beyond the conventional array of issues which will be discussed,
such as macroeconomic issues, exchange, and interest rates, trade, and
energy, and T might add as a footnote 1t is remarkable how constant
the agenda of summits has been in the 7 years of their history. Beyond
these, a relatively new issue was supposed to have had pride of place
at the Ottawa summit, by virtue of the fact that the summit before
Ottawa, the Venice summit, instructed the seven to address this issue,
and that was the so-called North-South dialog or relations between
the industrialized and developing countries.

My own view is very little is likely to emerge from discussion of
North-South issues at Versailles, largely because we missed an oppor-
tunity at Cancun to put the North-South dialog on a surer footing.
Instead, the dialog snapped back into the General Assembly of the
United Nations, where it has languished and produced no results.
We are now back in that venue which offers uncommon hospitality for
political rhetoric but offers very little prospect for real achievement in
enhancing the development of the less-developed countries.
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So, Versailles comes at a rather bad time in terms of the world
economic situation, as well as the larger political, strategic atmosphere.
There is some question on the part of our summit partners as to the
vigor, direction, and purpose of the U.S. leadership, and some ques-
tion on our part as to whether the governments of Europe are strong
enough to respond to leadership even if it were forthcoming.

Now, in the ideal world, what ought to be done at Versailles?

Despite this disarray—it may be too strong a word—in the alliance,
it does seem to me that there 1s, in the economic area—maybe that’s
the wisdom of having economic summits—a greater range of com-
monality of purpose and interest than there is in other areas.

This commonality of interest, it seems to me, created a condition
in which it would have been possible—a possibility that I think may
not be realized—to effect a transaction at the Versailles summit that
would have, I think, improved the condition and prospects of the
summit countries and the rest of the world.

Without going into great detail, it seems to me—and it is a view
that I have held for many months—the kind of a deal that was in
order for the Versailles summit and was feasible involved a trilateral
compact between the United States, Europe, and Japan.

In the case of the United States, given the economic weight we have,
we should have come forward with a proposal that would have in-
volved what is by now some very conventional wisdom, so conventional
that five former Secretaries of the Treasury proposed it yesterday,
and that is a change in the policy mix in the United States, a tighter
fiscal policy and easier monetary policy.

This is what our European allies in the summit have been pleading
for for many months. It is what, in a somewhat awkward fashion, is
being negotiated out between the Congress and the executive over
the past few weeks. Had the President, in the exercise of his foreign
policy leadership and in response to the need to bring some equilib-
rium in the world economy, taken the initiative on both foreign
policy and domestic economic policy grounds to effect that kind of
change, he both' would have served his domestic economic purposes
and his foreign policy purposes more efficiently.

I would see further that it would have been possible, as part of this
transaction, given the interest that the Europeans have in this kind
of readjustment of American policy, to have persuaded the Euro-
peans to come with a more, in my view, constructive and cooperative
approach on this use of East-West economic relations, an issue which
I think predictably now is not going to be resolved in any significant
way at the summit,

And finally, Japan, as its component in this transaction—and this
is, I suppose, something worth more discussion and certainly more
thought than I have given to it—might have effected a comparable
but opposite change in its policy mix. The most important contribu-
tion that Japan might make to world market equilibrium would have
required some fundamental change in Japan’s domestic economic poli-
cies, but Japan’s quid pro quo would have been the kind of trade
declaration at the summit that looked forward to a positive and ex-
plicit agenda for the GATT ministerial meeting in November. There is
some question now as to how far the summit countries are prepared
to go in committing themselves to such an agenda at Versailles.
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This is, it scems to me, the core of the deal or the transaction that
might have taken place at Versailles. It doesn’t seem to me it's going
to take place.

What will take place at Versailles will be much more marginal,
much more incremental and modest.

Now, it has to be understood that when the leaders of the seven
major industrialized countries of the world convene at any meeting,
that meeting is condemned to success. It is inappropriate, unaccept-
able, that 2 summit be seen as a failure. But the success may in reality
be a modest one indeed.

On the larger macroeconomic issues, which subsume exchange and
interest rate questions, from what T read in the press, there will be a
channeling of this off to a different fornm, the IMF, where there will
be a year-fong study of the question of the relationship between domes-
tic economic policies, how they should be made convergent, and what
the relationship of those convergent policies might be to the behavior
of exchange rates.

On technology, which is a subject which the French Government
has taken the initiative to put on the agenda at the Versailles summit,
my suspicion is that that is not sufficiently far advanced to produce
any results at Versailles but could be the basis of some kind of
wisemen’s study. ,

On trade, my impression is that while the commitment to fighting
protectionism will be repeated in this summit, as it has in virtually
every summit, the positive commitment to a substantial and meaning-
ful GATT ministerial agenda may not be forthcoming,

On East-West, I have. already indicated I think that very little is
likely to emerge from the summit on this issue. The questions of credits
to the U.S.S.R., the Siberian natural gas pipeline, and COCOM review
will just sort of drag on as they have.

And on the North-South issue, minds will be concentrated once
again on the nnsuccessful attempt of the last session of the General As-
sembly to arrive at a resolution or declaration on global negotiations,
an enterprise which at best is of minor consequence to the real world.

While I think, therefore, that the Versailles summit is likely to, as
the academics say, suboptimize, produce less than it might otherwise
have produced, particularly at a time when the world economy is going
through an extremely difficult passage, nonetheless I remain committed
to the proposition that if we did not have this summit, if it were not
a regular feature of the landscape, things would be a good deal worse
than they are. ’

Thank you, Mr. Chairman.

MEAGER RESULTS AT VERSAILLES

Representative Reuss. You envisage a suboptimum result. I would
call it a dud from your ticking off the problems presented and the
results achieved—no change in the U.S. policy mix, no change in the
Japanese policy mix, no East-West agreement, platitudes on trade,
and North-South.

While I agree with you it’s better to meet and talk than never to meet
at all, it really is disappointing to me to hear someone who is sensing
what is going to happen, I think about as good as anyone, give this
gloomy prognosis.
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A year ago, a few weeks before the Ottawa summit, one sensed that
the Europeans, at least, and the Canadians, were breathing fire and
were going to come to Ottawa saying to the United States, “Please
change your policy mix; cut down on the future deficits, which means
you will have to cut down a bit on your military build-up and your
tax concessions, and let’s have a little less draconian monetary policy.”

That is what they were all hinting at a few weeks before the summit,
but they certainly went soft at the summit. There never was heard a
discouraging word, at least in publie.

My question is, Do you think they are going to be as polite this time?

Mr. RasuisH. Yes. I don’t think that they are any less concerned.
They may indeed be more concerned, but I think the nature of the
summit is such that it tends to induce that, and also because much
of the steam has been vented already in these other preliminary fora,
the OECD ministerial, the IMF, and so on.

I think their concerns and anxieties may be more deep seated. At
Ottawa, after all, four of the summit leaders were brand new. Now they
have all been in office 1 year. It is their second summit,

Spc&md, President Reagan had been in office only a relatively short
period.

While there was concern about the course of U.S. policy—and indeed
concern on our part about policy that some of the other summit coun-
tries were following, although the weight of the United States gives
our policy an immense importance that cannot be assigned to others—
there was also the willingness to exercise some patience, to give it time.

Representative Reuss. If I could interrupt, I recognize that, and that
is an explanation of why things were fairly flaccid in Ottawa. But now
Reaganomics has had a year to prove its mettle and the newcomers have
gotten their sea legs a bit. Therefore, I am interested in your saying
that you expect the Europeans to be as flaccid at this time as they were
a year ago.

Mr. RasuisH. I don’t think as flaceid. First of all, I don’t think it’s
fair to ascribe the Europeans with the same animus toward Reaganom-
ics which I take it you harbor in your breast, Mr. Chairman, They have
a concern about some of the aspects of U.S. policy, notably the high
real rates of interest as well as the volatility, and some concern about
the path of exchange rates. .

The reason why those issues will not be the occasion for great conten-
tion at Versailles is because it has now been agreed to set those issues
aside in recognition of the fact that they cannot be resolved, that they
would in fact be the focus of contention and strife if they were to be
addressed at the summit. '

Representative Reuss. T wasn’t really aware that they had been pi-
geonholed. Who did that, and in what document ?

EXCHANGE RATE POLICY TO BE REVIEWED

Mr. RasuisH. As Will Rogers once said, “All T know is what I read
in the papers,” and what the papers tell me is it was precooked at the
OECD ministerial and the IMF Interim Committee meeting at the

" . initiative of the United States, I think the Treasury Department, that

it would be appropriate to have the issue of exchange rate volatility,
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which in turn is a function of the divergence or convergence of policies
followed by the summit countries—this set of issues—it would be ap-
propriate to have this set of questions examined and studied objectively.

As I understand, from what I read in the papers, the IMF, after the
study is completed, will report back to the summit meeting next year,
which, incidentally, will be held in the United States.

Representative Revss. If I could pursue this for a moment. If I
were an European or a Japanese, I wouldn’t feel that this alleged
agreement to have the IMF look at volatile exchange rates precluded
my discussing the mishmash of U.S. fiscal and monetary policies, be-
cause our too loose fiscal policy and too tight monetary policy saps our
summit neighbors, not just in exchange rates but by exporting unem-
ployment. And so they can make obeisance to the pigeonholing in the
IMF of the exchange rate aspects and still get in some pretty good
licks on other equally important aspects, and specifically request us to
change our mix. Everybody talks about it. It seems to be a little
ridiculous to convenc a summit at which nobody talks about the real
issue.

U.S. MACRO-ECONOMIC POLICIES WILIL. NOT DOMINATE SUMMIT

Mr. Rasuisn. What D’m saying is my expectation—and it is only &
prediction—is that while surely the subject will be discussed, it won’t
enjoy the kind of pride of place, it won’t be the focus of the discus-
stons, as was the case at Ottawa.

In Ottawa, as I have already said, while those issues enjoyed pri-
ority attention, there was a willingness to wait and see. The issues were
not really forced. Besides which, there is no point in that setting to
get excessively nasty about these things. There is a premium on
civility.

But now we have had a year of expericnce, and the problems seem
to have become exacerbated rather than easier. The feeling is, I take
it, that the possibility of forcing something at this summit 1s not very
great. Instead of having the central issue at the summit be one in
which it was fruitless to engage in a fight over, why not divert the
issue into a more benign and pacific charnel, relieve the pressure of
the steam, so to speak, before you actually go to the summit meeting?

CHANGE IN ADMINISTRATION RHETORIC

1 think it is interesting that in the runup to the summit, the Secre-
tary of the Treasury and his colleagues have indicated at least a differ-
en(l:g in rhetorical tone in their comments about exchange market
policy.

Representative Reuss. You mean by our Secretary of the Treasury
saying that we might forsake our nonintervention exchange rate policy
and do a little churning of the portfolio? .

Mr. Rasmisi. Yes. In contrast to the kind of rhetoric, the kind of
statements that have been made recurringly over the last year or so
about that subject, in the immediate runup to the summit the Secre-
tary of the Treasury took a more supple position, that is to say,
“This is worth looking at; perhaps we really ought to examine this a
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little bit more closely.” It wasn’t a categorical, inflexible rhetorical
position. I regard that as a positive development. -

Representative Reuss. As a veteran of inter- as well as intradepart-
mental affairs, what do you imagine that new initiative by the Secre-
tary of the Treasury will do to the Treasury hierarchy internally and
specifically Under Secretary Sprinkel ?

Mr. Rasnuish. I have no idea, and if I did I wouldn’t comment, Mr.
Chairman.

Representative Reuss. I was so fascinated by your presentation that
I started a few preliminary questions, and I will cease because we
want to hear from the others. But I certainly want Congressmen
Richmond and Hamilton to have an opportunity now to ask questions.

Representative Ricamonp. Yes, Mr. Chairman.

WILL THE WEST BENEFIT FROM THE SOVIET GAS PIPELINE OR BECOME TOO
VULNERABLE?

Mr. Rashish, one of the issues of concern to me about this Versailles
conference is the issue of the natural gas pipeline to the West. I feel
that it is probably the most brilliant stroke of economic planning to
allow the pipeline to be built. It allows the Western powers to gen-
erate $5 billion worth of hard goods, which we will then sell to the
Russians. And if the Western powers want the gas, they can take it ; if
they don’t want the gas, they don’t have to take it.

So I think everything is in favor of the Western powers urging the
Russians to build this pipeline. It is virtually a one-way deal. Yet, our
Government hierarchy is against it, and it just boggles my mind. As a
businessman and a politician, it seems to me the greatest thing we
could have is a $5 billion pipeline connecting Russia to Western
Europe with natural gas which they may or may not take.

Now, will you please tell me why our Government has this insane
policy ¢ Il bet it’s not yours.

Mr. Rasmisn. Yes, it is mine. I regard the policy as, on the whole,
quite sane. But while I think the policy generally is quite sane, I’'m not
sure we are working toward the right solution to the problem.

I think it’s crazy to give the Russians—it isn’t $5 billion; it’s a lot
more than that.

Representative Ricamonn. How much ?

Mr. Rasuisa. $10 or $15 billion.

Representative Ricamonp. $10 or $15 billion worth of hard
goods—— :

Mr. Rasmisy. I think it’s crazy to give the Russians $10 or $15 bil-
lion of hard goods at subsidized interest rates in order to produce
more employment in the steel fabricating industry in France and
Germany. It seems to me if you are willing to spend that kind of
money, there are better ways to encourage——

Representative Ricamonp. I don’t want to interrupt you, but it also
involves the use of a lot of American—General Electrie and Westing-
house would

Mr. Rasuisa. Not under the embargo that was put into effect after
martial law was declared in Poland December 13.

Representative Ricaaon. I say, if you were to take a more realistic
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attitude toward this pipeline and realize $15 billion worth of Russian

old we could possibly pick up, and Western Europe and the United
States were building this pipeline, and obviously a pipeline 1s totally
worthless unless you buy the gas—it seems to me it’s a wonderful deal
for the Western powers.

Mr. Rasuisa. Well, I don’t think it’s a wonderful deal for lots of
reasons. I don’t think it makes good econoemic sense. If ynu are try-
ing to solve unemployment problems, it’s a hell of a way to solve un-
employment problems.

Second, concerning the countries—and only two have signed up at
the moment, West Germany and France—the consuming countries
of Western Europe did not examine carefully enough the vulnerabil-
ity aspects of the pipeline, the alternative sources of natural gas avail-
able to them, primarily from the North Sea, and so on. They did not
examine carefully the implications of having a flow of hard currency
earnings for the Soviet Union in the neighborhood of $10 million a
year while the gas was flowing. '

But this is a long subject which could consume the whele morning
and afternoon. Let me just make the obscrvation that the kind of pol-
icy that I would like to sce emerge on the question of the pipeline,
in the light of all these considerations of vulnerability—foreign ex-
change carnings for the Soviet Union—is a policy inspired by a con-
cern for energy sccurity. The kind of policy I would like {0 sce is one
in which the summit countries, the Western allies generally, put to-
gether an agreed strategy for natural gas supply and security which
would exploit other sources of natural gas—the North Sea has abun-
dant sources of natural gas—to reduce the vulnerability of whatever
dependence on the Soviet, Siberian natural gas, the Western European
countries may wish to undertake.

I am not against Western Europe taking natural gas from the So-
viet Union. I do think it is prudent and essential for strategic and
geopolitical reasons for the Western allies to effect 2 common, agreed-
upon strategy dealing with the problems that would attend that.

And T don't see that emerging quite as clearly as I weuld like to
see if.

I think arguments over transfer of technology and embargoing li-
censees of American companies from selling component parts to the
pipeline and so on, are of secondary importance. They are not the
main game. The main game is to do n the natural gas area, which is
going to be a fuel of growing importance for Western Europe, what
we have tried to do with respect to oil. And while that exercise is un-
derway, I’d like to see it go a lot faster than it is going.

Representative Ricumoxp. Thank you.

Representative Rruss. Congressman Hamilton,

Representative Hasuvron. Thank you very much, Mr. Chairman.
q ’ghe chairman said you characterized the summit conference as a

ud.

Representative Reuss. I did, but the witness did not.

_ Representative Hanrrtox. I said you so described his characteriza-
tion. And T had your testimony, whose opening sentences I missed,
described to me as saying that the suramit had already failed. ’
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WHY CAN’T VERSAILLES ACHIEVE REAL RESULTS ?

I guess my question is, why is that the case? What factors have
come together here which cause you to he less than optimistie, if not
downright pessimistic, that anything could be achieved ?

Mr. Rasaisa. Well, if I may correct that——

Representative Hamirron. Sure.

Mr. RasuisH [continuing]. T didn’t say the summit had already
failed. I started out by saying how important summitry was, how rele-
vant it was to the needs of the world, and how much potential sum-
mits have.

I said that this is a particularly dicey time for the world economy.

Representative Hamivron. That seems to me to be a reason for some-
thing to come out of it, rather than for something not to come out of it.

‘Mr. RasuisH. I said it’s a rather awkward picture, but 1 said I
thought Versailles would suboptimize ; that while it was good and im-
portant and that benefits would flow, the benefits would be less than
what, optimally, they might be; and that Versailles might he an op-
portunity that would be at least partially missed.

Representative Hamirrox. Why ?

Mr. RasuisH. Because I don’t think the leaders of the seven coun-
tries are going to address the issues at Versailles that offer promise of
some solution while maintaining the coherence of the alliance.

Representative Hamivron. Is that the reason, if we address those
issues, that the coherence of the alliance will be jeopardized ?

Mr. Rasursu. I think if we don’t address the issues——

Representative Hamruron, Well, why don’t we? I don’t understand
why we don’t. You’ve got all of these big issues. I think the next wit-
ness, Mr. Cooper, is going to say that the world economy is in worse
shape than it’s ever been for 50 years. You have trade and exchange
rates and East-West trade and North-South issues, and here we go to
this summit and we are going to come out with a lot of platitudes.

Now, why is that happening?

Mr. Rasa1sH. It has to do with political imaginatien, political will,
and political leadership. )

Representative Hasirron. So it’s a lack of political leadership in
the West that you put your finger on ?

Mzr. RasuisH. Yes.

POLITICAL WILL AND IMAGINATION MORE IMPORTANT THAN INSTITUTIONAL
SETTING FOR COORDINATING POLICIES

Representative HaMmivron. Do you see any mechanisms or would
you suggest any mechanisms through which the West can better deal
with its economic problems? The summit conference, you have indi-
cated, is a valuable exercise, worthwhile, and I'm sure all of us agree
with that. But are there other, better means of coordinating macro-
economic policies among the industrial powers? More intensive con-
sultation ? What is the approach to this?

Mr. RasnisH. I tend to be a skeptic about institutional solutions to
substantive problems. I don’t believe in the deus ex machina approach.
I think if you have political will, political imagination and so on,
even primitive institutional arrangements can produce the results
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that you want. On the other hand, if you don’t have these essential in-
gredients, no elaborate and sophisticated set of institutional arrange-
ments is going to prodice them for you.

T think wo have a full array, a complete panoply of institutional
means for consultation and coordination, and whatever other words
you want to throw in. We have all the international organizations—
we've got the OECD, the GATT. the various subsidiary bodies of the
OECD and the IMF : You're got the summit, and you’ve got whatever
ad hoc groups you wish to put together for whatever purpose.

So the instruments exist, and if new ones are needed they could be
casily created.

JAPANESE DOMESTIC POLITICS HAMPERS COMPLIANCE WITH
SUMMITEERS .

Representative Hammiron., You suggested—if I may direct your
attention to & specific country—that Japan should resist pressures to
tighten its fiscal policy. The statements I have seen suggest that the
Prime Minister there 1s anxious to get. more budget deficits and is not
moving in the direction that you are suggesting.

Do you think it’s possible, given the realities of Japanese domestic
politics, that they are going to move in the direction you are
suggesting ?

Mr. Rasmisa. I think that the realities of internal domestic Japanese
politics and the institutional structure of the Japanese Government
makes it very difficult for the Japanesc Government to do a lot of
things that might seem to us to be sensible, including trade liberaliza-
tion. And that is why I think in the case of Japan, perhaps more than
in the case of other countries, it requires the in-tm(fuction of external
constraints and influences and pressures to force Japan to pursue
policies, just as we are being asked to pursue policies, to make a better
contribution to the equilibrium of the economic system as a whole.

And Japan’s position in that system has changed sufficiently over
time so it ought to pursue policies that are sensitive to the require-
ments of the world economy. And that applies not just to the trade
area but to the whole array of policies which influence Japan’s be-
havior in that world economic scene,

Representative Hamruron, Thank you, Mr. Chairman.

Representative Revss. Thank you.

Mr, Cooper.

STATEMENT OF RICHARD N. COOPER, PROFESSOR OF ECONOMICS,
HARVARD UNIVERSITY, CAMBRIDGE, MASS.,, AND FORMER UN-
DER SECRETARY OF STATE FOR ECONOMIC AFFAIRS

Mr. Coorer. Mr. Chairman and members, I appreciate very much
the opportunity to testify once again before the Joint Economic
Comimnittee.

Before I get into the contents, let me say a little bit about summits
themselves. It seems to me that economic summits perform three quite
different, but all useful, functions.

93-735 & - 82 - 2
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First, they serve as an occasion to inform heads of government about
the contemporary economic issues, and in particular to put those issues
into global perspective by indicating how national economic develop-
ments are seen by other nations. This is in itself no inconsequential
accomplishment, given the heavy schedule of heads of government and
their general preoccupation with foreign affairs in the more tradi-
tional sense. '

Second, they provide an occasion to review the linkages among dif-
ferent issues, whether they be organic linkages or political linkages,
and possibly to reach agreements on courses of action that acknowledge
these linkages.

Third, they permit heads of government to get to know one another
on a personal basis and to discuss with one another what most pre-
occuples them from their lonely vantage points as political leaders
in the great industrial democracies.

It follows from this rendition of possible rules that to be successful
a summit need not involve a package agreement on courses of action;
it can have formed a useful role, and be far from a failure even if no
formal agreement is reached at all.

Nonetheless, at the present time the world economy is in a perilous
state, and publics everywhere look to their governments for guidance
and for solutions to difficult economic problems. For this reason,
a Versailles summit that does not seem to offer any agreed path
out of our present travail will be justifiably considered a great
disappointment.

WORST ECONOMIC SITUATION SINCE 1930°S

The economic situation is worse today than in any peacetime period
since the 1930’s, nearly 50 years ago. World trade declined in physical
terms last year for the first time since 1958. Unemployment in the
7 summit nations is now in excess of 21 million individuals, and that
represents an underestimate because of withdrawals from the labor
force, especially in the United States and Japan, in times of weak
demand. o

Inflation as measured by the Consumer Price Index has dropped in
most major countries from the temporary heights of 1980, and the
drop has been especially dramatic in the United States. But much of
that drop was inevitable once oil prices and, in the United States,
mortgage interest rates ceased rising, and some further drop of it is
due to temporary factors such as low agricultural and raw materials
prices and appreciation of the U.S. dollar against other currencies.
This appreciation has tended to worsen inflation in other countries, a
point to which I return below. ) .

The underlying or core rate of inflation, which was never double-
digit, has been stubbornly resistant to decline, falling by only a per-
centage point or so in the past year. .

Oil prices measured in dollars have fallen from their peak, though
we should not forget they remain much above where they were only 3
years ago, which by itself is good news for oil-importing countries, al-
though bad news for those oil-exnorting countries—Niceria, Mexico,
Egypt—that have become highly dependent on growth in their oil ex-
port earnings.
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The value of the drop of oil prices is reduced to others as well by,
one, the depreciation of their currencies against the 17.S. dollar, which
means that local currency prices of oil have risen in some instances even
while the dollar price has fallen and, two, by the even sharper fall in
the prices of other primary products—for the same reasons, weak world
demand—such that the terms of trade for primary products against
manufactured goods is now the worst it has been since before World
War II. And high interest rates, which normally fall sharply in re-
cession, mean that debt servicing payments are up just when the ability
of many countries to service their external debts has deteriorated
sharply.

RESPONSE OF THE WEST TO IRANIAN REVOLUTION CONTRIBUTED TO
CURRENT RECESSION

In short, the world is in 2 major recession ; some would say a depres-
sion. How did it come about? The major cause was the Iranian revolu-
tion. One might call it Khomeni’s revenge on a materialistic world.
Without it, the world economy would not be where it is today. But
our—by “our” T mean the Western industrial democracies—response to
that revolution must share the responsibility, in two respects: first, the
oil-buying public panicked with the loss of Iranian oil and bid up spot
oil prices, followeg by OPEC-posted prices, even though we now know
lthz}}t,dt‘here was no shortage of oil. The extra demand went into stock
milding,

Second, having mistakenly bid up the price of oil, we compounded
the mistake by confusing a once-for-all increase in the price level with
a sharp increase in inflation, and then took steps to combat the inflation
thus perceived. This mistake was made by many industrial countries,
not just the United States; and it was an understandable mistake, since
any major increase in the price level can increase the rate of inflation,
given the structure of today’s economies, by getting built into the wage-
price setting structure, ‘

Thus, an event such as the Iranian revolution confronts economic
authorities 1n modern industrial countries with an acute dilemma—
accommodation of the higher price level may seem to condone or even
foster a higher rate of inflation; yet, not to accommodate the higher
price level triggers a recession and a secondary loss of output. The
problem is complicated further in the United States by the heavy
weight of mortgage interest rates on the Consumer Price Index, which
gives some force to Patman’s dictum that high interest rates increase
inflation rather than decrease inflation,

HIGH U.Ss. SHORT-TERM INTEREST RATES BLAMED FOR RECESSION

The proximate cause of the world recession is the Federal Reserve
Open Market Committee. On virtually any measure, it has maintained
money so tight that a deep recession was almost inevitable, and re-
covery will be anemic. Although down from their peaks, interest rates,
especially the short-term interest rates that are fully under the control
of the Federal Reserve, are extraordinarily high for a recession. It is
noteworthy to recall that in the 1958 recession, Treasury bill rates fell
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below 1 percent. Given what has happened to prices, these high short-
term rates cannot be explained—as long-term rates might be—by high
inflationary expectations. They are due solely to a tight monetary
policy.

This tight monetary policy is being maintained in order to combat
inflation. The assumption of this strategy is that inflation can be
broken before anything else serious is broken, or, alternatively, that
greiking inflation is so important that it does not matter what else is

roken.

LONGRUN COSTS OF WORLD RECESSION

Apart from the enormous loss of output—running in the United
States alone at an annual rate of at least $250 billion, which makes
even President Reagan’s defense budget look small—there are several
longrun costs from the current policy. I will not dwell on those that
are primarily domestic in character and effect—low levels of invest-
ment in housing, plant, and equipment, which we’ll feel for decades
after this episode; high actual or threatened bankruptcy rates leading
to greater concentration of economic activity, and strengthening fur-
ther the already excessively strong voices of lawyers and accountants
as against entrepreneurs in business decisions; the alienation of youth
from our main social values that comes from the loss of self-esteem
associated with inability to find jobs, and so on.

Rather, I want to focus on two longrun costs that are more clearly
international in character, although all of these effects that T have just
mentioned will have longrun international ramifications.

PROTECTIONISM ENCOURAGED

The first is the encouragement to protectionism. The second con-
cerns the ability of developing countries to achieve their aspirations
peaceably and 1n a democratic environment.

Under a regime of flexible exchange rates, tight monetary policy
exerts its influence on the economy through a new channel, in addition
to the traditional effects via inventory liquidation, cutbacks on inter-
est-sensitive investment, especially housing, and discouragement of
consumption via less credit availability and reduced value of house-
hold assets, especially stocks. It is via a strengthened currency. Tighter
money pulls up the value of the currency, and results in an immediate
reduction of inflation insofar as the prices of foreign products are
determined primarily in foreign markets. But by the same token, it
makes foreign goods more competitive relative to American goods,
both in foreign markets and in the U.S. domestic market. :

Thus, sectors of the economy are now being hurt directly by tight
money, via the exchange rate, that have in the past been hurt by tight
money only by the recession that followed. But firms and workers do
not attribute their new-found difficulties to the Federal Reserve they
attribute them to unfair competition from abroad. At a recent count
there were 14 bills before Congress calling for reciprocity in trade
relations, and over 50 bills that contained some elements of protec-
tionism.
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WEAK TU.S. TRADE POSITION WILL OUTLAST STRONG DOLLAR

The weak U.S. trade position at the moment is concealed now b
the recession, which holds down imports. But with recovery there will
be a visible deterioration in the current account balance, which will
add fuel to pressures for protection. The dollar will weaken, and para-
doxically, that, too, will strengthen pressures for protection in the
short run, although it will relieve them after a period of time. It will
also reveal, however, that some of our reduction in inflation rates has
been merely transitory.

How do these issues look from abroad? The Japanese ven has been
very weak, a counterpart of the strong dollar, As a result, Japanese
exports have generally held np despite world recession and have buoyed
up the Japanese economy. It is inappropriate for a country the size
of Japan to engage in export-led growth when the world is in recession,
but U.S. monetary policy has a%gtted Japan in this regard. Japan,
with its high domestic savings rates and temporarily weak invest-
ment, has been running large budget deficits—proportionately much
larger than those in the United States. But they are moving now
toward fiscal austerity to rednce the deficits. This action will strength-
en further the Japanese trade position, and it is completely inappro-
priate under current world economic conditions.

Europeans have been vociferous in complaining about tight money
in the United States. It inhibits them from moving toward greater
economic stimulus for, if they do so, their currencies will depreciate
further and they will feel at once the impact on prices, such as oil.
Thus, our tight money under flexible exchange rates worsens the short-
run tradeoff between inflation and real expansion.

There is some merit to the European argument. But they, like the
Japanese, should also experience the beneficial effect of weaker cur-
rencies on their foreign trade position. To some extent, at any rate,
that offscts the contractionary influence of high U.S. interest rates.
When European currencies appreciate against the dollar, unless it
is also accomplished by a vigorous economic recovery in Europe, the
protectionism that is now strong there is likely to become ferocious.

So the liberal trading system that the United States and other
countries have worked so hard to build over the past 85 years may
break down under the pressures of this world recession, and if it does
so it will take years to repair the damage, The breakdown has already
started among less-developed countries, several of which have delib-
eralized their import regimes during the past 2 years.

Let me turn to the second question, and that is the problem of de-
veloping countries.

DEBT SERVICE RURDEN RISING FOR DEVELOPING COUNTRIES

As a group, they have accumulated an enormous volume of external
debt since 1978. It now reaches over $350 billion on one measure. Re-
cause creditors have scen the real value of past debt service eroded
by inflation, much of the new debt has carried floating interest rates,
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which are now very high. At the same time, both the volume and the
prices of primary and other products exported by these countries have
declined, so the burden of serving the debt has grown on both counts.
Arrearages have increased substantially during the last year, and there
will have to be many debt reschedulings. We face, I think, many more
rescheduling ahead of us. :

Unlike during the 1974-75 world recession, when many developing
countries tried to stay on their previous growth paths by borrowing
abroad, and in so doing they cushioned the world recession, many today
will retrench sharply and thereby contribute to the fall in world de-
mand. We have already seen it in countries such as Brazil and Korea.

There will also be great political turmoil in many less-developed
countries, with increased repression and delays in progress toward
democracy. It is perhaps implausible, but not completely farfetched,
to argue that even the Falkland Island crisis is a by-product of world
recession and weak demand for such Argentine exports as grain, meat,
and sugar. With stronger export markets, the Argentine leaders might
not have been pushed into their desperate gamble to divert public atten-
tion, in which they have been highly successful, from economic adver-
sity at home.

This brief survey of the world economy and the long run costs of
world recession brings me back to the Versailles summit. Like Myer
Rashish, I have a constructive package which might come out of it.
In its broad features, it is not very different from the package that he
suggested. :

First, the foreign participants would impress upon the American
participants the global consequences of our current economic policy,
and the President would agree to trim expenditures and raise taxes in
future years. There is no compelling need to reduce the budget deficit
in 1982 or even, as things are now going, in fiscal 1983. What is neces-
sary is a credible program for lower deficits in 1984 and beyond.

This action would provide the occasion for the Federal Reserve to
ease up on monetary policy this year, when it is needed, without giving
up its objective of reducing inflation. With current levels of unemploy-
ment and low capacity utilization rates, expansionist actions now would
not be inflationary, except insofar as they lead to some depreciation of
the dollar, which we must absorb sooner or later in any case.

Second, the Japanese and the Germans would agree to postpone their
efforts to reduce their budget deficits.

Third, all participants would pledge to block protectionist actions.
This is to some extent boilerplate for summits but it is nonetheless
important, I think, for the leaders, all of whom recognize the disadvan-
tage of protectionist actions to reinforce one another in their determi-
nation to block them.

The pledge must pointedly include the common agricultural policy
of the European Community, including their practice of dumping
surplus production of sugar and grains on the world market at a time
of depressed world agricultural prices. .

In my view, stimulating the world economy and limiting protection-
ism together would be far the most important thin%s for the summiteers
to do for the developing countries. In addition, I believe the United
States should agree to honor its past pledges to finance the multilateral
development banks, and to support them in the future.
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Finally, the U.S. administration wants a stiffer posturc toward
trade with the Soviet Union, There are, I think, deep philosophical
differences between the United States and the Europeans on this ques-
tion, But it does seem to me, in the context of prospective world eco-
nomic cxpansion, the Europeans and Japanese should agree and
could agree to limit their official export credits and guarantees to the
Soviet Union, but would not cut off private credits to the Soviet
Union, and to raise the interest rates they charge to market levels. It
1s absurd for European taxpayers to subsidize the Soviet Union for the
purpose of stimulating demand in their economies.

I think a package such as this would leave all the participants better
off, and many others as well.

Thank you, Mr. Chairman.

Representative Reuss. Thank you, Mr. Cooper.

Mr. Norris,

STATEMENT OF JOHN F. NORRIS, VICE PRESIDENT AND MANAGING
DIRECTOR FOR INTERNATIONAL ECONOMICS, CHASE ECONOME-
TRICS, BALA-CYNWYD, PA.

Mr. Norris. Thank you very much, Mr. Chairman. .

1t is indeed a pleasure to be here today, particularly with the dis-
tinguished colleagues to my right. It is giﬂiult to add much new in-
s%)g ts over and above what they have done, but I will attempt to do
this.

The importance of the subject matter cannot be overstated. In mK
travels around Western Europe recently, I have never sensed as muc

" tension that exists today, that is, a reflection of the tension between
the United States and Western Europe, and the United States and
Western Europe against Japan, and against the United States and
Canada as well.

What I have also sensed is that most foreign governments believe
that the shaping of U.S. policy over the past few years has taken place
without due consideration being given to the “international conse-
quences of U.S. actions, and yet tge need for international cooperation
mn global planning has increased rather than diminished as world
economies Yxave become more interdependent than ever before.

What I’d like to mention before going to the presentation is that
the analyses and conclusions included in the paper preparad for the
record are the sole opinion and responsibility of Chase Econometrics,
and that they do not necessarily represent views of its parent company,
Chase Manhattan Bank.

My prepared statement, submitted for the record, is rather lengthy.
What I’d like to do is discuss only the highlights of it, and in the
process of doing that, refer to some of the graphs and tables,

We have already discussed some of the aspects of the U.S. monetary
and fiscal policy. Both were very contractionary in 1981. Much has
been said about money supply declining in both years in real terms;
real interest rates are exceptionally high by historic standards.

What there is less awareness of is that the fiscal policy in 1981 was
actually a contractionary one measured from full-employment budget
basis which was actually in surplus last year. :
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These policies, as we have concluded, are responsible for the 1982
recession here in the United States, as well as the slowdown in U.S.

inflation. .

And one final policy issue that I think has been given too little at-
tention is that because of the high interest rates, we have seen an ex-
plosive rise in the dollar which, 1f you look at figure 4 of my prepared
statement, the dollar in trade-weight terms is higher than it was
in the 1970-71 period, prior to the Nixon administration’s new eco-
nomic program. And I believe we are all aware of the tremendous
chaos in currency markets that followed the unsticking of exchange
rates.

STRONG DOLLAR DAMAGING TO CURRENT ACCOUNT

But what this high dollar has done—and it is very unusual for this
stage of the business cycle—is that it has retarded our exports as well
as increased our imports to the extent that the change in the net exports
since the peak of the current business cycle has been negative as op-
posed to positive in previous recessions. In fact, the decline in the ex-
port balance accounts for about 40 percent of the decline in the GNP
since the peak of current business cycle. That is shown on table 1 of my
prepared statement. :

These economic developments, especially. the decline in U.S. econom-
ic activity, the high level of U.S. interest rates, and the strength of the
U.S. dollar have important consequences for economic activity in the
rest of the world. ‘

What I’d like to do is discuss briefly the consequences for Western
Europe, for Japan, for Canada, and then a very brief discussion of
the less-developed countries, and then follow that with a brief sum-
mary. _ -

For Western Europe, the state of the economy, as Dick Cooper
pointed out, is rather grim. The economy peakeéd in the first quarter
of 1980, and the recession, which has continued since then, many say
was initially caused by the oil shock and the initial policy reaction by
the Européan governments.

I should point out that the peak-to-trough decline in the Iiuropean
economy has been as great as it was during the 1974-75 recession.

What did happen, however, is that the European economy more or
less bottomed out in the middle of 1981 on the strength of an export-
led recovery. However, the recovery has been exceptionally weak, and
there are no signs of a typical European rebound.

What are the consequences of U.S. actions on Western Europe ?

_ First, through the income effect of U.S. recession, the diminished
import growth that we are currently experiencing will lead to lower
exports from Western Europe to the United States during 1982. That
is in contrast to the 1981 experience when Europe had fairly strong
export growth to the United States.

The second set of effects I believe are more important, that is, the
effects of the high dollar, high U.S. interest rates.

What has happened in Western Europe over the past year to year
and a half is that the rise in the dollar has sent European currencies
down against the dollar, which has led to significant increases in im-
port prices and has kept European inflation up at a higher level than
1t would have been in the absence of the rise in the dollar.
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Those phenomena are shown in tables 2 and 3 of my prepared
statement.

EUGROPEAN INTEREST RATES ABNORMALLY HIGH DUE TO U.S. TIGHT
MONETARY POLICY

The second effect is that because of the threat of higher inflation
stemming from the higher import prices, European central banks
have tight monetary policies to prevent further rise or fall in their
currencies against the dollar, or have maintained interest rates at
higher-than-desired levels.

ut much of the criticism and vehemence that I see among Euro-
pean government leaders stems from this problem, that is, the con-
straint that they feel they have had on the operation of monetary
policy stemming from the high interest rates here in the United States.

I believe it is also important to point out, however, that European
central banks have not moved in lockstep with U.S. Fed policy. If
you look at figures 9, 10, and 11 of my prepared statement, you will see
that virtually no country has followed U.S. interest rates in lockstep.
And in a number of cases, such as France and Italy, interest rates
would be abont the same as they are now due to domestic considera-
tions: in France, the expansionary budget and its high inflation, and
in Italy, an inflation rate that is somewhere between 15 and 18 per-
cent and a budget deficit that is even greater than ours as a propor-
tion of GNP.

But on balance I would have to say that European interest rates
are definitely much higher than they would normally be during this
stage of the business cycle. And this has had an important negative
effect on business spending as well as spending on consumier durable
goods.

IMPROVEMENT IN EUROPEAN INTERNATIONAL PRICE COMPETITIVENESS

Now, the third effect has actually had a positive effect on the Euro-
pean economy, and that is the decline in the European currencies has
resulted in a tremendous improvement in European international
price competitiveness; and I refer to figures 12, 13, and 14 of my pre-
pared statement. .

What they show is that for a number of the countries the price
competitiveness vis-a-vis the United States and to a lesser extent
against Japan is better than it has been since the early 1970’s. Germany
has improved its competitiveness by far the greatest amount against
the United States, while the United Kingdom, which is shown on
ﬁhgulrc 13 of my prepared statement, has improved its competitiveness
the least.

Now, Dick Cooper has pointed out that in 1981 world trade actually
declined in volume terms, The importance of this improvement of price
competitiveness for Europe cannot be understated since it did enable
Europeans to increase their exports in volume terms during 1981.
Germany had about a 7-percent increase in its volume of exports,
France around 4 percent, Ttaly around 5 percent.

So I think it is important to point out that there have been some
positive effects of this high-interest-rate policy in the United States,
and it lies mainly in the improvement in European price competitive-
ness and the rebound in exports that did occur in 1981.
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GROWTH OF WORLD TRADE DEPRESSED BY HIGH U.S, INTEREST RATES

However, the problem with this argument is that the persistence
of high interest rates in the United States, which -has caused the
second downturn in this economy in 2 years, has caused a spreading
of recession conditions throughout the rest of the world, and this has
choked off growth of world trade to the extent that even with the
price competitiveness that the Europeans gained or now have, they
are able to ship their exports or grow their exports, as they were doing
in 1981,

A very good example of this is Germany, which I said has experi-
enced the greatest degree of improvement in its international price
competitiveness. When the German mark began to decline against
the gollar in early 1980, it was followed in a matter of 4 to 6 months

by a tremendous rise in German foreign orders. And that is shown on

figure 15 of my prepared statement.

And German export orders rose tremendously between the middle
of the spring of 1980 through the middle of the spring of 1981. And
that was followed by a pickup in export deliveries which I cited just
a moment ago.

However, even the strength of German competitiveness has not
enabled German foreign orders to continue to rise past the middle
of 1981. And this, as I mentioned, is the result of the spreading of the
worldwide recession.

In addition, German domestic demand—if you look at figure 15 of
my prepared statement, there’s a line there that gives you domestic
orders—domestic orders have continued to decline for the past 114
or 2 years, partly as a result of the exceptionally high intcrest rates,
partly as a result of the higher inflation that Germany has experienced
because of the higher import prices.

So in the case of Germany, I think it is very important that if we
would have a decline in U.S. interest rates, we would have a con-
comitant decline in German interest rates.

In the case of Japan, I'd like to mention briefly the state of the econ-
omy. There has been no recession to speak of. The economy during
1980 and 1981 had 2 years of solid growth. We, as Americans, woul
criticize the Japanese for how they have achieved that.growth, but I
look at it more from the perspective of better management or good
management of their economy, at least from the perspective of a
Japanese citizen,

have used table 24 of my prepared statement in many presenta-
tions to elaborate or to illustrate how the Japanese have managed their
economy. And it is really the epitome of success.

If you look at that table it shows first differences in the composi-
tion of aggregate demand, first differences measured in real 1975
dollars.

What you see is that between 1978 and 1981 the economy has a
fairly constant growth on an overall basis. However, the composition
of growth changed significantly from domestic-led demand in 1978-79
to almost entirely foreign-led demand in 1980-81.

Let me set that aside for a moment.

As Dick Cooper has pointed out, U.S. policies have contributed to

_ the performance of the Japanese economy as well as contributed to the
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operation of monetary and fiscal policy. This has happened in two
ways. :

First, the high intcrest rates have prevented the banks who can
from lowering interest rates as they would normally do with an infla-
tion rate of 3 to'3.5 percent.

Figure 16 of my prepared statement gives you the path of Japanese
interest rates relative to the path of U.S. interest rates. As you can sce,
they attempted to lower interest rates. Interest rates have been declin-
ing since the middle of 1980. In my opinion they would be much lower
in the absence of high U.S. interest rates,

And this high level of Japancse interest rates has prevented, in my
opinion, a recovery, or is partially responsible for the absence of a
recovery, of the Japanese yen. You can’t ignore, however, the fact that
fiscal policy in Japan has been restrictive. And I think there has been
some confusion as to whether a high budget deficit in Japan is expan-
sionary. In my opinion it is not because the government’s current di-
rection of policy is to reduce that deficit, to reduce it by reining in
government spending, and possibly increasing taxes.

So fiscal policy has also been restrictive, and 1t has led to the further
retardation of domestic demand.

JAPANESE GOODS AS COMPETITIVE AS IN EARLY 19708

The second consequence of U.S. policy is relatedl to Japanese price
competitiveness, which is shown on figure 17 of my prepared state-
ment and you can sce that J ::Eanese goods, in the lower graph of that
figure, are more competitive than they have been since the early 1970
against 1.S. goods, and equally competitive against European goods.

LOWER JAPANESE WAGES, GREATER PRODUCTIVITY GAINS

Now, I could probably spend a day trying to explain that phenom-
enon. But I will point out two important features of domestic policies
in Japan. One is that the level of wages in Japan are approximately
half of what they are here. Sccond, the level of productivity gains or
the rate of productivity gains in Japan averages about 8 percent in the
1978-82 period with gains on the order of 15 to 20 percent in some of
the dynamic industries such as transportation and electrical machinery.

So on those two counts, the Japanese can be very competitive. And
it would also dictate that the yen would be one of the strongest cur-
rencies in the world.

YEN UNDERVALUED

However, since we have had a very high interest rate posture here in
the United States, the yen has been under periodic downward pres-
sure, and as a result it is a tremendously undervalued currency, and
our U.S. policies have contributed to the improvement in the price
competitiveness that is shown on this graph in figure 17.

And that ﬁrice competitiveness has enabled Japan to achieve its ex-
port boom, the export boom of 1980 and 1981, which has raised inter-
national trade tensions, particularly here in the United States and
Western Europe.
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Now, you could say that the Government should stimulate domestic
gegand, or perhaps pause in its goal of constraining the large budget

eficits. '

In my opinion, it has already done this. It has made some compro-
mise on fiscal policy. It has not reduced the deficit as it originally
planned. However, the more critical issue is the interest rate issue. One
way to get the yen higher would be to increase rates. This is not a
desirable course of action because it would further weaken domestic
demand. On the other hand, if Japan unilaterally lowered interest
rates, it would probably weaken the yen further and improve the price
competitiveness and worsen international trade conditions.

CANADIAN ECONOMY CLOSELY LINKED TO AMERICAN ECONOMY

There is too little attention, I believe, being placed on the inter-
relationships of the United States and Canadian economies. .

When the United States prospers, so does Canada; and when the
United States slumps, so does Canada. So when the United States, at
least on a yearly basis, had a decent yearly growth in 1981, so did
(Canada. The United States was in the midst of a recession and so was
Canada.

And in particular the Canadian economy, particularly its export
sector, has been hit very hard by this slump in the U.S. autos and the
slump in the housing sector, plus the worldwide slump in mining and
minerals.

Much of this has to do with high interest rates, interest rates that in
Canada have moved in lockstep with .S, interest rates because of the
close financial links and links in other parts of the economy. There is
no one who would be happier than the Canadians to see lower U.S.
interest rates and an improved U.S. economy.

In terms of the less-developed countries, I don’t have much to say
about this group of countries. It will be treated in the third session.

GREATER DEI'ST"SERVICE FOR LDC’S DUE TO HIGH U.S. INTEREST RATE

Dick Cooper explained some of the effects of U.S. policies on the
less-developed countries. They are, in my opinion, more indirect than
direct. The most significant direct impact has been the significant in-
crease in debt service requirements that have stemmed from higher
U.S. interest rates.

However, there has also been an erosion of the current account bal-
ance resulting from a decline in export volume and the decline in com-
modity prices, both associated with world recession and the United
States as part of both those phenomena.

The third factor, which has not been addressed so far, is that because
of the debt servicing difficulties, because of the difficulties in current
account balances, a number of the less-developed countries have re-
verted to more restrictive policies, partly in an attempt to correct the
balance-of-payments deficits and partly in response to increased bor-
rowing difficulties.

The net effect has been that there has been a very sizable accelera-
tion in growth of nonoil less-developed countries.
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7.8, INTEREST RATE LEVELS DESTABILIZING FOR FOREIGN ECONOMIES

In summary, I must conclude that U.S. policies have had a desta-
bilizing effect on the foreign economies. The most pressing problem is
the exceptionally high interest rates that have deepencd the European
and Canadian recessions and have prevented a policy easing in Japan
and contributed significantly to the worsening of economic conditions
in the LCD’s.

The silver linings are few. As I pointed out before, Europe has bene-
fited from an improvement in international price competitiveness,
world inflation has receded, and there exists a greater awareness of the
need for lowering inflation and maintaining conservative policies,
which should have longrun monetary effects.

The key questions are whether the gains from these positive aspects
justify the rise in unemployment that has taken place, and whether the
world economy can return to a stable, low-inflationary growth
environment.

We strongly support a change in direction of U.S. policies, and I
guess I am as reluctant as Europeans are to recommend exactly what
should be done. I think that is one of the difficulties, why we won’t get,
a lot of discussion in Versailles on this subject matter.

But we would welcome a change in direction of policies that would
lead to a much lower level of .S, interest rates. This would certainly
improve the climate for business and consumer spending in the in-
dustrialized nations, particularly Japan, Canada, and Germany, and
would ecase the financial burden of the LDC’s while providing the
LDC’s with improved export prospects.

EUROPEAN ECONOMICS BEAR STRUGCTURAL PROBLEMS

However, I must be fair in my assessments by stating we do not
believe lower 17.S. interest rates are a panacea for the problems of
Western Europe, and for that matter, most other industrialized na-
tions and LDC’s. For Western Europe there are many structural prob-
lems which exist which prevent a sustained recovery from taking place
cven if U.S, interest rates would fall by so many points. Some of them
are the chronically high level of unemployment, which is more struc-
turally related than cyclically related, because of the demographic
situation. The government deficits in most European countries are
much larger than they are here in the United States, and we don’t see
much chance that they will be reduced significantly in the years ahead
because of the commitment to social welfare in the Western European
countries.

_Another structural difficulty in Europe is that there is tremendous
divergence in the inflation performance among the European coun-
tries, Germany, the Netherlands, and Switzerland, the low-inflation
countries, are likely to continue to be so for the rest of this decade,
while Ttaly, France, and the United Kingdom are high-inflation coun-
tries, and at least for Italy and France we expect them to be high-
inflation countries for the foreseeable future.
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EUROPEAN INDUSTRIAL STRUCTURE POORLY SUITED FOR
COMPETITION IN 1980°S

Finally, the European industrial structure is not well suited for the
decade of the 1980°s. Employment is still concentrated in the smoke-
stack industries such as iron and steel, chemicals, and autos, and not
enough emphasis has been placed on improving technology, intro-
ducing laborsaving devices, raising the capital-labor ratio, and putting
Europe in a better position to compete with Japan and the newly in-
dustrialized countries.

POOR CANADIAN MANAGEMENT-LABOR RELATIONS

The same is true of Canada. It has its own set of problems that won’t
go away, even if the United States had lower interest rates. The man-
agement-labor relations are very poor in Canada. It is quite amazing
to me that we would have such a close link between the United States
and Canadian economies and during a period of wage acceleration here
in the United States we are seeing very little, 1f none of that, in
Canada.

There are also problems with the Federal and provincial govern-
ments, particularly with respect to taxation and energy policies which
have caused a tremendous amount of uncertainty in the business com-
munity. A

The problem of Japan will not go away, either. Japan, as I said, is
very competitive on its wages. It is very competitive on productivity.
The yen 1s not an international currency. And I do not see Japan re-
treating from the international trade fight.

Moreover, many of the LDC’s are greatly overextended, and this will
pose serious financial burdens upon them in the foreseeable future.

Moreover, the LDC’s are likely to face hostile markets particularly in
the industrialized nations.

This statement on industrial difficulties in Europe, Canada, and the
problem of Japan and the LDC’s should not be taken as against an
easing of U.S. monetary policy or a change of direction of U.S. policy
or the change in mix of policies. We certainly support that, And I think
lower interest rates would have a beneficial impact on the foreign econ-
omies. '

However, again I repeat, it is not a panacea for the problems of
Western Europe and the rest of the world.

Thank you.

[The prepared statement of Mr. Norris follows:]
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PREPARED STATEMENT OF JouN F. NogRis

THE INTERNATIONAL CONSEQUENCES OF U.S.
ECONOMIC POLICY

by John F. Norris, Romuaido A. Roldan and David W. Rolley

Introduction and Summary

The world economy is cufrenﬂy in the midst of a recession that began with the oil
price shock in 1979. The signs of recession are most evident in the OECD area where the
ranks of the unemployed have resulted to 24-25 million, including 10.6 million in the EEC
and 10.3 million in the United States. However, economic strains are not limited to the
industrialized nations, as the lesscr developed economies as a whole have suffered a
serious decline in real growth, with a number of key LDCs showing an absclute decline.
The causes of the worldwide economic malaise were originally thought to be solely
related to the doubling of oil prices, but over the past year or more U.S. economic pelicy
has come to the forefront as a primary reason—and many say the sole reason—for the
worldwide recession.

In our view, 1.5, monetary and fiscal policy were contractionary in 1981, which has
been responsible for {a) the 1982 recession in the United States, (b} the level of U.S5.
interest rates, {c) the slowdown in U.S. inflation, and (d) the strength of the U.S. dollar.

These developments, cspecially the decline in real U.S. economic activity, the high
level of U.S. interest rates and the stremgth of the U.S. dollar, have important
consequences for economic activity iz the rest of the world.

The consequences for the industrialized nations include:

. the acceleration of European import prices which raised Furopean consumer priée
inflation and deepened the European recession.

. the rise in European interest rates, which also deepened the European recession.
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. the improvement in European price competitiveness, which has helped to raise
European exports, which partially offset the domestic slump.

. the inability of Japan to lower interest rates, which has preventgd a recovery in
domestic demand.

. the improvement in Japanese price competitiveness far beyond the gains already
achieved by Japan's low wages and high productivity, which caused a tremendous
export boom and a raising of international trade tensions.

. the 1982 Canadian recession.

The lesser developed economies have also been affected by U.S. economic policies,
but the effects are more of an indirect nature than direct. The direct and indirect
consequences of U.S. policies include:

. a significant increase in debt service requiretﬁents due to higher interest charges.

. an erosion of the current account balances resulting from a decline in export
volume to the industrialized nations and the decline in ;:ommodity prices.

- a reversion to more restrictive policies partly in an attempt to correct balance of

payments deficits and partly in response to increased borrowing difficulties.

In summary, U.S. policies have had a destabilizing effect on the foreign
economies. The most pressing problem is the exceptionally high interest rates that have
deepened the European and Canadian recessions, prevented a policy easing in Japan and
contributed significantly to the worsening of economic conditions in the LDCs. The
silver linings are few: Europe has benefited from an improvement in international price
competitiveness, world inflation has receded and there exists a greater awareness of the
need for lowering inflation and maintaining conservative policies. The key questions are
whether the gains from these positive aspects justify the rise in unemployment that has
taken place, and whether the w_orld economy can return to a._stable, low-inflationary

growth énvironment.
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We strongly support a change in direction of U.S. policies that would lead to a much
lower level of U.S. interest rates. This would improve the climate for business and
consumer spending in the industrialized naticns, particularly Japan, Canada and
Germany, and would ease the financial burden of the LDCs while providing LDCs with
improved export prospects. However, we do not helieve lower U.S, interest rates are a
panacea for the problems of Western Europe, and for that matter most other
industrialized nations and the LDCs. Significant structural problems exist in Western
Europe and Canada, and the problem of Japan's competitiveness will persist for the
foreseeable future, which will ee a source of trade friction. Moreover, many LDCs are
overcxtended and will face hostile markets in the industrialized nations even if a cyclical

recovery does occur.

U.S. Economic Policy in 1981

The 1981-82 U.S. recession has been chiefly due to economic policy. Both monetary
and fiscal policy were restrictive in 1981. The stance of U.S. monetary policy can be
viewed from either a money growth or an interest rate perspective. In 1981, asin 1980,
the growth of the moncy supply was slower than the inflation rate. Therefore, the real,
or inflation-adjusted U.S. money supply declined for a second consecutive year (Figure
1). The level of inflation-adjusted interest rates meanwhile rose steeply, as can be seen
in Figure 2. So from either perspective, 1981 was a period of extremely tight money.
What is less widely appreciated is the circumstance that fiscal policy was contractionary
in 1981 as well.

The standard measure of fiscal policy is the "high employment” deficit. The actual
budget deficit naturally widens when economic growth is weak, since tax revenues are
reduced and unemployment compensation incrcased. The high employment deficit

adjusts for these ¢ffects, and thercfore measurcs the discretionary change in the fiscal
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FIGURE 1
REAL U.S. MONEY- GROWTH
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policy stance. As Figure 3 illustrates, the high employment budget was actually in
surplus last year, so fiscal policy was contractionary, not expansionary, despite the large
actual recorded deficit.

One final policy issue is noteworthy., The reduction in U.S. money growth together
with the associated high U.S. real interest rates have produced a dramatic appreciation
of the U.S, dollar {Figure 4}, which has siowed ti:e growth of U.S. exports and sped the
growth of U.S. imports. Hence, unlike every other postwar U.S. recession, in which U.S,
net exports generally rose, net U.5. exports have fallen, thus contributing significantly to

the decline in GNP {Table 1).

TABLE 1

PEAK TO TROUGE MOVEMENTS
{Billions of 1972 Dollara}

Change in GNP Change in Net Exports
1969.3 ~ 1970.1 -11.0 3.0
1973.4 - 1975.1 -60.7 1.1
1980.1 - 1980.2 -38.9 1.6
1981.1 - 1982.1 -32.8 -13.0

Impact on the Industrialized Nations

Earope. European economic activity has followed a smoother path than the stop-
go-stop experience in the United States. Real growth peaked in the first quarter of 1980,
and declined continuously through mid-1981. Thereafter, a relatively strong éxport
recovery, plus the stimulative policies followed in France, produced a small rise in real

GNP in the second half of 1981. But the recovery has been very weak, and after a 4.9
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FIGURE 3
U.S. HIGH EMPLOYMENT BUDGET
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percent rise in 1981.4, industrial production has declined by 0.9 percent in 1982.1 (Figure

5).
FIGURE S
EURCPEAN GROWTH:
GROSS NATIONAL PROBUCT, EXPORT VOLUME
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The economic impact of U.S. actions on Europe can be separated into two parts:
(1) the consequences of reduced North American real growth, and {2} the consequences of
high U.S. interest rates and a stroné U.S. dollar. The former has reduced the prospects
for European exports in 1982. The latter's consequences have been more complex,

Outsidc of Europe itself, North America is after OPEC, the second largest market
for European exports, taking some 19 percent of exports net of intra-European trade in
1980. The value of European exports tc the United States rose at a 17 percent rate
during 1975-80, years in which U.S. nominal GNP growth averaged 11 percent. Hence,
the slump in 1982 North American activity has significantly cut the prospects for export

growth in one of the largest foreign markets for Eurcpean products.
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The obverse of U.S. dollar strength has been European currency weakness (Figure

6). As an example, the exchange rate for the Deutsche mark, for years the strongest

major European currency, fell 24 percent against the dollar in 1981. The consequences of

currency weakness have been threefold:
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The appreciation of the U.S. dollar has caused a significant rise in European import
prices. As indicated in the Table 2, most European economies experienced a
significant rise in imported inflation between the fourth quarter of 1980 and the
third quarter of 1981, when the U.S. dollar strengthened considerably. The
weakness in the U.S. dollar during the fourth quarter of 1981 helped to reverse part
of the previous rise in import prices, but this was temporary, and the renewed

strengthening in the first quarter of 1982 caused a further increase in European
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import prices. The extent of the rise in import prices has been tempered by several

offsetting factors.

TABLE 2

IMPORT PRICES - LOCAL CURRENCY
{Pcrcent Change From Previcus Quarter - Annual! Rates)

19803 1980.4 1981.1 1981.2 19813 19814 1982.1%

United Kingdom -0.7 1.5 3.1 -1.2 67.0 1.9 16.7
West Germany 3.3 22.7 18.2 12.8 214 -5.3 -2.1
France 1.4 13.2 34.0 19.0 28.5 -4.7 17.5
Italy 4.4 26.9 63.5 42.0 34.1 6.4 15.6
Belgium 0.1 13.2 33.3 11.0 18.0 ~3.4 22.7
Netherlands -15.0 16.2 4.0 -10.1 -5.2 -15.2 6.4
Japan 4.5 -4.1 -10.3 12.0 149 -10.1 2.3
Canada 13.2 6.0 20.0 8.8 9.6 -8.8 -6.8
United States -1.0 9.6 9.3 -2.5 -14.3 -1.7 -3.3
Trade-Weighted

Dollar {level) 87.8 89.9 2.7 97.2 101.4 99.1 101.7

Sestimated

First, dollar-denominated crude oil prices fell throughout most of 1981 and the
early months of 1982. As shown in Figure 7, spot oil prices declined from $38.71 per
barrel in December 1980 to $33.13 per barrel in December 1981, and $28.13 per barre! in
March 1982. "This phenomenon is attributed to a compliex set of factors, including the
OECD recession, particularly in smokestock industries, increased conservation and

inventory liquidation, the latter of which has been mainly caused by high interest rates.
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FIGURE 7
OIL PRICES
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Second, high interest rates and the strong dollar contributed significantly to the
deciine in non-petroleum commodity prices. This is exhibited in Figure B,v which shows
that the overall Economist index of industrial commodities has been on a downward trend
since early 1980. Similar to the impact of high interest rates on oil prices, industrial raw
material prices can be attributed partly to the inventory selloffs stemming from high
carrying costs. High U.S. interest rates and the strong dollar have also reduced
inflationary expectations, which in turn has diminished the attractiveness of holding raw
materials as an inflation hedge. Food prices have declined since the middle of 1980, due
to the better-than-anticipated world food demand/supply situation, although high interest

rates also had an impact.
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FIGURE 8
DOLLAR COMMODITY PRICE INDICES
SOURCE: THE ECONOMIST
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Thus in our opinion, while the higher dollar raised the local currency price of
imported goods for the European countries, the increase was restrained by the decline in
oil prices and the fall in non-petroleum industrial raw material prices. Moreover, the
impact of the rise in import prices on wholesale and retail price inflation in Western
Eurcpe has been held down as a result of a moderation in wage settiements and a
reduction in prefit margins, both of which can be attributed to the severity of the
European recession, Nonetheless, European inflation has not fallen by as much as U.S,
inflation over the past year and one half, and this is partly a result of the rise in import
prices {Table 3). The relatively higher inflation has, in turn, reduced domestic purchasing
power and cont'ributed to a tighter fiscal and monetary stance in the affected countries,

and hence weakened real growth.



TABLE 3

CONSUMER PRICES - LOCAL CURRENCY .
(Percent Change From Previous Quarter ~ Annual Rate)

19803 1980.4 1981.1 1981.2 1981.3 1981.4 1982.1¢

United Kingdom 9.3 11.7 10.5 15.8 7.5 13.3 6.6
West Germany 4.7 5.0 6.4 6.1 7.0 6.7 4.5
France 12.3 12.5 13.5 13.0 15.6 14.6 12.4
Italy 21.6 21.5 19.8 18.6 16.3 18.3 12.9
Belgium 7.4 8.9 7.6 5.4 10.6 8.1 6.4
Netherlands 6.6 5.4 1.7 6.3 6.9 8.0 5.5
Japan 6.8 5.4 5.3 2.4 34 5.1 2.3
Canada 11.7 12.7 14.2 12.8 11.6 10.9 12.9
United States 7.6 12.8 11,0 7.8 11.8 7.8 3.9
Europe 11.1 12.0 12.6 13.2 11.0 13.0 9.3
Cestimated

(2) The threat of accelerating inflation stemming from the rise in import prices has
prompted European central banks to maintain higher interest rates than normal
during recessions. Much of the reason for the higher-than-desired level of European
interest rates has b.een attributed to high U.S. rates, implying that governments
have lost control of management of their economies. This is not entirely true
since, reacting to increases in U.S. interest rates, governments have at least three
choices. First, they can also raise interest rates to defend their currencies and
suffer the consequences of weaker domestic demand. Second, they can follow an
independent policy by maintaining or lowering interest rates and incurring higher
imported inflation as a result of the lower exchange rate. If domestic inflation did
not worsen significantly, this course of action would eventually lead to an
improvement in the trade balance and less pressure on the currency. Third,
exchange and/or capital controls could be introduced as a means to insulate an

economy from high U.S. interest rates.
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The following set of graphs presents evidence that foreign central banks have not
followed U.S. monetary policy in lock-step over the past two years. For example, the
Bank of England lowered U.K. interest rates against the upward trend in U.S. interest
rates in the period between mid-1980 and mid-1981, and raised interest rates when U.S.
interest rates were declining in the latter part of 1981. The Deutsche Bundesbank raised
interest rates when U.S, interest rates were falling in the spring of 1980 and in early
1981, but this central bank hiked domestic rates only a triflc in the spring of 1981 when
U.S. interest rates rebounded. Monetary authorities in France and Jtaly have criticized
Federal Reserve policies, but interest rates in these two countries have more to do with
domestic conditions—the Socialist victory and the expansionary fiscal policies in France
and the persistence of very high inflation in both countries—than with high U.S. interest
rates.

On balance, we f{ee] that the overall level of interest rates in Western Europe would
have been lower than experienced in the absence of high U.S. interest rates. Therefore,
Europcan intcrest rates have been higher than they would otherwise have beenm, with
negative consequences f{or the interest-sensitive construction and investment goods
industries,

Germany is the most significant example since inflation has receded to a reasonably
low level and yet real interest rates are still unacceptably high. Given the German
government's priority of reducing inflation, and its aversion to using exchange or capital
controls, U.S. monetary policy can be given as a major factor for the high level of
German interest rates and state of German domestic demand. However, the recent fall
in commodity prices and oil prices opencd a window for German monetary authorities to

lower German interest rates by a notch in spite of continuing high U.S. interest rates,
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{3} The final consequence of the strong dollar has helped, rather than harmed,
European growth. The decline in the European currencies has led to a major
improvement in European price competitiveness. Figures 12 through 14 illustrate
the transformation in relative export prices that has accompanied the currency
swing. During the year and one half to two years, most European producers have
regained the level of price competitiveness that they last enjoyed since the early
1970s. However, the degree of improvement in price competitiveness has varied
considerably across countries. Germany has experienced by far the greatest
improvement in price competitiveness, a result of its relatively low inflation ard
the decline in the Deutschemark against the U.S. dollar and Japanese yen, The
improvement in price competitiveness has not been as great for Italy, France and
the United Kingdom as it has for Germany against the United States and Japan,

since their inflation rates have been much higher than Germany's inflation.

The key question is whether the improved international price compctitiveness has
led to a rise in foreign demand for European products. Fortunately, there is already hard
evidence tha;: European export demand picked up in 1981, which is significant since world
trade was stagnant in volume terms last year. For example, merchandise export volumes
rose by 7.2 percent in Germany, 5.3 percent in Italy and 4.0 percent in France in 1981.
As cited above, the European economy showed a modest rise in late 1981, but this has not
been sustained. Thus the pickup in export demand during 1981 did help the European
economy to emerge from recession, but the recovery has been very weak due to the
persistence of depressed domestic demand. Moreover, more recent evidence shows that
European export demand weakened in early 1982 due to the widening world recessich and
coupled with stagnant domestic demand caused a renewed downturn in the overall

European economy in early 1982.
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FIGURE 14
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The experience of Germany is noteworthy, particularly in view of the importance of
Germany to the rest of Europe. As cxplained above, German international price
cowmpetitiveness improved substantially since the start of 1980, and this caused a
significant rebound in foreign orders at about the middle of 1980 (Figure 15}. Export
deliveries picked up in early 1381, and continued to rise at a rapid pace for the remainder
of the year. The substantial gain in exports would have had a powerful effect on overall
economic activity in more normal periods of domestic demand. However, domestic
demand declined throughout 1981, and this offset the rise in exports. The widening of
the world recession in the latter part of 1981, particularly the weaker activity in the
LDCs, bas dampened demand for German goods as reflected in German foreign orders
remaining flat since the middie of 1981. In addition, domestic business confidcncc;ailed
to pick up in late 1981 and early 1982, whick we attribute partly to the persistence of

exceptionally high interest rates,

FIGURE 15
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However, we do not believe a decline in U.S. interest rates is a panacea for the
European economy. To the contrary, structural difficulties are likely to beset the
European economies even if U.S. interest rates would fall. First, we are doubtful that
European governments will have much success in reducing budget de.ficits primarily
because of the commitments to social welfare and the prospects for continuing high
levels of unemployment. Second, the wide divergence in inflation in recent years is-
likely to persist. Germany, Belgium and The Netherlands are expected to succeed in
reducing inflation over the medium term, but the United Kingdom, France, Italy, Spain
and Sweden are expected to remain well into the double-digit range. The lack of
convergence of inflation rates will contribute to pressure on the EMS currencies and
monetary instability, although not to as great an extent as in the past if currency
adjustments are more frequent as we expect. Third, the European countries as a whole
have not taken sufficient steps to change their industrial structures to adapt to the likely
changes in the world economic envimpment during the 1980s. Admittedly, energy
conservation has progressed quite satisfactorily, although not to the extent it has in
Japan and the United States. However, the more important area is the necessary
changes to be made in reducing the labor/capital ratio and new product development,
areas in which Europe lags far behind Japan. The lack of significant progress in these
areas is likely to place Europe in a tenuous position vis-a-vis Japan as well as the newly
industrialized economies. Fourth, European unemployment will only stop rising, instead
of falling, if a cyclical recovery occurs in the 1983-85 period, due to the relatively high
growth in the labor force and the high proportion of employment in structurally
depressed industries such as iron and steel, textiles, chemicals and shipbuilding.

In summary, the criticism being voiced by European commentators and go;emment
leaders over the high U.S. interest rates and the steep appreciation of the dollar is
partially merited. High interest rates and a strong dollar have raised European imp;arted

inflation, but price reductions for crude oil, other industrial raw ‘materials, and world
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food prices have limited the impact of higher import prices on European domestic
inflation. On the other hand, the high level of U.S. interest rates has kept European
rates higher than desired, which has dampened investment spending and lowered the
demand for housing and durable goods. These negative effects have been partially offset
by the beneficial effects of improved price competitiveness and the upturn in exports.

Previous periods of export-led expansion have beer foliowed by a rebound in
consumer spending and an improvement in ‘European business confidence. Yet this
recovery period is different {rom previous ones because of exceptionally high interest
rates and a2 number of serious structural difficulties besetting the European economies.
Moreover, the climate for world trade has deteriorated in recent months, and this
threatens to cut off Europe's only positive source of growth,

Thus, while we believe a decline in U.S. interest rates is important for the Eurcpean
economy and would give at least a moderate boost to European domestic dc:;:and, lower
11,5, interest rates are not the only cure for the economic problems of Western Eurcpe.
Nonetheless, we do support a change in direction of U.S. policies that would lead to lower
U.S. interest rates. Such a change would have its greatest impact on the German
cconomy where the easing of monetary policy has been severely restrained by U.S.
policy. Substantially lower German interest rates would stimulate German domestic
demand, which would give a boost to import demand and the economies of Germany's

major trading partners.

Japan. The economic consequence of U.S. policies on Japan are similar to Europe
in two respects. First, as shown in an earlier table, Japan alsc cxperienced a rise in
imported inflation concomitantly with the rise in the U.S. dollar against the Japanese
yen. Yet in contrast to the experience of Western Europe, Japanese inflation has been
exceptionally low due to (al low wage gains, {b) high productivity gains, {c) energy

conservation, and {d} the significant increase in the capital/labor ratio in recent years.
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Second, Japanese monetary policy has also been compromised by U.S. monetary policy.
Japanese interest rates were raised in early 1979 following the second oil price shock.
However, they have been declining steadily since mid-1980, and a much more significant
decline would have occurred if U.S. interest rates had been lower (Fig\u-'e 16). The high
level of both nominal and real rates of interest had a significant impact on domestic

demand over the past two years. In addition, fiscal policy has been restrictive in an

attempt to reduce the very large budget deficits, which has also contributed to the weak

state of domestic demand.
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The distinctive feature of the Japanese economy over the past two years is that in
spite of the higher imported inflation and higher-than-desired interest rates, the
economy has not experienced recessionary conditions as have other industrialized

nations. This is reflected in real GNE growing by 4.2 percent in 1980 and 3.0 percent in



51

1981. This stellar performance stemmed almost entirely from exports which rose at an

annual rate of 18.7 percent in 1980 and 16.8 percent in 1981 (Table 4},

TABLE 4

COMPOSITION OF REAL GROWTH
{First Difference - Billians of 1975 Yen)

1978 1979 1980 1981
Real GNE {Change) 8.3 8.9 7.6 5.6
Contribution From:

Domestic Demand 9.7 10.8 1.1 1.4
Private 6.3 9.9 1.3 0.0
Government 3.4 0.9 0.7 1.4

Foreign Demand -i.4 -1.9 6.5 4.0

The strength of exports can be attributed to numerous factors such as superior
worldwide marketing capabilities, new product development, on-time delivery and
.eﬂective after-sales service, but a major factor has becn the weak yen which has
wic}ened the competitive advantage enjoyed by Japan as a result of its lower wages and
superior productivity {Figure 17). Yet the tremendous export success Japan enjoyed in
1980 and 1981 has fueled protectionist measures, particularly in the United States and
Western Eurcpe. Thus high U.S. interest rates have placed Japanese authorities in a
dilemma. The government could stimulate the economy by lowering interest rates, but
this would weaken the yen uniess U.S. interest rates fell. However, a cheaper yen would

put Japan in an even more competitive position which would exacerbate trade tensions.
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Canada. The ecomomic ccnsequences for Canada are relatively straightforward.
The Canadian economy is closely linked te the U.S. ecomomy, as the overwhelming
majority of Canadians live within 100 miles of the U.S. border. Exports account for 30
percent of Canadian GNP, and two-thirds go to the United States. Financial markets are
closely linked, and the fortunes of Canadian corporations are closely tied to U.S.
corporate activity via the large foreign direct investment in Canada by U.S. companies.
So when the United States prospers, so does Canada. And when the United States slumps,
Canada must slump as well. Thus, 1981 was a year of positive growth for Canada as well
as the United States. Export prospects for 1982 iooked reasonably bright several months
ago, but pessimism has been increasing due to the U.S. recession, particularly the slump
in the U.S. housing and autos industries that has caused depressed activities in Canadian
forestry and mining sectors. Domestic demand has alsc weakened recently due in part to
high interest rates, the downturs in exports and the negative psychological im.pact of the
U.S. recession. Given a choice, Canada would have lowered interest rates, if U.S. policy
were different. However, due to the close financial links between the two eccnomies,
the Bank of Canada has been forced to maintain interest differentials to prevent 2 sharp
decline in the Canadian dollar {Figure 18}. Yet the high level of Canadian inflation has
also contributed to the tight menetary policy in Canada. It is also fair to mention that a
good share of Canada's problems are related to the poor management-labor climate and
resulting high wage settlements in the unionized industries, and the confused state of

federal and provincial policies on energy and business taxation.
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FIGURE 19
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Impact on the Developing Countries

To understand the impact of U.S. policies on developing coun’tries it is first
necessary to establish the importance of the interaction between developing countries
and the world economy and then to determine whether the U.S. economic developments
have had any additional impact on the developing countries performance over and above
the U.S. influence on world economic conditions at large.

Trade. The economic performance of developing countries is clearly influenced by

their exports. Non-oil developing countx-ies1

real gross domestic product growth rate has
slowed down from an annual rate of 5.1 percent in 1979 to 4.8 percent in 1980 and 2.5
percent in 1981, partly in response to a decline in their export volume growth which
expanded 9.4 percent in 1979, 5.6 percent in 1980 and 3.1 percent in 1981.

During this period the U.S.. market has represented an almost constant share of
developing countries {non-oil) exports in the range of 26%, indicating that the slowdown
of U.S. imports from developing countries has not been significantly different than the
demand slowdown experienced in other areas for developing countries products. The
declining growth of developing country’ exports, in particular, commodities—which
represent 60% of their total export revenues—has béen caused by the slowdown in
developed countries economic activity and by a reduction in commodity stock holdings

triggered by historically high interest rates. Consequently, on this account, the degree

1 Non-oil developing countries include all International Monetary Fund members
except those listed as industrialized countries or oil exporting countries. Qil exporting
countries include Algeria, Indonesia, Iran, Iraq, Kuwait, Libya, Nigeria, Onan, Qater,
Saudi Arabia, United Arab Emirates, Venezuela.
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of the U.S. economic policies impact on developing countries performance can only be
assessed by the impact those policies have had on these two major variables, world

economic activity and interest rates.

TABLE 5

NON-OIL LDC GROWTH VS. EXPORT ACTIVITY
{annual percentage change)

Real GDP Export Volume
1978 6.5 9.5
1979 5.1 9.4
1980 4.8 5.6
1981 2.5 3.1

Source: International Monetary Fund, 1982.

Commodity Prices. Non-oil developing countries’ export revenues in dollar terms
expanded at a rate of merely 5.7% in 1981 dows from 26.4% in 1980, contributing to the
continuation of their current account deficits and a reduction of export tax revenues
which had a detrimental impact on growth. Beside the reduction in export volumes
discussed ahove, the slowdown in export revenues has been caused by declining
commodity prices. The IMF commodity price indices for metals and agricuitural

products showed a 13.6% and 9.8% decline in 1981, the first such reductions since 1975.

The specific impact of U.S. policies on these developments is again via the impact
of those policies on world economic activity and interest rates, aside from isclated cases
such as tin and silver for example, where the US policy of reduction in government
stocks may have had an additional downward effect on these commodity prices {Figure

20,
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FIGURE 20
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Interest Rates. Developing countries have become more vulnerable to higher costs
of funds in international markets dufing the past several years. Developing countries'
medium- and long-term debt has increased rapidly over the past decade from $104 billion
in 1973 to $293 billion in 1978 and a reported $521 billion in 1981 (Figure 21). This
increase in indebtedness has been accompanied by an average reduction in the maturity
of the debt and by an increase in the share of débt outstanding to commercial financial
institutions (presently at approximately 45%). These two developments have implied that
amortization payments on the foreign debt principal have increased rapidly and that an
increasing share of the debt has been contraéted at market non-concessional intgreﬁ

rates.

ANNUAL % CHANGE
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FIGURE 21 !
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Higher costs of foreign funds for developing countries—which can be measured by
the Eurcdolliar London Interbank Offerced Rate {LIBOR}—have implied larger interest
payments on the externa! debt, with the consequence that an increasing share of non-oil
developing countries export revenues has been devoted to pay for amortization and
interest on their external debt. This share—known as debt service ratio—bas increased
from 14% in 1973 to 21% in 1981 on average, but has risen more rapidly for some of the
larger borrowers, impairing their debt management capacity and their ability to continue
to rely on foreign savings to sustain high rates of growth. Developing countries that have
reached critical foreign indebtedness levels during the past year have pursued restrictive
fiscal and monetary policies aimed at improving their current account deficits by

reducing the growth in economic activity and imports requirements.



60

In addition, the surge in world financial market interest rates has had a broader
basis effect on developing countries by forcing in many cases upward adjustments in
domest.ic interest rates—triggered in many occassions by the need to prevent outflows of
foreign currency reserves. Higher interest rates in the LDCs havé discouraged
investment and consumer durable goods expenditures, much the same as the process in
the industrialized nations. However, these adjustments have been somewhat beneficial in
many countries since the higher interest rates effectively removed interest rate subsidies
resulting in an improved resource allocation process.

The impact of U.S. monetary policies on the LDCs is rather direct since there
exists a strong correlation between U.S. commercial interest rates and LIBOR rates and
the borrowing costs of the LDCs.

The Strong Dollar. The U.S. dollar strength vis-a-vis other major industrialized
countries currencies has implied that developing countries which have customarily set
their currency exchange rate in relation to the U.S. dollar have tended to lose
competitiveness in other currency area markets. The detrimental impact in terms of lost
export revenues and increased imports for n‘on-oil developing countries is difficult to
assess. In many cases developing countries have attempted to offset such disadvantage
by accelerating the pace of their devaluation vis-a-vis the U.S. dollar. An indirect effect
of this measure, however, has been additional domestic inflationary pressures and higher
domestic currency costs of foreign funds which have contributed to the pressure for

" domestic interest rates upward movements.
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Representative Reuss. Thank you, Mr. Norris.

T am struck by the fact that all three witnesses, if they were at the
summit, would advocate a solution which would start with lower
interest rates in the United Statcs, obtained by a tighter fiscal policy
and a somewhat less restrictive monetary policy, and you then would
look for some linkage. You would look for progress on a unified East-
West policy with the Europeans; you would look for Japanese budg-
etary actions which would somewhat strengthen the yen and thus
reduce Japanese export penetration in Europe and the United States;
and you would look for somewhat less unhappy days for the less-
developed countries.

Mr. Rashish doesn’t think that any of these good things are going
to happen, and indeed he perccives that the Europeans aren’t going
to be very obstreperous about even raising them.

T'd like to ask Mr. Cooper and Mr. Norris what your hunch is as

"to whether the summit is going to achieve anything or not.

Mr. Cooper. I'm not sure it’s especially useful for somebody from
the academic community to forecast political events of this kind. If
I were a betting man I'd guess I'd have to say it’s a long shot that
this will be a summit that will be successful in terms of the kind of
package deal that I laid out.

I do think, quite apart from the possibilities of an agreement reached
there along those lines, to some of which I would attach a low prob-
ability, I think the Europeans would make a serious mistake not to
raise these issues at the summit, cven though they might have no ex-
pectations of achieving agreement.

The President is said to be a good listener: he is said to be educable.
I fear that he came away from the Ottawa summit with his views
intact because the foreigners did pull their punches for perhaps
understandable reasons. I think if they pull their punches again, he
will not have been impressed with the deep feelings that run elsewhere
in the world about U.S. policy.

Representative Rruss. What is your hunch?

Mr. Norris. Well, I'm not very optimistic that major successes will
stern from the Versailles meeting. I believe the administration has its

olicy more or less cast in stone, at least if not stone, concrete. The

st T can hope is that the Europeans and the Japanese and the Cana-
dians will convey upon President Reagan the consequences of our
policies.

And I hope there are some individuals speaking on behalf of the
poor nations, because, as T have indicated, I believe the consequences
of our policies, the cost of our policies, have been quite severe. And
my hope would be that the Europeans are persuasive in their argu-
ments with President Reagan. I am not very optimistic that we will
be good listeners in Versailles.

might add that I think the problem has festered too long to ex-
pect immediate solutions. Mistakes were mado perhaps 1 year or 2
years ago here in Washington, and I might use the same arguments
for Government leaders in Tokyo, Paris, Bonn, and so on. But par-
ticularly here in Washington, it is my opinion that Government lead-
ers have failed to understand the international consequences of our
policy actions.

99-735 C - 82 - 8
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Would we have tolerated 10 or 15 percent real rates of interest?
Would we have tolerated a dollar today that is stronger than it was
in 1970? And would the Europeans, if they were brought into the
decisionmaking process or collaborative process, have accepted these
consequences ?

And I think that what we probably should be striving for is not that
this Versailles conference is a success but rather that we understand
more fully the international consequences of our actions here in the
United States, in Japan, and in Western Europe.

It is only then, I believe, that we can achieve a greater degree of
cooperation and set forth the policies that will lead to stable and
lower inflationary growth. v

Representative Reuss. All three members of the panel, it seems to
me, agree that high interest rates in the United States and a loose
fiscal and tight monetary policy are at least in part responsible for
world troubles. All agree that the likelihood is that nothing much is
going to happen at the summit.

There is a difference, I think, between Mr. Rashish on the one hand
and Mr. Cooper and Mr. Norris on the other, in that Mr. Rashish feels
that maybe it is just as well that our summit partners are going to be
well-behaved and not critical of the United States at the summit be-
cause it would be unseemly to have deep-felt disagreements surface at
the summit. .

Mr. Cooper and Mr. Norris, on the other hand, seem to feel that it
would be better if our partners did speak out and lay it on the table
and that the world is capable of absorbing the repercussions of such a
disagreement.

Did I misrepresent you, Mr. Rashish ¢

Mr. RasHisH. Just a trifle, a trifle.

Representative Rruss. I didn’t mean to but straighten the record out.

Mr. Rasaisa. I think what I was suggesting was the nature of
summits, the commitment of the leaders meeting at this elevated level
to avoid open, flagrant disagreement, kind of the exigency of the re-
quirement for success, in quotes, and from what we know about the
run up to the summit. the surrogate meetings. OECT ministerial, the
IMF interim committees, all suggests that these disagreements are
likely to be muted. It isn’t that it 1s inappropriate to have contention
in the summit, to have these issues argued out, or that it would be un-
seemly to do so. It is simnly that the constraints of summitry are such
that it is unlikely that there will be a high contention quotient at the
summit.

Representative Reuss. I am slad to have you make this explanation
because I gather, then, that while you think that it will be a circum-
spect summit, without vigorous public disagreement, in your heart of
hearts it wouldn’t bother you if it were a less than completely placid
and agreeable summit.

Mr. RasuisH. I think serious problems ought to be treated seriously,
and I think we have a serious problem at the moment, and I think the
leaders ought to address them seriously. If dealing with serious issues
involves the airing of disagreement, all the better.

Representative Reuss. Mr. Cooper.

Mr. Cooper. I didn’t want to Jeave the impression from your sum-
mary that I was in favor of bad behavior by the others at the summit.
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T am always in favor of good behavior. But T think the other leaders
would be remiss, actually, not to state what is on their mind, and that
could be done in a noncontentious way. It can be done without getting
into a fight, without realistically, I think, expecting the United States
at the summit to agres to change its course of action, but, use it as an
educational forum. :

There is, as you more than most are aware of, the special problem
of the United States that monetary policy is not controlled by the ad-
ministration ; it is in the hands of the Federal Reserve, So on the issue
which is of most concern to other countries, in any case the President
could not make a commitment.

So it seems to me it could be done in a firm and educative but non-
contentious way, and I would hope the President would come away
with a better appreciation about some of the external consequences,
not just economic consequences but consequences for the cohesion of
the alliance, our relations with our friends, that arise out of economic

policy.
FEDERAL RESERVE SHOULD BE MORE RESPONSIBLE TO CONGRESS

I think that one has to look, if I can just add a point, not to the
Versailles summit, but to the Congress for greater discipline on the
Federal Reserve. It is made clear time and again, especially in these
times, that it is not responsible to the administration but is ultimately
responsible to the Congress. And this is where the direction must come
for change in policy. The Board and the Open Market Committee in-
terpret what they think is sensible and ultimately acceptable policy
by the Federal Reserve. And if they are wrong in that, this is the body
which should set them right.

Representative Reuss. I would say while T agree with you that the
Federal Reserve is and ought to be independent of the Executive but
responsible to the Congress, nevertheless the Executive has been cheer-
ing on the Fed in its monetary policy, and it certainly wouldn'’t hurt to
have a suggestion that it should stop cheering the Fed on.

Mr. Cooeer. It wouldn’t hurt, but it wouldn’t do as much good, I
{,)hiélk, as if stronger action were wafted across the horizon by this

ody.

Representative Reuss. I think this is an important thing we are dis-
cussing, the question of whether controversy should be banned at sum-
mit meetings, and I'm glad that none of the three witnesses feel it
should be. :

Did you have something more to suggest?

AVOID “BEGGAR THY NEIGHBOR” POLICIES

Mr. RasuisH. I made a rather, I thought, subtle point which might
bear repetition. It seems to me that the industrialized countries of the
world have learned very well the lesson of the 1930’s, which was that
they should in their national policies avoid “beggar thy ncighbor”
policies, try to palm off, as it were, their recessions on others, the classic
case of the 1930's.

_ I pointed out that the nature of the world has changed a great deal
since that time, that we are now a great deal more interdependent
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than we have ever been before. And to manage this kind of a system,
governments not only should avoid those policies which constitute
“beggar thy neighbor” practices, but affirmatively they have to adjust
their policies in light of the exigencies of living in so interconnected
and interrelated a world.

With respect to the issues which are on the agenda of the Versailles
summit, it isn’t as if the rest of the world is asking the United States
to do things that are contrary to the self-interest of the United States.
No one is keen about high interest rates or low levels of economic
activity or high and volatile exchange rates on the part of the United
States. It seems to me that there has been a political process at work
over these last few months which you and the Congress have been
intimately engaged in, as evidenced by the various budget resolutions
you are voting on currently, to try to reshape that budget largely for
domestic, political, economic reasons.

The subtle point I was making is that the President of the United
States is the leader of the system and, as the constitutional custodian
for foreign policy, has a weapon in his hands, an instrument of policy,
to use in shaping and influencing that internal political debate about
what kind of an economic policy we should pursue, what kind of a
policy mix we should have. And that is an instrument that has not
been used. That is the point Mr. Norris made earlier, I think.

Representative Reuss. It is a point that, though subtle, I think is
very valid, and what it boils down to is that the President shouldn’t
refrain from doing what is good and sensible for our own economy
just because it’s good and sensible for the rest of the world, too.

Mr. Rasuish. But if it’s good and sensible for the rest of the world,
there are certain foreign policy exigencies he can exploit and use more
efficiently to achieve the desired result.

Representative REuss. My time is up.

Congressman Richmond.

Representative Ricasmoxnp. Thank you, Mr. Chairman.

Mr. Cooper, I am certainly interested in your testimony this morn-
ing, You suggested that at the Versailles conference everyone
should denounce protectionism and agree free trade is the way that we
cure the current international depression ; correct ?

Mr. Cooper. That would be an overstatement of what I said. We
have built a liberal trading system. It still falls far short of being a
free trade system. What I am arguing here is that we run a substantial
risk at the present time of backsliding, of losing that, and it’s really

the Eoint that Rashish was making; that would be “beggar thy
neighbor,”

JAPAN MOST PROTECTIONIST INDUSTRIAL COUNTRY

Representative Ricamonp. Professor Cooper, I think it has occurred
to you that the one country which talks free trade and is the most
protectionist country in modern times is Japan, which will be the
greatest superpower in the entire world in the year 1983. As you know,
they will outproduce every other country in the world on industrial
goods next year. They are protectionists. They talk. Their scheme is
to talk everything to death and to do nothing. And as you know, if
they have to do anything toward true free trade, the Liberal Demo-
cratic Party will no longer be the Government in power. Therefore,
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you know, no matter how much you talk at the Versailles conference,
the one major threat you have there of really destroying free trade
is from Japan. And you know there has been a lot of talk. Nothing will
ever happen. f

I wish someone would give us a remedy for how we are going to get
the Japanese to treat the rest of the world not as colonies but as equals.

Mr. Coorer. I have a rather different interpretation of Japan’s pol-
icy than your remarks suggest.

.8, EXPORTS TO JAPAN DO NOT CREATE EMPLOYMENT

Representative Ricuatonn. You do know our deficit balance of trade
is growing by leaps and bounds. You know that the quality of the
deficit is the sickest thing that is happening to the United States,
the fact that the Japanese ship us “beads and whiskey” and we ship
them back nonrenewable resources. They ship us goods which we can
live without very nicely in exchange for our own natural resources.
How are we ever going to correct the quality of trade unless we get
the Japanese to recognize what they are doing to us?

Mr. Coorer. This is the first time I have heard it suggested that
exports of either high technology products, like civil aircraft, or agri-
cultural products—— L

Representative Ricusionn. Professor Cooper, they are not buying
agricultural (Froducts; they are buying raw materials. They won’t buy
our processed goods.

Mr. Cooprer. They are buying some enormous numbers of agrieul-
tural products,

Representative Ricumoxp. On every bushel of corn we ship out we
are losing money ; on every bushel of wheat we ship out we are losing
money ; on every bushel of soybeans we ship out we are losing money.

Mr. Coorer. That’s not because of Japanese policy. The point is
they are not nonrenewable products. These are renewable products.
They are high-quality products which normally produce income in
the agricultural sector,

Representative Ricuymoxp. Phosphates, copper ore, wheat, corn, soy-
beans, and coal are nonrenewable natural resources. Every time you
ship & bushel of corn, you are also shipping some topsoil.

Mr. Coorer. In which sense is shipping a bushel of corn nonrenew-
able and shipping an sutomobile renewagle? The steel and coal comes
from U.S. mines.

Representative Ricuaonp. Exactly, In our country it creates
employment.

Mr. Coorer. So does corn. :

Representative Ricusonp. No, unfortunately corn doesn’t create
employment because one person can produce corn, and we lose so much
topsoig along with it.

Mr. Coorer. Having come from a background of farmers, I am
sensitive to the fact that it does create employment. We happen to be
very efficient at it,

Representative Ricusoxn. Professor Cooper, it creates very little
employment, and I submit that the loss of the topsoil is highly sig-
nificant. But I’'m just saying you have to understand and the American
people have to understand that the problen: we have with the Japanese
1s not the fact that we have to start with a deficit, but the fact 1s they
won’t buy our processed materials which create labor.
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I8 GOVERNMENT DEFICIT OR FED POLICY PRODUCING THE HIGH
INTEREST RATES? ’

My second question—I see I'm not going to get very far on the first
one—apparently your testimony indicates you blame the Federal Re-
serve for the present fix we’re in. Doesn’t it occur to you that perhaps
if the administration’s fiscal policy was somewhat less irresponsi-
ble, if we hadn’t had these ridiculous tax cuts, if we hadn’t been
spending so much money on defense, if we had tightened up our
budget, if we hadn’t been running a budget whose deficit next year
will be $185 billion we wouldn’t be in the fix we're in. You know as
well as that the revenue income next year won’t be what everyone
expects it to be. If you have a $185 billion deficit—and that is what
you’re going to have—and the American people only save $200 billion,
where is the money for American corporations to retool ¢

And if the Treasury has to chase every dime of American savings
in order to survive, how are you going to reduce interest rates to a
point where American industry can afford to retool ¢

Now, that is not the Federal Reserve Bank. It is the irresponsible
policies of the administration—tax cuts when we don’t need them; far
too much money on defense which we don’t need. If this administra-
tion had a sound fiscal policy and a relatively balanced budget, inter-
est rates would come down, American corporations could then proceed
- to compete with the rest of the world. That’s your main problem. It’s
not the Federal Reserve Bank.

Mr. Cooper. I would be the last one to defend the administration’s
fiscal policies in all its aspects and I certainly do not want my state-
melr.xt' to be interpreted by that omission as an endorsement of those
policies.

T do, however, disagree strongly with what has become the conven-
tional wisdom on this matter, which is that the core of our overall
economic problem is the size of the Government deficit. I think that is
an error. %

And to put it in strong form, let me put it this way—it’s not going
to happen, but suppose we were to reduce that deficit for next year
from whatever it is, $180 billion, to zero, and the Federal Reserve were
not to change its policies. if one could imagine that. I do not think
interest rates would come down very much., .

Representative Ricamonp. Mr. Cooper, as soon as money is avail-
able, interest rates drop.

Mr. Cooper. Let me draw a distinction between short-term interest
rates and long-term interest rates which I think is an important one.
The Federal Reserve alone determines the amount of money that is
available. That, in my judgment, is largely determinative of short-
term interest rates. Long-term interest rates are more complicated.
And there I would agree entirely that the prospective size of future
budget deficits is one of the factors keeping up long-term interest
rates, as is concerns about renewal of inflation, and so forth.

But I would argue that the most important influence holding up
long-term interest rates at the present time is high short-term inter-
est rates. We will not put to a test the proposition that future ex-
pected budget deficits are a major factor or that renewed inflationary
situations are an important factor until short-term rates come down.

Representative Ricamonp. Tell me how they can come down when
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the Treasury offers 14 percent? How can short-term rates come down
below 16 or 17 percent? No way.

Mr. CoorEr. We have run proportionately large budget deficits in
every recession, and in every other recession short-term Interest rates
have come way down. And the reason is the Federal Reserve has been
more expansionist than it is now being. Business loan demand has
slacked way off and that brings short-term interest rates down. And it
hasn’t come down equally in all recessions. This is the only recession
since World War II, and no doubt it would include recessions by gen-
eralization before them, in which short-term interest rates have not
come down.

Representative Ricryronp. The average businessman just can’t possi-
bly amortize his equipment when he has to pay 16, 18 percent interest.

Mr. Coorer. There’s no doubt.

Representative Ricaaoxp. We have an enormous demand. Our ma-
chine tool business is off by 50 percent, which is incredible, when our
machine tool business theoretically should be up 150 percent over last
year. It’s 30 percent below last year.

Mr. CoopEr. We're saying the same thing. They can’t afford the high
interest rates.

Representative Ricumoxp. They can’t afford the high short-term in-
terest rates, which they desperately need. There’s no way you will ever
amortize a piece of equipment when you have to pay 18 percent interest.

Mr. Coorer. I agree with that. And the question 1s: What is the
reason for the high short-run interest rates?

Representative Ricuyonp. Because the Treasury is taking all the
available money.

Mr. CoopEr. I am asserting that the reason for the high short-term
interest rates by comparison with previous recessions in the United
States is exceptionally tight monetary policy—exceptionally tight
monetary policy. And there's an ambiguity about what you mean by
monetary policy. There are & varicty of measures, but it is exception-
ally tight on all of them. If the Fed were to pursue a policy which
were comparable to the policies which were pursued in 1954, in 1958,
in 1960, in 1970, and in 1975, short-term interest rates would be very
much lower than they are now.

Long-term interest rates, I would expect, would also be somewhat
lower, but T admit that that is more of a question mark because you get
into the future budget deficits due to its long-term rates. But the main
thing that influences long-term rates is short-term rates. )

Normally at this stage of economic activity, with the sharp fall in
orders that you have mentioned, we should have short-term rates very
much lower than long-term rates. The yield structure today is virtually
flat. It’s an extraordinary phenomenon for a recession.

Representative Ricuatoxnn. Just to answer you, it’s because the Treas-
ury has taken all the loose change away.

Mr. CoorEr. No, I don’t think so.

Representative Reuss. Mr. Norris,

Mr, Norwis. If I may, I'd like to add a comment to Dick Cooper’s
comment. Perhaps it's at variance with what he said. T think the Fed
could get interest rates down through a variety of means. A lowering
of the budget deficit would certainly help. But I'm not all that confi-
dent. that rates would stav down if the Fed tried to get them down.

The reason I say that is that we are ignoring the tremendous re-
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quirements of the less-developed countries. The tremendous rollover
that has gone on month by month, quarter by quarter, year by year.
is putting tremendous strains on the international financial system,
not to mention the increased risk they experience in making loans to
these less-developed countries.

And on top of that, budget deficits in Japan, in Germany, in Italy.
and in the United Kingdom are proportionately greater, even factor-
ihg out relatively higher savings rates, than the budget deficit here in
the United States or the next year’s or the year after’s budget deficit.

So I’'m sayving that while U.S. monetary policy is very important,
it is probably the singlemost important influence in the direction of
world interest rates. Again, I think that it is not the only solution to
the world economic problems. It is probably the most important solu-
tion1 30 our problems here, short-term problems, not to the rest of the
world.

Representative Reuss. It is, however, part of the solution.

Mr. Norris. Yes, I say it’s part of the singlemost important facet
of a global solution.

Representative Reuss. Mr. Cooper, did you have something?

Mr. Cooper. I was just going to mention the figure which I take
from the economic indicators now which projects the budget deficit for
fiscal year 1982, the year we are now in, at $100 billion. I understand
there 1s some controversy about that number, so I suggest it may be
a shade lower. But anyhow, take that as an order of magnitude. It’s
roughly 3 percent of the GNP at the present time. And we ran a
deficit in the previous recession—I’'m not speaking now of 1980 but of
1975—which was proportionately greater than that. The series I
have doesn’t go back into the 1960’s, but my recollection is that the
budget deficit in the 1960’s was also proportionately greater than that.

‘When business loan demand is weak, as it is in a recession, deficits
of this magnitude—I am speaking of current deficits—are not scoop-
ing up in competition with business. It is the fact that the Federal
Reserve is tight.

When one looks out to 1984 and 1985, as I said, it is a completely
different picture. There we envisage, and indeed the assumptions of
the deficit projections are some recovery in the United States, and I
think that is on a nonsustainable path. The deficits just grow extraor-
dinary. So it’s the out years, not the current years, that we have to
worry about.

Representative Revuss. Mr. Norris,

Mr. Norris. Again I'd like to elaborate and comment. The absolute
level of the budget deficit or relative level to GNP is important. But
really what is equally important is the proportion of available savings
or loan funds that the Government is absorbing. And I don’t have these
statistics readily available, but I believe the Treasury’s demand for
funds relative to total available funds in the next several years will
increase dramatically relative to the past year or two, relative to pre-
vious recessions. So that is a very important reason for the current high
level of interest rates.

Representative Reuss. I would like to insert at this point in the hear-
ing record a recent letter to me from Representative John Seiberling of
Ohio, enclosing a paper by Prof. Harold Williams of Kent State Uni-
versity which is highly relevant to the topic of these hearings.

[The letter and paper referred to follow:]
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SOHN F. BEIBERLING
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nvEmon e - Congress of the Tnited States ity
ZFHouse of Representatives o (16 8710
Bashington, BL. 20515

May 11, 1982

Hon. Henry 8. Reuss

Chairman

Joint Economic Committee

G-133 Dirksen Senate Office Building
U.S. House of Representatives
Washington, D.C. 20510

Dear Mr. Chairman:

I'am enclosing a copy of a study by Professor Harold Williams,
Director of the International Business Program at Kent State University, on
the effects of our restrietive monetary policy on the U.S. auto industry.

As you will note, Professor Williams' basic point {on pages 3 and 4 of
the study) is that high interest rates have strengthened the dollar on the
international market to the point where foreign car imports are able to
enjoy & significant ($700-$1,500) price advantage over comparable U.S. car
models. According to Professor Williams, the strong doliar "has reduced
the price of Japanese automobiles to American consumers and hence
caused Japanese auto sales in the U.S. to be significantly above what they
otherwise waiild have been."

1t follows that one key to a revived U.S. auto industry is to lower the
velue of the dollar relative to the yen. This simply emphasizes further the
havoe resulting from our continued high interest rates and the urgency of
significent reductions in the federal deficit projections for 1983 and
beyond.

I believe you will find Professor Williams' study of interest.

Best regards,
Sincerely, .
OHN F. SEIBERLING
Member of Congress
JFS:nm
Enclosure

THIR STATIONERY PRINTED ON PAFER MALE wiTH RECYCLED sinkns
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Monetary Policy, Exchange Rates, and U.S.
Automobile Imports from Japan

By Dr. Harold R. Williams®
Kent State University

Restrictive monetary policy of the degree currently in effect in
the U.S. adversely affects the econémy in two major ways. First, by
increasing interest rates and reducing the availabili;y of money it has
a significant negative impact on many industries, including housing, steel,
automobiles, rubber, and major durable consumer appliances. The higher
the interest rates and the less the money available for lending, the
greater is the adverse impact. The depressive effect is especially
strong when interest rates approach levels that are high by'historical
standards and high in real terms. Given_the severity of the current
U.s. recessioni1 this negative effect of high interest rates is sufficient
by itself to justify arguing for a substantially easier monetary policy.2
Note that the extremely tight monetary policy--in the'context of the
current economic conditions in the U.S. and international economy--
not only lowers or slows the growth of aggregate demand but also by
discouraging business investment, slows modernization, capital formation,

3

. productivity, and production.
The second major way monetary policy affects the U.S. economy i§
via its effect on exchange rates. Under a floating exchange rate system
changes in monetary policy cause movements of the rate of exchange

that alter the competitive pos;tion of U.S. exporters and importers--
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the resultant cxchange rate change allers the ability of domestic pro-
ducers to compete pricewise with foreign producers of like or similar
products. A restrictive monelary policy, all other things held constant,
appreciates the U.S. dollar on the international market and thereby
reduces the cost to Americans of imports whileincreasing the cost

of American produqts to foreigners. It thus tends to ipcrease imports
and reduce exports, causing or tending to cause a balance of trade
deficit.

More specifically, when monetary policy is tightened so much that
it causes the level of U.S. interest rates to increase significantly
relative Lo interest rates of other nations, foreign capital flows.to
the U.5. to take advantage of the higher interest return. To invest
ip the U.S. the foreigners in effect buy dollars on the international
foreign exchange market. This increased demand for dollars causes the
dollar to appreciate in terms of other <:‘.xxrencies.l4 The result is that
the U.S. dollar now buys more foreign money than previously and hence
for Americans the foreign products are less expensive than was the
case before the dollar appreciated. Sioce imports are less expensive,
Americans will tend to buy more foreign products and less dopestic prod-
ucts--foreign products will be substituled for similar domestic ones.

By the same token, the strong American dollar discourages U.S. exports
because foreigners now have Lo gilve more of their money to get the dollars
which they need to buy the U.S. products. The stronger dollar, which

in this caso is due Lo the high U.S. interest rates, cuts into American
exports, encourages imports, and causes & deterioratien in the U.S.

balance of trade.5
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The impact of monetary policy on international trade, and the magni-
tude of the impact, can be illustrated by showing how current U.S. tight
money policy sets into motion forces that affect U.S. imports of Japanese
automobiles. To keep the presentation concise and readily understandable
there is no attempt at full exposition or justification of the assumptions
and theoretical relationships implicit in the analysis. Assume, as appears
generally accepted, that at the present exchange rate between the U.S.
dollar and Japanese yen of $1 = ¥246 the average American car costs
from $700 (for the basic smaller models) to $1500 more (for the more
luxurious models) than‘the comparable Japanese car. Our example uses
the Toyota Corolla Deluxe two-door which currently iists for about
$6500. Assume also, as is widely agreed, that the U.S. dollar is cur-
rently overvalued compared to the Japanese yen and further that the
fundamental equilibrium level is in the range of ¥190 - ¥210.6 Finally,l
assume the Japanese yen cost of the 1982 Toyota Corolla is about ¥1,600,000.

! Table I shows how a more realistic exchange rate between the dollar
.and yen affecté the price advantage of Japanése automobile sellers.

At the present exchange.rate of $1 = ¥246, the American price in dollars
for the basic Toyota Corolla ié about $6,500,. If the U.S. dollar
depreciated,7 as would happen if monetary policy were less restrictive,
jto the more appropriate 1evelvof ¥200, the dollar price of the-Toyota
would be $8000. This is a price difference of $1500! Given the present
U.S. Buy American attitude, this may be a larger price change than

iwould be necessary to shift a significant portion of the U.S. auto -
demand from foreign to domestic producers. Even if the U.S. dollar
pnded up depreciating only to the $1 = ¥210 level, the Americén dollar

selling price of the Toyota would still increase by $1115 to $7619.
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are excessive and the dollar depreciates only to ¥220; the cost of the

iThis too is a significant price change! indesd, cven il these estimates
Corolla would increase over time from $6500 to $7273--an increase in

the price of $773.

Table 1: Effect of Alternative Dollar/Yen Exchange Rates
on the Gost of a Japanese Toyota Corolla

!

i Rale of Cost of forolla Cost of Corolla
! Exchange in Yen __io Dollars
: $1 = ¥2u6 ¥1,600,000 $5,50h

| $1 = ¥220 ¥1,600,000 $7,273

| $1 = ¥210 . ¥1,600,000 $7,619

L $1 = ¥200 ¥1,600,000 . $8,000

-

The above example illustrates that a pore realistic exchange rale
petween the U.5, dollar and Jupancse yen could remove all or most of
the current U.S. price advantage of Japanese autos. Therc are, of course,
tags before this occurs and hence it would occur only over ﬁonths and
years. Moreover, the Japanesc arc highly compebtitive apd would try
to further increase Lheir productivity and to shave costs and proflils
LaTUiLS to the extent possible. It would not be possible, howéver,

jfor them to neulralize the bulk of the price change. This seems espe-

cially true when we incorporate the increasing attention being focused

Yon buying American products.

Protection of the U.S. auto industry from foreign competition 1is
neither necded mor justificd. Arguments for import tariffs, quotas,
domestic subsidies, or conlinuance of the cwrrent Japanese voluntary
auto exports restraint agreewent are short-sighted and detrimental to
the long run viability of the U.S. auto industry. What needs to be

done is to implement appropriate Federal budget policy and case monetary

policy to permit the dollar to depreciate to a more realistic level
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relative to the yen. Even if the dollar does not depreciate sufficiently
to eliminate all the current price advantage, the gain through this policy
will, assuming American producers keep pushing impro?ed auto quality and
keep downward pressure on their prices, enhance the competitive position
of the U.S. auto industry. Combining the exchange rate and higher;quality
effects with an improving American economy and pent up auto demand

implies the U.S. auto industry will have adequate price ad§antage to
compete presently and to strengthen measures that enhance its long run

competitive position.8
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FOOTNOTES

1with (a) the overall U.S. unemployment rate at 3 percent, and
closer to 11 percent when we adjust for the discouraged workers who
are not counted in this figure and those working part time but desiring
to work full time, (b} the pockets of high unemployment in certain areas--
with unemployment rates approaching 20 percent, {¢) the high unemploymsnt
rates for certain categories of workers, and (4} that the basic rate
of inflation is down significantly frem the 1979-80 level, it is 4iffi-
cult to justify a monetary policy that keeps interest rates as high
as they are currently.

QA substantial easing of monetary policy will necassitate, for
several reasons, a substantial reductiorn in the massive projected
Congressional Budget Office defictits for FY1983-FY1585.

3uhile these rclationships are well recognized by scholars of the
subject, disagreement exists aboul some points of the analysis end/or
present needs. These include quosticns about {a) the effectivencss
of monctary policy in affecting the econonmy via high interest rates,
{b) the relationship between monetary and fiscal policy--will a massive
projected budget deficit so Lighten credit conditicns as to keep interest
rates at an unacceptably high level and, 1if so, how strong is the relation-
ship, aed (c) the length and variability of the lag between interest rate
changes and the effect of such on demand and production.

hFor further explenation with qualifications, see Harold R. Williams,
upxchange Rate Determination Under Competitive Conditions," Mimecgraph
Paper No. 13, Department of Feoromics & International Business, Xenl
State University, 1978.

5Note that, contrary Lo popular opinion, 2 wgironger®" dollar is
not necessarily desirable.

{ 6Given Lhat the 1981 U.S. trade deficit with Japan was $18 billion
and the 1982 deficit is projected to be substantially larger, the

[3190 - ¥210 range appears reasonsble. Note that the exchange rate was
tapproximately $1 = ¥200 in Deccmber 1980 and January 1981.

?The pagnitude of depreciation depends on the degree of U.S, monetary
casing relative to that of other nations and to some other fundamental
factors--relative ipnflalion, changes in real GNP, commercial policy
changes, expectations, etc.
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8A word of caution is in order. The cost of foreign products
relative to comparable American products, while important, is not the
basic cause of the U.S. auto industry's plight today. More important
is the recession and lagging growth of the American economy. Other
crucial factors are the perceived lower quality of American cars (in-
cluding the poor frequency of repair record) and failure of top manage-
ment to provide the auto consumer with cars that meet their desires.

*The writer is Professor of Economics and International Business and
Director of the International Business Program at Kent State Univerisity,
Kent, Ohio .44242,
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Representative Rross. Gentlemen, we are most gratefn} to you for
your patience and the depth of your presentations. I'm sorry you—we—
won’t be at the summit, but with many thanks, and I hope that we will
meet again soon, we stand in recess until tomorrow.

[ Whereupon, at 12:30 p.m., the committee recessed, to reconvene to-
morrow at 10 a.m., Wednesday, June 26, 1982.]
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VERSAILLES SUMMIT AND THE WORLD ECONOMY:
HIGH INTEREST RATES AND PROTECTIONISM

WEDNESDAY, MAY 26, 1883

Congress oF THE UNITED STATES,
Joint Economic CoMMITTEE,
Washington, D.C.

The committee met, pursuant to recess, at 10:25 a.m., in room 2318,
Rayburn House Office Building, Hon. Henry S. Reuss (cimirm;m of the
committee) presiding.

Present : Representatives Reuss and Richmond.

Also present: James K. Galbraith, executive director; Louis C.
Krauthoff II, assistant director; Kent H. Hughes, Sandy Masur, and
Marian Malashevich, professional staff members,

Representative Reuss. Good morning,

The comimittee will be in order,

I apologize for the early-morning ringing of bells which caused me
to be late.

As a measure of my apology, I ask unanimous consent that my
written opening statement be considered as read and placed in the
record at this point, thus enabling us to get right to the substance of
the proceeding. :

['Fhe written opening statement of Representative Reuss follows :]

(79)
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WRITTEN OPENING STATEMENT OF REPRESENTATIVE REUSS

Yesterday, the Joint Economic Committee focused on the international im-
plications of the Reagan Administration's domestic economic policies. The re-
ports we received from long-standing international experts made for unpleasant
reading. The combination of expansive fiscal poliéy and an overly tight mone-
tary policy have led to a recession at home and abroad. The high U.S. interest
rates that have flowed from the Reagan policy mix, have limited the ability
of the European countries to stimulate their own economies and added consider-
ably to the international debt burden of the developing countries.

Our experts yesterday were unanimous in urging a shift in the policy mix
that would reduce the size of the Federal deficits in future years and somewhat
loosen the reins on the domestic money supply. If the Reagan Administration
fails to change direction, the outlook is for a short, weak recovery that will
soon slip back into recession and for continuing turmoil in the international
economy .

Today, the Committee will shift its focus to the international trading
system. Again, the Reagan policies appear to be at the heart of many of our
problems. Our first panel of economic specialists and former policymakers
pointed to high interest rates as the key cause of the overvalued dollar. The
overvalued dollar was in turn blamed for much of the recession in the Unitéd

States and greater trade tensions in our domestic market. Based on yesterday's
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testimony, the high interest rates have also encouraged the adoption of capi-
tal controls. We are faced with an avowedly frce trade and free flow of
capital administration whosepolicies are undermining the international eco-
nomic order. We will look more closely at the question of an overvalued dol-
lar in today's testimony.

According to the Administration, the Unitcd States will press for more
open markets in the trade of high technology goods. The general feeling has
been that the United States holds a strong comparative advantage in a wide
range of high technology ygouds and is suffering from the industrial policies
and closed markets of our major trading partners. However, the Administra-
tion's policies have made open trade more difficult and may in fact be under-
mining our relative strength in high technology goods. The Reagan budget
promises cuts in basic¢ research, inf}ascructurc, and technical education.

The Reagan recession has deterred even Silicon Valley from investing in the
latest process technology. Hesearch projects are deferred, and suddenly the
short-term outlook for technical specialists has become somewhat clouded.

Today's witnesses will discuss the pressures facing the international
trading system and provide fresh insights into how these pressures can be
met without resorting to destructive protecticnist policies,

The witnesses are:

LARRY FOX, Vice President/International Lconomic Affairs, National Asso-
ciation of Manufacturers;

WILLIAM H. BRANSON, Princeton University;

FRED BERGSTEN, International lnsti:utc of Econom;cs; and

HAL MAIMGREN, President, Malmgren Company, Inc.



82

Representative Reuss. We welcome Messrs. Bergsten, Malmgren,
Fox, and Branson.

Thank you for submitting the very comprehensive prepared state-
ments, which under the rule, and without objection, will be received
in full and printed in the hearing record.

I will now ask you to proceed, starting with our old friend, Mr.
Bergsten.

STATEMENT OF C. FRED BERGSTEN, DIRECTOR, INSTITUTE FOR IN-
TERNATIONAL ECONOMICS, WASHINGTON, D.C., AND FORMER AS-
SISTANT SECRETARY OF THE TREASURY FOR INTERNATIONAL
ECONOMIC AFFAIRS

Mr. BeresTEN. Thank you very much, Mr. Chairman. It’s a great
pleasure to be here to talk about what’s coming up or not coming up at
Versailles. :

I will speak more, I think, about what should happen, rather than
what will happen, on the view that sessions like this ought to be
pushing the leaders of the world to move in proper directions, rather
than sort of complacently accepting minimal outcomes that many
people predict. So, mine will be more normative than positive, al-
though I also have a healthy degree of skepticism about how much
of it will actually emerge.

VERSAILLES AGENDA

Four interrelated issues, in my view, should dominate the agenda
at Versailles:

First, the stagnation of the world economy, with unemployment at or

near postdepression records in every participating country and total-
in% about 30 million in the OECD as a whole. .
- Second, and of course closely related, the continued stratospheric
level of real interest rates, ranging between 3 and 8 percent in the
participating countries, which, in my judgment, precludes any pros-
pect for substantial and sustained economic recovery.

Third, the massive misalinement of exchange rates among the
participating countries, stemming in large part from the differences in
interest rates among them, which severely exacerbates both the eco-
nomic difficulties and the protectionist pressures and sets the stage
for an early renewal of major international monetary instability.

And fourth, the growing threat of protectionist trade policies
throughout the world, with particular focus on Japan in both the
United States and in Europe, which if mishandled could produce an
accelerating erosion of the open world economy which has been central
to postwar prosperity. :

It seems to me that the specific targets of most attention will be
U.S. interest rates—and thus U.S. fiscal policy as well—and Japanese
trade policies.

President Reagan and Prime Minister Suzuki will be most on the
spot at Versailles. At last year’s summit in Ottawa, the newness of
these two leaders and several of the other participants and the new-
ness of their programs muted much of the criticism already felt in
other countries. But it seems to me much narrower escape hatches
will exist at Versailles.



83

By contrast, other issues that have been the focus of previous sum-
mits, notably inflation and energy, will probably be discussed less
extensively because of successes—for at least 4 moment—in dealing
with them.

One other perennial topic, North-South relations, will also be treated
lightly, mainly because no one has much to offer on that front—al-
though the United States will probably come in for substantial eriti-
cism for seeking to reduce the roles of the International Monetary
Fund and World Bank at just the time when they should, and could,
be doing much more to help deal with global economic problems.

Finally, two issues which have not been featured heavify in previous
summits, East-West economic relations and perhaps international
investment, may receive a good deal of attention.

PRE-EMINENCE OF TRADE ISSUES

In terms of the major issues, the U.S. administration appears to
place trade issues at the top of its agenda for Versailles. And they’ll
probably push for a strong declaration of support for a decision at the
GATT Ministerial Meeting next November to launch a process which
will eventually develop into the major multilateral trade negotiation
for the 1980’. Such a negotiation, which would parallel the Kennedy
round of the 1960’s and the Toyko round of the 1970’s, would:

Scek to develop rules to deal with the new trade problems of the
1980’s.

Clean up some of the carryover trade issues from the 1970,

And, most importantly, regain the momentum for the forces of trade
liberalization as an essential clement of the battle against protection-
ism.

This major 11.S. priority, or launching a new trade effort, is well
taken and deserves strong support—particularly in the face of skepti-
cism, or even outright opposition, in some other countries.

A major new negotiation is a necessary component of any overall
program to preserve, and hopefully expand, the open trading system
whiﬁhl has been so vital for both the United States and the world as
a whole.

I think such an initiative in the trade area is especially critical be-
cause of the crisis in trade relations between the United States and
Japan. Japan's external surpluses are again rising rapidly. Its bilateral
positions with both the United States and Europe have already soared
to record levels and will soar much higher, probably into the $20 to
$25 billion range, vis-a-vis the United States, within the next year.

Urgent steps are thus needed to head off the very strong possibility
of worldwide restrictive actions against Japan, which would have
major consequences for both the world economic system and overall
relations with that critical country,

CONTRADICTION IN U.8. POLICY

However, a fundamental contradiction within U.S. international
cconomic policy has severely hampered the ability of the United
States to promote effective solutions to the trade problem, in general,
and to the Japanese problem in particular. The contradiction is the
administration’s apparent unwillingness to take steps to climinate
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the currently massive misalinement of exchange rates—its failure to
deal with the monetary underpinnings of trade—which is the single
largest factor in weakening the U.S. trade position and producing
record imbalances in United States-Japanese trade.

A similar contradiction existed with U.S. policy in the late 1960’s,
which you remember very well, Mr. Chairman, because you pushed
actively to resolve that dilemma. At that time, the U.S. rejected
changes in a badly misaligned exchange-rate situation late in the
Bretton Woods period, but nevertheless pressed ahead for trade
liberalization.

And unless you have underlying monetary equilibrium, you cannot
very effectively push for trade liberalization or even resist protection.

MISALINEMENT OF EXCHANGE RATES

I would therefore suggest that it is essential at Versailles to deal
with one of the essential causes of both global recession and the mas-
sive trade problem with Japan, the huge overvaluation of the dollar
and undervaluation of the yen in the exchange markets.

From late 1978 through just last month, the dollar rose by 25 to
30 percent against a trade-weighted average of the other major cur-
rencies and by 40 percent against the yen. During that period, however,
U.S. inflation was no better, on average, than that of the major coun-
I;Tries and, in fact, ran about 20 percentage points higher than that in

apan.

Thus, there has been an enormous deterioration in the international
price competitiveness of the U.S. economy over the past 3 years, rang-
ing as high as 50 percent against Japan, with the following four major
consequences:

First, a sharp decline in the U.S. economy due to the fall in our trade
balance, which was important in pushing the U.S. economy into reces-
sion as the housing slump or the decline in the auto industrv. By the
time the damage is fully done, the United States will probably be
losing $50 to $75 billion a year and 1 to 2 million jobs annually from
the deterioration in our trade balance due to the overvalued dollar.

Second, the exchange rate misalinement has exported severe reces-
sionary pressures to other countries. Most of the Europeans’ economic
problems are, of course, homegrown, but they have been exacerbated
by the requirement that European nations raise their own interest
rates sharply to keep their currencies from weakening to an unaccep-
table degree, in light of the exchange rate and interest rate situation
emanating from the United States that has depressed their economies
further and by a substantial amount. Developing countries, of course,
are forced to pay billions more in their international borrowings and
have thus had to slash their growth rates and development programs
as well because of a tighter foreign exchange constraint.

A third effect of the exchange rate is substantial acceleration of pro-
tectionist pressures in the United States because of the across-the-
board competitive decline of both our export and import-competing
industries. A study of the postwar history clearly reveals that an over-
valued dollar is the most accurate “leading indicator” of protectionist
pressures on U.S. trade policy, even more than unemployment. But the
current juxtaposition of dollar overvaluation and record unemploy-
ment is the most unhappy possible environment for maintaining an
open-trading system.
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Finally, the exchange rate problem: dramatically intensifies eco-
nomic conflict between the United States and Japan. We are now ex-
periencing the third episode of major United States-Japan trade con-
flict in the past 12 years. Other issues, like Japan’s import barriers,
like the lag in U.S. productivity growth, indicate that a number of
underlying structural factors are obviously important. But the only
factor that explains these periodic outbreaks of tension in United
States-Japan trade relations is the recurring misalinement of the dol-
lar-yen exchange rate and is therefore crucial to solving for that rea-
son, too.

I would quickly add, having posed the central importance of the
exchange rate problem, that the administration now does seem to be
recognizing the critical importance of the issue. Top trade officials of
the administration have noted on several recent occasions that, to use
their words, “the overvalued dollar” is the major source of crosion of
the U.S. external accounts.

Secretary of the Treasury Don Regan has publicly welcomed the re-
cent decline of the dollar in the exchange markets, predicted that it
will move lower in the future, and welcomed that prospect, and noted
that a weaker dollar will bolster the U.S. competitive position.

These are significant and welcome changes in rhetoric; and hopefully
policy, from an administration which, until recently, seemed to take
great pride in the overvalued dollar and/or professed not to know
whether, in fact, it was overvalued or not.

PROPOSED TOLICY MEASURES TOWARD EQUILIBRITIM

The next step, of course, is to take policy measures which would
move the dollar promptly toward equilibrium levels, probably in the
range 180 to 200 yen to the dollar and about two dentsche marks to
the dollar. The key, of course, to get U.S. interest rates down, which,
in turn, requires getting future U.S. budget deficits down sharply on
4 sustained basis.

My judgment, Mr. Chairman, is that the outcome at Versailles
will be measured largely by the extent to which it contributes to this
critical objective. It is probably much too much to expect any ex-
plicit “deal” of this type coming from Versailles if the past 2 months
of domestic bargaining have not yet produced such an outcome.

An effective presentation by the rest of the world of the severe global
impact of the current U.S. policy mix, however, coupled with the ad-
ministration’s recent recognition of the existence of the problem and
its costs for the United States itself. could add to the prospeets for
resolving this most serious problem facing the world economy, and
thus the summitteers at Versailles,

. Other countries, notably Japan, also have to make major contribu-
tions for dealing with these central issues, Japan is quite understand-
ably and properly seeking to reduce its own budget deficits. But its
plans for doing so immediately would have two very negative effects:
. It would further slow the Japanese economy, thus increasing its
internal surpluses and maintaining downward pressure on the yen by
forcing Japanese interest rates to remain low to offset the macroeco-
nomic effects of the fiscal tichtening. Japan thus needs to postpone its
fiscal tightening and, in fact, stimulate its economy, while perhaps
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tightening up a bit on monetary policy via a budget policy consid-
erably more expansive than it has been planning.

Moreover—and this is a new proposal—in view of the urgency
of resolving the yen-dollar problem and the difficulty of achieving
prompt changes in both the American and Japanese policy mixes, I
believe Japan should also move directly to strengthen its currency by
declaring a temporary moratorium on all capital outflows by Japanese
residents from Japan and by aggressively promoting capitai inflows
to Japan, mainly through foreign borrowing by the Japanese Gov-
ernment, much as it did successfully in 1979-80 to finance its large
current account deficits.

The United States and European countries should welcome such
steps by Japan, a moratorium on capital outflow and aggressive bor-
rowings abroad. And once a clear upward trend for the ven is estab-
lished—which it could be, in my judgment, by changes in the capital
account—then intervene jointly in the exchange markets to accelerate
the pace and extent of yen appreciation.

One final lesson which emerges from the current exchange rate
misalinement is that the time has come to resume serious international
discussions on improving the functioning of the international mone-
tary system. The repeated overshooting of exchange rates to levels far
from their equilibrium paths seems to be growing in both magnitude
and impact. There is thus an urgent need to work out techniques to
identify clearly incorrect exchange rates, such as the dollar under-
valuation of late 1978 and the dollar overvaluation of the last 12
months, so that prompt and internationally concerted action can be
taken, probably to keep rates within internationally agreed target
zones. The Versailles summit should launch such an international
effort.

Now, having addressed those major questions, I would simply sum
up by saying a deal of this type, which I summarize in my written
text, would be of major benefit to both the United States and the world
economy as a whole dealing with the policy mixes, launching major
new trade negotiation, launching serious discussions of international
monetary reform, and taking immediate steps to deal with the urgent
problem of the dollar-yen imbalance would mark the Versailles sum-
mit as a clear and major success—indeed, perhaps the most successful
of these sessions to date. It would take advantage of the ability of
these summits to make tradeoff across these areas, with both the United
States and Japan giving on macroeconomic and international mone-
tary matters and the Europeans giving mainly on trade, including
East-West trade.

I would be the first to say that though a deal of this type would be
enormously desirable, one cannot be very sanguine that it wiil occur,
at least full blown, at Versailles.

OTHER VERSAILLES ISSUES

And it is thus worth noting, in conclusion, three other issues of
lesser, but quite significant, importance which still could be addressed
and perhaps resolved or progress made on it at Versailles.

One such issue, on which I won’t elaborate, is Kast-West trade,
where there is great need for a more unified Western position for both
security and economic reasons.
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A second relates to international investment, where Secretary of the
Treasury Regan at London, 3 weeks ago, took a major initiative, pro-
posing movement toward new international rules and institutional
arrangements to protect international investment from increased Gov-
ernment incursion and manipulation. International investment, in
terms of its offshore production, now amounts to about $2 trillion a
year, roughly the same as international trade. But unlike trade, mone-
tary affairs, and other issue areas, therc are no international rules of
the game in institutions to protect that area. Again, Versailles could
launch such an initiative,.

And finally, the international financial institutions, primarily the
IMF and World Bank, should and probably will be discussed at Ver-
sailles. The administration here still seems to be intent on reducing
the scope of operations of those institutions despite several compel-
ling reasons to the contrary. The depressed state of the world economy,
in fact, calls for more development help of the typs provided by the
World Bank and more stabilization help of the type provided by the
Fund.

In the recycling area, private banks and other commercial lenders
are backing away from the international financing of LCD deficits.
So, the situation calls for increased reliance on the Fund and Bank.
And the administration’s own assessment of the World Bank, in fact,
suggests N

Representative Reuss. I'm going to have to absent myself, Mr., Berg-
sten, for a couple of minutes. I will be back.

And would you just proceed, becanse your remarks will be noted.

And, Mr, Malmgren, would you then start in.

Mr. BeresTEN. I'm in my last 80 seconds. Mr. Chairman.

Representative Reuss. Please proceed.

Mr. BerasteN. The conclusion was simply to say, on those three
other issues, perhaps progress could be made, even if on the major deal
that is needeg it is impossible to proceed as much as the country should
at Versailles.

Thank you,

[Tho prepared statement of Mr. Bergsten follows:]
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PrEPARED STATEMENT OF C. FRED BERGSTEN

The Issues

Four interrelated issues should, andlprobably will, dominate
the agenda at the eighth economic summit of the industrialized
democracies at Versailles on June 4-6:

-- the stagnation of the world economy, with unemployment at
or near post-depression records in every participating country
and totaling about 30 million in the OECD area as a whole.

~- the continued stratospheric level of real interest rates,
ranging between 3-8 percent in the participating countries, which
precludes any prospect for substantial economic recovery.

-- the massive misalignment of exchange rates among the
participating countries, stemming in large part from the differences
in interest rates among them, which severely exacerbates both the
economic difficulties and the protectionist pressures and sets the
stage for an early renewal of major international monetary in-
stability.

-- the growing threat of protectionist trade policies
throughout the world, with particular focus on Japan in both tﬁe

United States and Europe, which if mishandled could produce an
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accelerating erosion of the open world econcmy which has been
central to postwar prosperity {and harmonious international
relations},

The specific targets of most attention will be U.S5. interest
rates {and thus fiscal policy as well} and Japanese trade policies.
President Reagan and Prime Minister Suzuki will be most on the
spot at Versailles. At last year's summit in Ottawa, the newness
of these (and two of the other) leaders and their programs muted
much of the criticism already felt in other countries -~- but much
narrower escape hatches will exist at Versailles.

By contrast, other issues which have been the focus of
previous summits -- notably inflation and energy -- will be dis-
cussed less extensively, because of the successes (for at least
the moment) in dealing with them, One other perennial topic,
North-South relations, will also be treated lightly because no
one has much to offer on that front -- although the United States
will probably come in for substantial criticism for seeking to
reduce the roles of the International Monetary Fund and World Bank
at just the time when they should,.and could, be deing much more
to help deal with glcbal economic problems. Finally, twe issues
which have not featured heavily in previocus summits -- East-West
economic relations and internaticnal investment -- may receive a

‘good deal of attention.

Responding to the Maior Issues

The U.S. Administration appears to place trade issues at the

top of its agenda for Versailles. It will probably push for a
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strong declaration of support for a decision at the GATT Ministerial
meeting in November to launch a process which will eventually
develop into the major multilateral trade negotiation for the
1980's.” The purpose of such a negotiation, which would be the
equivalent of the Kennedy Round in the 1960's and the Tokyo Round
in the 1970's, would be threefold:

-- to develop rules to deal with the new trade problems of
the 1980's: trade in services, trade-related ihvestment issues
and trade in high technology.

-~ to clean up the carryover trade issues from the 1970's
such as safeguards, subsidies apd agriculture.

-- to regain the momentum for the forces of trade liberaliza-
tion, as an essential element of the battle against protectionism.

This major U.S. priority is weli-taken, and deserves strong
support -- particularly in.the face of skepticism, or even out-
right opposition, in some other countries. A major new negotiation
is a necessary component of any overall program to preserve, and
hopefully expand, the open trading system which has been so vital
for both the United States and the world as a whole.

such an-initiative is especially critical because of the
crisis in trade relations between Japan and the United States (and
Europe) . Japan's external surpluses are again rising rapidly.
Its bilateral positions wiﬁh both the United States and Europe
have already soared to record levels -- and will soar still higher,
probably to $20-25 billion vis-a-vis the United States -- within

the next eighteen months. Urgent steps are needed to head off the
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very strong pessibility of worldwide restrictive actions against
Japan, which would have major consequences for both the world
economic system and overall relationships with that critical
country.

A fundamental contradiction within U.S. international economic
policy, however, has severely hampered its ability to promote
effective solutions to the trade problem in general and the
Japanese problem in particular. This contradiction is the Admini-
stration's apparent unwillingness to take steps to eliminate the
currently massive misalignment of exchange rates, the single
largest factor in weakening the U.S. trade position and producing
record imbalances in U.S.-Japan trade, while simultaneously opposing
trade restrictions and proposing new liberalization. A similar '
contradiction within 0.5. policy in the late 1960°'s was instru-
mental in fostering the collapse of the Bretton Woods system of
fixed exchange rates, when the United States alsc rejected changes
in a badly misaligned exchange-rate constellation but continued to
press for ever freer trade.

It is essential at Versailles to deal with one of the central
causes of both global recession and the massive trade problem
with Japan: the huge overvaluation of the dollér and undervalua-
tion of the yen in the exchange market. From late 1978 through
last month, the dollar rose by 25-30 percent against a trade-
weighted average of the other major currencies and by 40 percent
against the yen. Dpring t§at period, U.S. inflation averaged

about the same as other countries’ and ran about 20 percentage
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points higher than in Japan. Thus there has been an enormous de-
teterioration in the international price competitiveness of the U.S.
economy over the past three years, ranging as high as 50 percent
against Japan, with four major consequences:

-~ a sharp decline in the U.S. economy due to the fall in our
trade balance, which was as important in pushing the U.S5. economy
into recession as the slumps in the housing or auto industries.

The trade balance declined despite the domestic recession and steep
fall in oil imports, which should have produced a sharpr
improvement instead; the recession in 1975, for example boosted

the U.S. trade .balance by $20 billion; By the time the damage is
fully done, the U.S. will be losing $50-75 billion and 1-2 million
jobs annually froﬁ the deterioration'in our trade balance.l/

-- the export of severe recessionary pressures to other
countries: most European nations have had to raise interest rates
sharply to keep their currencies from weakening to an unacceptable
degree, depressing their economies substantially (and by much more
than they gained from the enhanced trade competitiveness fostered
by their lower exchange rates); developing countries were forced to
pay billions more on their international borrowings, and thus had
to slash their development programs because of a tighter foreign
exchange constraint, and also lost competitiveness directly if
their currencies were tied to (and thus dragged up by) the dollar.

-~ substantial acceleration of protectionist pressures in the

United States, because of the across-the~board competitive decline

v See my "The Villain is the Overvalued Dollar", Challenge,
March/April, 1982.
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of both our exporting and import-competing industries. The postwar
history clearly reveals that an overvalued dollar is the most
accurate "leading indicator" of protectionist pressures on U.S.
trade policy, and that the current juxtapcsition of docllar over-
valuation and record unemployment is the most negative possible
environment fgr maintaining an open trading system.

-- dramatic intensification of economic conflict between the
United States and Japan. We are now experiencing the third
episode of major U.S.-Japan trade conflict in the past twelve
years, whose periodic outbreaks can only be explained by the
recurring misalignments of the dollar-yen exchange xate.zl

The Administration now does seem to be recog-
nizing the critical importance of the exchange-rate issue.. Top
trade officials have noted on several recent occasions that "the
overvalued dollar" is the major source of erosion of the U.S.
external accounts. Secretary of the Treasury Regan has publicly
welcomed the recent decline of the dollar in the exchange markets,
predicted that it will move lower in the future and welcomed that
prospéct, and noted that a weaker dollar will bolster the U.S.
competitive position. These are significant and welcome changes
in rhetoric, and hopefully policy, from an Administration which
until recently seemed to take great pride in the overvalued dollar
and/or professed not to know whether it was in fact overvalued or

not.

2/

=" For a comprehensive analysis see my "What To Do About Japan”,
a speech presented to the Japan Society on May 5. The proposals sum-
marized below regarding the Japanese situation are elaborated in that
presentation.

§9-735 0 - 82 - 7
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The next step, of course, is to take policy steps which
would move the dollar promptly toward equilibrium levels, probably.
in the range of 180-200 yen and about 2 DM to the dollar. The key
is to get U.S. interest rates down, which in turn requires getting
future U.S. budget deficits down sharply on a sustained basis.

The outcome at Versailles will be measured largely by the
extent to which it contributes to this critical objective. It
is probably too much to expect any explicit "deal®, if the past
two months of domestic bargaining has not yet produced such an
outcome. An effective presentation by other countries of the
severe global impact of the current U.S. policy mix, however,
coupled with the Administration's recent recognition of the
existence of the problem and its costs for the United States
itself, could add to the prospects for resolving the most serious
problems facing the world economy (and thus the summiteers at
Versailles).

Other countries: notably Japan, also need to make major
contributions to dealing with these central issues. Japan is
quite understandably and properly seeking to reduce its own
budget deficits. Its plans for doing so immediately, however,
would have two very negative effects: further slowing of the
Japanese economy, thus increasing its external surpluses, and
maintaining downward pressure on the yen by forcing Japanese
interest rates to remain low in order to offset the macroeconomic
effects of the fiscal tigﬂtening. Japan thus needs to postpone

its fiscal tightening, and in fact stimulate its economy -- while
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perhaps tightening up a bit on monetary policy -- Vvia a budget
policy considerably more expansive than it has been planning.

Moreover, in view of the urgency of resolving the yen-dollar
problem and the difficulty of achieving prompt changes in both
the American and Japanese policy mixes, Japan should also move
directly to strengthen its currency by declaring a temporary
moratorium con all capital cutfiows by Japanese residents and
aggressively promoting capital inflows to Japan, mainly through
foreign borrowing by the Government of Japan, as it did in 1979-
80. The United States and European countries should welcome such
steps (despite their divergence from the ideclogical preferences
of the Administration here, and the long-term desirability of
liberalizing Japan's capital markets} and, once a clear upward
trend for the yen is established, intervene in the exchange markets
jointly with Japan to accelerate the pace and extent of yen
appreciation.

The final lesson which emexges from the current exchange-rate
misalignment, with its particularly severe impact on U.S.-Japan
economic relations but with major adverse effects on the global
economic positions of the United States and the Europecans as well,
is that the time has come to resume sericus interpational dis-
cussions on improving the functioning of the international monetary
system. The repeated overshooting of exchange rates, to levels far
from their equilibrium paths, seems to be growing in both magnitude

and impact.
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There is thus an urgent need to work out techniques to identify
clearly incorrect exchange rates, such as the dollar undervaluatiop
of late 1978 and the dollar overvaluation of the last twelve months,
so that prompt -- and internaéionally concerted -- action can be
taken, probably to keep rates within internationally agreed "target

zones". The Versailles Summit should launch such an effort.

The U.S. Position at Versailles

At Versailles, the United States should thus initiate or
accept several proposals to deal with the core problems of the
contemporary world economy:

-- renewed efforts to tighten its future fiscal policy sub-
stantially in order to help bring down U.S. interest rates, both
stimulating the world economy directly and contributing mightily
to the needed realignment of exchange rates.

-- deferral of any tightening of Japan's fiscal policy, to
stimulate its economy and strengthen the yen via higher Japanese
interest rates.

-- explicit approval of renewed Japanese efforts to attack
the trade problems at its core, by strengthening the yen via
direct manipulation of its capital account.

-- joint intervention in the exchange markets, with the
Europeans and Japan, to assure and hasten a restoration of currency
equilibrium as gqguickly as possible.

-- agreement, to be reached at the GATT Ministerial in Novem-
ber, to start a process leading to inauguration of new multilateral

negotiations to deal with the major trade problems of the 1980's.
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(This would be a major "concession" sought from the Luropeans as
part of the overall package.)

-- initiation of new talks aimed at finding ways to check the
growing tendency of the international monetary system to produce
severely misaligned exchange rates for protracted periods of time.

such a "deal® would be of major benefit to both the United

tates and the world cconomy as a whole. It would mark the Versailles
summit as a clear and major success, rivaling or even surpassing the
Bonn summit of 1978 and the Tokyo summit of 1979, the most success-
ful of these sessions to date. t would take advantage of the
ability of summits to make tradeoffs across issue-arcas, with both
the United States and Japan "giving" on macroeconomic and inter-—
national monetary matters and the Europeans "giving" mainly on
trade (including East-West trade, see below). For both President
Reagan and Prime Minister Suzuki, it would snatch victory from the
jaws of defeat -- or at least from major continuing pressures, and
even hostility, which would increasingly pervade the security as
well as economic relations of the two countries if the problem were
permitted to fester with their positions continuing to be viewed as

obstructionist barricades to resolution thereof.

Other Issues

Desirable though it would be tc achieve a major "deal” of
the type just addressed, one cannot be very sanguine that it will
occur -- at least full blown at Versailles. It is thus worth
notiné that there are several issues which are of lesser importance,

but still quite significant, which could be addressed -- just as
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earlier summits contributed to progress on such matters, including
- funding and initiatives for such key international institutions as
the International Monetary Fund and World Bank.

One such issue, on which the Administration will presumably
make a major push, is East-West trade. A more unified Western
position on this matter would be most welcome, for both security
and economic reasons. There is some prospect for success for a
U.S. effort to tighten the COCOM rules and their implementation,
and to limit government credits and financial guarantees for trade
with the Soviet Union. Indeed, including this issue in the priority
category outlined above would provide for a greater European con-
tribution to the overall "deal".

A second issue relates to international investment. Offshore

production by multinational firms now approximates $2 trillion
annually, about the level of international trade. Unlike trade or
international finance or many lesser issues, however, international
investment has no international rules or institutional arrangements
to protect it from excessive governmental intervention and beggar-
my-neighbor policies. 1In fact, Jjust such policies are being adopted
by many host governments in increasingly blatant efforts to tilt the
advantages of international investment -- production, jobs, exports,
technology, etc. -- in their direction via incentives to lure the
investment to their shores in the first place, performance require-
ments (such as local content rules and minimum export quotas) to
dictate the economic effect of the investment once it is in place,

and deviations from national treatment (to discriminate against
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the foreign-based firm after it has entered the host countryl.

The rapid spread and intensified impact of these measures is
leading toward a potentially explosive backlash in the home
countries where these multinationals are based, most notably in
the United States. The alternative to such an onset of "investment
wars", which could have a disastrous effect on international in-
vestment and-thus damage the world economy further, is the creation
of new international arrangements which would limit -- and, perhaps,
eventually eliminate -- the distorting actions of the many host

3/

countries which now employ them.= Secretary Regan took a major

initiative in this direction earlier this month,i/

and similar
proposals at Versailles could lead to the start of a major in-
titution-building process to safeguard this vital component of
international economic relationships.
A third issue, this time with the United States ¢n the defen-

sive, relates to the international financial institutions =--

primarily the IMF and IBRD. The Administration still seems to be
intent on reducing the scope of operations of these institutions,
despite several compelling reascns tc the contrary:

-~ the depressed state of the world econcmy calls for mere,

3/ The initial call for such arrangements is in my “"Coming
Investment Wars?" in Foreign Affairs, October 1974, and was
elaborated in C. Fred Bergsten, Thomas O, Horst, and Theodore H.
Moran, American Multinational and American Interests {(Washingten:
The Brookings Institution, 1978).

4/ See his remarks before the American Chamber of Commerce in
London, May 7, 1982.
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not less, development help of the type provided by the World Bank
and more, not less, stabilization help of the type provided by
the Fund. )

-- despite the probable disappearance this year of the OPEC
surplus, the external deficit of the developing countries will re-
main huge -- on the order of $70-80 billion. Moreover, private
banks and othér commercial lenders are scaling back their willing-
ness to finance these deficits for é variety of prudential reasons.
Hence, the global payments situation calls for increased reliance
on the Fund and Bank rather than the reverse.

-- the Administration's own "assessment" of the Worla Bank
(and the regional development banks) rejects virtually all of the
important criticisms leveled at them in recent years, ye£ inex-
plicably calls for a cutback in U.S. support. Moreover, the
"assessment” calls for major U.S. efforts to win adoption of
important changes in the policies of the banks but candidly admits
that U.S. leverage to achieve such changes will be severely cir-
cumscribed if U.S. financial support is not forthcoming.

Most of the other countries at Versailles can be expected to
push the United States to resume its traditional, bipartisan
support for the IMF and the multilateral development banks. On
this one, the Administration should give in as gracefully as
possible -~ in the interest of both the U.S. economy and U.S.

foreign policy.

Conclusion

Economic summits should never be judged solely by their
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ability to produce concrete results. On some occasions, the inter-
national situation and domestic politics in the key countries

permit such results. n other occasions, the main effect is‘on
subsegquent decisions taken individually by the national leaders,
sensitized much more fully by the summit process to the concerns

of their major allies and trading partners.

Even at Ehis late date, it is difficult to predict which -~ if
either -- of these outcomes will emé:ge from versailles. The world
economic {and security} situation clearly cries out for important
changes in policy, particularly in the United States and Japan.

On the other hand, the key issues have already heen subjected to
extensive debate within the key countries {and internationally)
with only modest signs that the needed alterations will occur.

The juxtaposition of the Versailles summit on economic problems
with the immediately subsequent NATO summit in Bonn, however, raises
at least a modest prospect for progress, The current economic
malaise of the NATO countries clearly has an erosive effect on
their sccurity relationships, both directly by making it more
difficult to finance increased military preparedness and indirectly
by weakening the social and political cohesion of the major members.
The Administration quite rightly recognizes the urgent need to
bolster NATO, and the confluence of Versailles and Bonn should
help persuade it to make changes in economic policy which would
substantially prcmote such an outcome.

Whatever the outlook, at or subsequent to Versailles and Bonn,

progress is badly needed. The world economy is "dead in the water”,

to again guote Secretary Regan. Protectionist trade pressures are

mounting. Severe menetary misalignments remain. The need for
action is clear. Let us hope that the leaders at Versailles both
recognize that need, and move decisively -- and cooperatively --

to meet it.
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Representative REuss. Mr. Malmgren.

STATEMENT OF HAROLD B. MALMGREN, PRESIDENT, MALMGREN
C0., INC., WASHINGTON, D.C., AND FORMER DEPUTY SPECIAL
TRADE REPRESENTATIVE : '

Mr. MarmereN. I will summarize my prepared statement, but you
have it for the record.

In this statement, I try to give a “mountain top” perspective over
the valley of the next 10 years: What it looks like, and what some of
the leaders are thinking about, concerning that valley.

The Versailles Summit leaders next week will have good news and
bad news. The good news, of course, is that inflation is down in almost
all of the industrialized countries. But the bad news is that unemploy-
ment is up virtually everywhere, to levels not seen since the Ggr)reat
Depression, and the global recession has not reached hottom.

WORLD TRADE STAGNATION

Moreover, we are in the third year of world trade stagnation, which
is unique to the postwar period. World trade grew in volume by only
1 percent in 1980, and it has been decreasing since that time. Indus-
trial production in the Western industrialized countries, as a group,
has been stagnant since 1980.

So, what we have is a fixed or stagnant world economic pie. It’s not
growing, and the Western industrialized nations are dead in the water.
The leaders are much aware of that, and they don’t want to point it
out, so they will tend to deflect attention from his predicament. But
underlying the predicament is something else. And that is:

Because of the domestic unemployment, economic dislocation, for-
eign exchange or debt problems, and other difficulties, virtually every
government in the world is now trying to increase exports, limit
imports, and promote domestic jobs. And with a pie that is not grow-
ing, it is self-evident that that can only be achieved by one taking
from another.

In this climate, obviously political leaders are quick to blame any-
body but themselves, and no one confesses that his own policy is wrong.
So, we will see in the summit a certain amount of attention to what
others are doing that create problems for oneself.

FAVORABLE CONDITIONS FOR PROTECTIONISM

The conditions right now are exceptionally favorable for economic
nationalism, isolationism, and indiscriminate protectionism, We could
easily see, if the conditions continue much longer, a world economic
contraction that could be quite severe. But that is not the main pre-
occupation of some of the leaders.

ECONOMIC PROBLEMS PARTICULAR TO EUROPE

Beyond the current crisis, the West European leaders see a much -
greater problem in the years ahead. They perceive that the unemploy-
ment problem will increase during the 1980’s, even if economic re-
covery occurs, because they believe—and I think it is correct for
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Europe—that technological developments in automation and computer
mformation systems will reduce the employment needs of industry in
Europe dramatically. And thev believe that competitive pressures
from other countries—Japan, the United States, the NIC’s, and even
frgm Eastern Europe—-will also create major problems for European
industry.

So, tﬁey see a decade of trouble, not a year or two of trouble.

For them, the current recession is only the beginning of a long
period of social and political problems. The West European countries
look at the level of U.S. interest rates, and at the intensity of Japanese
exports to Europe, in that context. And for them, they see Japan and
the United States as part of the problem, not part of the solution.

JAPANESE LONG-TERM PERSPECTIVE

The Japanese leadership also takes a much longer perspective than
we are accustomed to doing. They have, for many years, had a forward
viston put together by industry and government, 1n close consultation.
It can be said that industry and government in Japan today believe
that there will be sweeping changes in the structure of Japanese indus-
try and services, and of the related job requirements, in the 1980’s and
1990’s,

What this amounts to is that the Japanese and West European
leaders approach the present world economic problems in a much
longer term context than the United States does. They perceive a
decade or more of major dislocation and adjustment, and they feel
that government must guide that process, in order to moderate the
unemployment and social costs that otherwise seem to them to be
inevitable, We could say they are pessimistic, but they feel that they
are being realistic.

' U.8. POLICY APPROACH RBIAS

It is my view, after some 20 years in and around the Washington
policymaking system, that the American approach precludes that
type of longer view. Instead, we are extremely short term in our ori-
entation. Moreover, our objectives in the tasks we set internationally
are usually based on recent complaints from domestic interests. As
you well know, we have complaints from industry, agriculture, labor,
and other groups daily—complaints about foreign barriers to our ex-
ports, complaints about international financial and investment poli-
cies, complaints about imports. And some of the people who complain
adtxjocate international negotiation, but many others want unilateral
action. :

As we all know, the policy process tends to respond to those com-
plaints. The squeaking wheels get the oil.

Frankly, in my experience, the enterprises that come to Washington
to scek help and complain about the practices of others are most often
enterprises that failed to sec what was coming, failed to sce things that
were foreseeable. They often come to complain about competition from
Japan, that they had not recognized would be there; and yet, one
can today already sce what wiligbe happening in Japanese exports 2,
3 or 4 years from now,
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They are confronted by technological developments, changes in glo-
bal cost relationships, exchange rate problems, differential inflation
rates, and productivity performance—and many other factors. But the
tendency will be to say that, “It’s the policy of somebody else that does
it; therefore, we need some help.” And when those complaints come in,
it 1s not so often that the Government stops to think, “Well, if we've
got a lot of losers, we must have some winners, too, because we’re not
really that badly off, and it is rare that the winners are brought in to
compare notes with the losers.”

In other words, we build policy around complaints, and we rarely
ask those that are succeeding what it is that we are doing right and
what we might improve on. '

Now, this comes up in a particular area, now. There is in Washing-
ton, I believe, a creeping paranoia about technological developments
in other nations. And there is such a paranoia that there is concern
about the potential leakage of our own technology to other nations—
not only our foes, but our friends.

The companies that raise these concerns are often those that are
having difficulty keeping up with the accelerating rate of technologi-
cal change.

Now, for Washington to understand a problem takes time. It has to
study the problem and has to examine everybody’s views, and it has to
then fight, bureaucratically, to a decision. That takes a lot of time.
Usually the policy decision has been overtaken by events, sometimes
by more than a year or two. Our international economic decisions,
based on complaints from enterprises that failed to see what was fore-
seeable, even then reflect problems that arose a year or two earlier, but
rarely the problems currently.

NEED FRAMEWORK FOR FORWARD THINKING

Now, that would suggest the government has to start to anticipate
difficulties, but it will be immediately said by some that means you
have to plan the economy. And I don’t agree with that.

It seems to me, first of all, that it’s self-evident that the Government
must create a framework of rules and of rights and obligations, within
which the economy has to function. That must include an interna-
tional framework. There are problems with the present international
institutions and the rules, and they have to be adapted from time to
time.

There is a need to revitalize and modernize them. But to reform
the system requires multilateral negotiation. It requires even more
than that. It requires a domestic consensus as to what we want to
do, and it requires an international consensus of what needs to be
done, based on some perception of mutual advantage among nations.
That process takes a long time.

The Kennedy round took 6 years, from its idea, its conception, to
its conclusion. The multilateral trade negotiations finished in 1979—
actually, the work on those began in 1967, and it took 12 years to put
that together. In each case, no sooner have we finished the negotia-
tions than industry and other people said, “You didn’t do the right
thing. Those were the problems of 10 years ago, but now we have
new problems, so we really need a new set of rules.”
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In other words, we were really dealing with something, over time,
that had long since been overtaken.

Now we are starting up a new pressure, and at the summit, the
United States will press the other countries to initate some new kind
of negotiation, and the others will say, “We're not ready. We don’t
have a consensus. You don’t even have a consensus yourself. There is
no American common view,”

Yes, there is a problem in some of the fields that the United States
wants to raise, but first we need a working program to see what the
problems are in detail and what should be done. I think that that’s the
right ag)proach, frankly. And so, they will endorse the idea of adapt-
ing and approving the international trade framework and avoiding
protectionism. And arguing this should be an elaborate process of .
consensus-building and negotiating to be begun, but not to be initiated
with much fanfare.

In approaching this new activity, it is my view that we are not
ready yet, because we haven’t looked forward as to what it is that we
xEih'mk should be the framework at the time when this negotiation is

nished.

It’s my view that it’s going to take at least 8 years. In other words,
we're talking about 1990 before a new international trade framework
is developed. The work program in the GATT will take at least 3
vears first; and then, I think at least 5 years of negotiation after that.

So, we have to think what will be the problems of 1990, not the
problems of 1970. To anticipate in that way requires us to somehow
mobilize the thinking of our winners as well as our losers, of our
noncomplainers as well as our complainers. .

1 note in the papers some developments that I think provide a
framework for forward thinking, that we can now foresee, that are
already underway, that are going to change the framework for eco-
nomic policy, and that we must deal with: .

First, we're going to have the so-called information revolution
coming on us very fast, with major changes in the way that we carry
ofx;it industrial production and the way that we carry out jobs in the
offices.

EMPLOYMENT DISLOCATION

We're going to see 2 massive amount of employment dislocation,
because there arc going to be a lot fewer people needed by 1990. In the
auto industry, in my view, you will see the need for less than half of
the present level to produce record-level production. In other words,
to go to 10 to 12 million units a year in the United States, you will
need less than half the present workers now. I'm not even counting
the unemployed. Indeed, the unemployed probably will never return
to work, except for a year or two.

We're going to see a major change in the percentage of our work
force in industrial jobs. We now have 22 percent of our work force
in industrial jobs; that will diminish sharply. .

In addition to that, we're going to sce some changes in the materials
there, including raw materials that we so much worry about when we
have these debates about, “is the United States dependent on other
countries for critical materials, et cetera.”
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It is my view that the new materials, manmade, will have a massive
dislocation effect on most of our basic metals industries. For example,
fiber optics will replace copper and aluminum in all telecommunica-
tions uses. Fiber optics is only part of the problem for copper and
aluminum, because there are new superconductors coming. In my view,
that whole sector is in trouble.

New fine ceramics will challenge and probably replace all metals in
the engines, not only engines for cars, but for trucks, aircraft, and
other transportation systems. Carbon fiber and ceramics will provide
the shells of autos and aircraft. Autos with no metal at all will be on
the market by 1990. Carbon fiber products will challenge steel, alumi-
num, and many nonferrous metals used in sophisticated alloys, because
of the exceptional light weight, strength, and stress resistance of
carbon fiber,

' FUTURR OF BASIC INDUSTRIES

All of these developments place a cloud of uncertainty over the
future of many of our basic industries, including steel, nonferrous
metals, and chemicals. They raise doubts about the future of basic raw
materials from the ground. And we’re going to have advances in bio-
technology that will lengthen life expectancy and improve our health,
but also will change chemical processes in manufacturing.

INTENSIFIED GLOBAL COMPETITION

We will see, in addition to all of these developments, intensified
global competition. Many countries we don’t think of as industrial
competitors will be coming into the market. Countries like Brazil are
moving up the technology ladder fast.

‘WILL UNITED STATES RETAIN TECHNOLOGY LEADERSHIP ?

In the new climate, will the United ‘States retain technological
leadership? _

I think we can do so, but the gap will narrow. For example, Japan
will come very close and take the lead in certain areas. J apan is already
gradua,tiqg more engineers each year than the whole of the United
States, with half the population. We will have to review technology
policies at home, before we start negotiating technology policies with
other countries,

I think that probably what this means is that we’re going to have to
have a rather fundamental shift in our economic policy perspective;"
to recognize, on the one hand, the existence of a global market place,
and to recognize, on the other, the awesome chal enges over the next
few years in technology and from new sources of competition, chal-
lenges which we can now already foresee.

Now, the summit leaders will agree to establish some kind of explora-
tory consultative mechanism for macroeconomic policy, and they will
agree to study exchange rate intervention. I believe that they also will
take up the question of technology and its challenges in the 1980’s, and

sa.f7 that must be looked at, too. And the United States will, somewhat
reluctantly, go along.
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EAST-WEST I8SUES

The United States will probably spend most of its effort not on
Japan, but on East-West issues. The United States wants Europe to
pull its horns in and stop doing so much business with the Soviet bloc.
The Europeans simply don’t agree with the American approach,

In my view, it seems to me far preferable to avoid a United States-
European clash over policies toward the East, because I believe that
the Soviet Union is already in deep trouble. Changes in policy won't
affect the deterioration of this very much, one way or the other.

But to build a consensus in the West is something else, because the
other countries are thinking much longer term about their policies than
the United States. If we continue to base our international meetings
like the summit on current complaints, we will simply not be able to
deal with the problems ahead.*No nation can run well by looking
backward.

It scems to me that the function of the summiteers, at this particu-
lar juncture, is not to reach agreement so much as it is to shift the per-
spective of their respective nations, to get our eyes away from our feet
and to look at where we're going. Otherwise, we will feel the full pains
of the dislocation of the 1980’ that I now foresee. -

Thank you. S

[The prepared statement of Mr. Malmgren follows:]
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PREPARED STATEMENT OF HAROLD B. MALMGREN
The leaders who gather at the Versailles Summit next week
face good news and bad news. The good news is that inflation is
down. The bad news is that unemploymént is up virtually
everywhere -- to levels not seen since the Great Depression --

and the global recession has not yet reached bottom.

The world finds itself in the third year of stagnation of
world trade. World trade grew in volume by only one percent in
1980. In 1981 it declined slightly. 1In 1982 the decline is
continuing. Even excluding petroleum trade, the volume of world
trade has been decelerating during this period, and in 1982 has

begun a real decline.

Industriasl production in the Western industrialized

countries as a group has been stagnant since 1980.

This means that the world economic pie is not growing; and

even the Western industrialized nations ere dead in the water.

However, becsuse of domestic unemployment, economic
dislocation, and foreign exchange or debt problems, virtually
every government in the world gs trying to step up exports, slow
down imports, end promote domestic jobs. With a pie that is not
growing, a greater share for one nation can only be achieved by

a smaller share for another.
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In such a climate, political leaders are quick to blame
enyone but themselves. Since foreigners don‘t vote, they become
the easiest target. Blaeming the policies of other nations, and

taking acticon egasinst them, haes become politically popular

everywhere.

The conditions are exceptionally favorable for economic
nationslism, isolationism, and indiscriminate protectionism. A
world economic contrection could easily cccur, unless the
Western leaders reccognize the need for forebearance and

sensitivity to their mutual predicament.

99-735 0 - 82 - 8
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However, beyond the current economic crisis the West
European leaders see a greater problem in the years ahead: Some
of the .European governments have been looking forward, in
consultation with industry, and what they see is politically and
socially disquieting. The European leaders are being warned by
their staffs thet unemployment in Western Europe is likely to
rise further during the next few years, because of technological
developments in.automation and computer-information systems, and
because of intensifying competitive pressures from a wiaening
array of foreign sources (from Japan, the U.S., the newly
industrializing countries, and even from Eastern Europe). As a
consequence, the European leaders and many other European
officials and businessmen are worried that the current recession
only marks an early phase of major social and political problems

from unemployment that could persist throughout the 1980's.

The West European concerns about the level of U.S. interest
rates, and about the intensity of Japanese exports to Europe,
are viewed from this perspective. At the Summit, they tend to
see the U.S. and Japan as part of the problem, rather than part

of the solution.
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In Jepen, there has been for many yesars e forward vision

taken by industry and government, periodically revised through
consultation and evalustion of Lhe consensus judgments about
likely developments. The industry and the government in that
country envisage sweeping changes in the structure of industry
and services, and of the related job requirements, in the 1980's

and 1990's.

Thus the Japanese and West Eurupesn leaders approsch the
present world economic problems in g longer term context. In
doing this, they sre well sware that the U.S. Government

perspective is much shorter-term.

Fundementelly, they do not share the U.S. confidence thet
if government plays a lesser role, economic forces will bring

ebout the best results in the years ahead. They perceive a
decede or more of mejor dislocations and adjustments, and they
feel that govcrnments must guide thet process to moderate the
unemployment end social costs that otherwise seem inevitable.

American Myopia in Foreign Fconomic Policy

The American approach to any international gathering on
economic issues is usually very short-term in its orientation.
If there are tasks to be accomplished, these are ususlly derived

from anaglysis based on recent complsints from domestic
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interests.

In the United States, our government is continually
"beseiged by complaints from domestic industry, agriculture,
labor, and other groups which have encountered>problems with
imports, or with foreign barriers to their exports, ar with
international financial and investment policies of other
nations. Some of these groups advocate international
negotiation to resolve their problems. However, many of them
want unilateral action against the fo;eigners, or they want

special assistance to help them adjust to foreign competition.

The policy process tends to respond to serious complaints.

The squeaking wheels get the oil.

But enterprises that come to government for help are often
suffering from their own failure to see what was coming in the
marketplace. They often come to Washington because they failed
to enticipate new sources of competition from Japan or from the
newly industrialized countries, or from new man-made substitutes
generated by technology, and from major changes in global cost
relationships due to energy shocks, differential inflation rates
and productivity performance, and moving exchange rates. When
the U.S. Government reacts to complaints -- whether in Congress
or the Executive Branch -- there is rarely any effort to see

whether there are some winners iAn our economy, as well as the
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losers we hear from in Washington.

for example, there seems to be 8 creeping peranois in
Washington sbout technological developments in other nations,
snd potentiel leskage of our own technology to others -- whether
friend or foe. The domestic voices most often heard in
Washington are the representatives of companies thet are
in difficulty keeping up wilh the sccelerating rete of

technological change throughout the world.

HMoreover, it takes time for washington to study end
understand a problem, and by the time @ policy decision is
reached, the problem has ususlly been overtaken by new
circumstances. It has been my experience over the last two
decedes in and atound the Washington policymaking system that
the internationsl economic decisions of our yovernment most
often sddress yesterday's problems, based on complaints from
enterprises that feiled to anticipate what wes foreseeable.
Tomorrow's problems are elmost never addressed in the making of

foreign economic policy.

Une response to this could be that the government cannot
anticipate without involving itself in planning the economy. 1

fundamentslly disagree with that perception.
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It Tekes Time To Negotiete New Groundrules For World Business

Government must, as one of its functions, create and
maintain a framework of rules, a framework of rights and
obligations, within which the economy functions. The framework
must include international rights and obligations, because the
different governments would otherwise adopt conflicting policies
apd generate trade, investment, and other confrontations. The
world economy functions as well as it d;es because most
governments operate within & variety of multilateral and
bilateral agreements and institutions that create the conditions

for orderly economic relations.

These institutions and rules must be adapted from time to
time. There are, for example, many voices in our nation that
claim that GATT was developed at another time, for another
context, and has now become obsolete. Some people even say that
GATT must be done away with iﬁ favor of new rules -- perhaps
unileterally imposed by the U.S. under the principle of
reciprocity. That way of thinking would lead to a global
breakdown. But there is nonetheless a need to revitalize and
modernize the world rules for trade and other financial and

commercial activities.

To reform the system means multilateral negotiastion. To
negotiate, there must first be established a domestic consensus
here and in e number of other nations that change is necessary.

Then the negotiators must seek & new international consensus on
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what needs to be done, besed on mutuel edvantage emong nations.

Then they can cut a desl, in the finel months of negotiating.

The process takes a long time. In the 1960's, ;e
experienced the Kennedy Round of trade negotiations among most
of the significant treding nations, which took ebout six yeers
from the idea in 1961 to the final psckage in 1967. When we
came to the end, complaints were widespread that the teriff
problems sclved were those of the early 1960's, whereas
circumstances had changed. The new praoblems were said to be
those of nontariff intervention by governments (e.g., subsidies,
government purchasing policies, discriminatory technical
standerds end velueticon preclices}. A new GATT Work Program was
launched by Ministers in the gutumn of 1567, and en effort began
to develop en inventory of nontariff barriers end distortions to
trade. In 1973, Ministers from more than 100 nations met in
Tokyo to leunch the so-called Tokyo Round, or Multileterel Trede
Negotiations, and that negotiastion continued to 8 conclusion in

Geneva in the spring of 1979. Twelve yesrs were necessary.

Now, we heer compleints that this lest round of trade talks
was fine, but really reflected the problems of the early 1970's,
net the problems of todey. So the U.S. Government is now
pressing other nations to start up another global negotieting
effort, to cover new issues like services, invéstment, and

technology policies of governments, about which there are meny
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current complaints.

The Summit leaders will no doubt acknowledge that there are
“problems in the world trading system, and that every effort must
be msde to hold the line agsinst protectionism. They will .
probably endorse the need for a new program of work in the GATT,
to be launched in November this year, to lay the foundation for

a negotietion at a later date.

The U.S. will then take the lead in starting up another
multi-year consensus-building and negotiating exercise. But
this process will not be completed until the end of this decade
-~ or even later. The results of a new negotiation will apply

to world business in the 1990's.

Therefore, based on past lessons, the government should

really try to anticipate what the problenms will be in the
1990's, when the new framework will prevail, rather than study

what the problems were in the last couple of years.

To do this, we need to ask business, laebor, agricultural
groups, bankers, and others to look ahead and help define what
kind of problems they foresee, and what kind of framework of
rules they want to prevail, in the future.

bl

This means pulling together the thinking of our winners as
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well as our losers. It means encouraging business lo look
beyand the next guarterly earnings report and the next few

months' cash flow problems to the next five or ten years.

The Challenges Ahesd That Are Already Foreceesble

There are some dcvelopments thet ere elresdy under wey, and
that can be foreseen without 8 crystel ball. 1he pace of these

developments will depend on certain constraints, such as the

rete of cepitsl spending, the rete of economic growth, the share
of business eernings committed io 24D, the degrase of
protectionism, snd other such factors. Nonetheless, the
direction of change that is slresdy set, and the inertis thet

will carry it for severel years at least, secms to encompess the
following developments:

{1) The Information Rcvolution

{2) The Challenge of Man-Made Materiasls to Traditional

Netural Resovurces
(3) Advances in Bictechnoloyy end Life Sciences

(4) Intensified Global Competition and Grewing interection

of National Econonmies.
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Let me touch on each of these areas briefly.

The informetion revolution is based upon rapidly declining

‘costs of computer memory and processing capabilities and of
communications. There will be enormous economies of scale, on a
worldwide basis, generated by progress in information
technologies. We can already see that the "factory of the
future" and the "office of the future" are coming into place
now. Automotive production will require very few workers by the
end of this decade, regardless of the level of imports.
Engineers will generally instruct machines on production lines
through computer-telecommunications systems, without the use of
blueprints or skilled machinists. Progress in design R&D will
accelerate, as computers simulate what once had to be tested in
leboratories or wind tunnels.

The U.S. presently has about 3 percent of its workforce in
agriculture, about 22 percent in industrial jobs, and the rest
in services and in government. The share in industry will
probably decrease significantly in the 1980's. But the job
requirements in the expanding services sectors are
information—based.‘ They require a higher level of education,
with greater technical versatility, than that for many of the

jobs in today's factories.

We shall probably face a serious adjustment problem, but we
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heve no human rescurce policies that teke this into account --

and we are presently gutting support for higher education

without developing alternatives.

World competitiveness in the sdvanced industriel sectors in
the laste 1980's end early 1990's may not be based as much on
relstive labor costs es:on the degree of eutomation of
production and the technoleglical content of products. These
letter factors will be heavily dependent on the computer-
telecommunications infrestructure and the capability of people

to deal with information-besed economic activitics.

The new meteriels include fiber optics, which will probsbly
totelly replace copper and aluminum as communications
conductors. New superconducteors mey knock out copper and
eluminum for transportation of electricity. New fine ceremics
will chellenge eond probably replace all metals in the engines of
sutos, trucks, airecraft, and other trenspertetion systems.
Ceramics, certein types of superplastics, sand cérbon fiber can
provide the shells of sutos and eircraft. Given the objectives
of improving fuel efficiency, performance, and control of
emissions, the introduction of eutos with no mctal st all is
only & questicn of time -- somewhere between the end of this
decade and the end of the next. Carbon fiber products will
directly challenge steel, aluminum, and many nonferrous metals

used in sophisticated alloys, because of the exceptional light
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weight, strength, end stress resistance of carbon fiber.

These developments will soon place a cloud of uncertainty
over the future of many of our basic industries, including
producers of steel, nonferrous metals, and chemicals. They will
raise doubts about the future of basic raw materials from the
ground -- and therefore raise doubts about the future of those
developing nations that rely on exports of primary products
based on non-renewable natural resources. Of course the
question of relative costs will play a determining role, but the
costs of the new materials are falling fast, and their

properties often exceed natural materials.

Advances in biotechnoloqy will not only lengthen life

expectancy and improve our health. There will also be
applications of genetic engineering that will challenge present
chemical processes in manufacturing man-made chemicals and

fibers.

To add to these technologicel challenges, there will be

many more sources of competition in the 1980's and 1990's. The

inefficient petrochemical producers of Japan and Europe will be
challenged by new producers in cheap o0il and gas regions of the
world, such as in Alberfe, the Middle East, and Mexico. The
consumer products which seem to come like & flood from Japan

today Qill no doubt soon be followed by similar products from
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Mexico, Singapore, Hong Kong, Teiwen, Kores, Brazil, and other

countries.

Technoleogy hes elready started to move ahead in‘newly
industrialized countries like Brezil -- in arcas ranging from
eerospace engineering to nuclear energy. With the coming of
chcap computer-telecommunications networks on & globel besis,
engincers and scientists in Latin America, Southeaest Asia, and
Africe will be able to have onguing sccess to current processes
of technology development and the design and engineering of
industrial production fecilities through global cemmunications.
Technology will spread faster and faster, &snd for many product
srees competitiveness will iavolve glebel confrontations between
lerge-scele, highly diversifjed conglomeretes, with smeller,
innovetive enterprises finding their own niches, but able te
keep them only by continuous lnnovaticn or by becoming pert of

larger, more diversified enterprises.

as for the vast pool of labor in the developing nations, I
am no longer confident that will be encugh to give those
countries strength in world trade competition. We shall, for
example, see complete automastion of producticn of textiles and
apparel in the next ten or fifteen yeers in at least some

countries.

What all of this meens is far-reaching change -- chenge in
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the pattern of jobs available, in the structure of industry, in
the pattern of world trade, in the relative competitiveness of
key sectors. But adaptation to change requires capitel spending
"-- and in that aree the U.S. in recent years has been gluggish,
at a time when it should have been increasing the rate of

capital formation to cope with world economic adjustments.

Will the U.S. Retain Technologicel Leadership?

But in development of technology the U.S. is also facing
intensified competitioﬁ. While we can maintain overall
leadership, the gap will narrow. Japan is already graduating
more engineers each year than the whole of the U.S. (with half
the population base). In some areas, other nations will take
the lead. We shall soon want to ensure access to new
téchnologies in other countries, and we shall then be less

worried about loss of our own technology to others.

But to reorient our nation to a faster rate of
technological change requires different technology pdlicies. Ye
need to rethink how development of technology is to be financed;
to what degree information can be shared among separate, even
competing enterprises; how much cross-border cooperation will be
essential; how much agglomeration and scale is necessary to
compete with non-U.S. giants; how we insure development of
proprietary technology in areas where public policy

traditionally has sought rapid dissemination.
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Uur public policy in communications has brought sbout e
decision to force the Bell System ts divest its operating
compenies. This will drastically curtail the funding of Bell
Lebs, the research of which hes traditionslly been s;pported by
the enormous cash flow of the combined services of the Bell

System.

Bell Lebs is the pre-eminent research institution in the
world. The technology of many other compsnies depends on its
rescarch and licenses. To sugtain Bell's future research, new
sources of funds have to be found. In my opinion this must conme
from sale of hardware and ser?iccs by Bell which embody
proprieteary Bell technelogy. A bill pending before the House,
H.R. 5158, would prevent Bell Lebs from turning in this
direction, because it would force Bell Labs to disclose its
pre-patent technology publicly and license all its patentable
technology to all comers. This would cripple Bell Laebs, remove
its research incentive, and therefore do severe damage to
American technological competitiveness, while automaticslly
strengthening our competitors in other netions, especially in

Japen.

OQur public policy here has been viewing the Bell System in
terms of the problems of yesterdey, end today, within the
boundaries of the 1.5. and its geographic regions. The real

policy issues ought to be how to cope with competition from
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abroad, and how to assure Bell's continued world leadership in
technology.

That is but one example of what I mean when I say that we
fail to look ashead in making policy. This allegedly domestic
policy issue is really a key question for our international

economic poliey.

Thus, I should like to see a fundamental shift in our
economic policy perspective, to recognize the existence of a
global marketplace, and to recognize the awesome challenges of
the next few years from technology and from new sources of

competition ~-- challenges which can already be foreseen.

Our international negotiating efforts should be developed

with this kind of forward perspective.

And our Western Summit meetings should result in lifting
our eyes beyond our feet, to the challenges and opportunities of
the next few years. If our leaders look forward, they will
recognize that the current problems of steel, autos, and
microchips are only symptoms of the mesjor changes coming.

Better that the Western nations deal with these in concert, than

in conflict.

There are big issues of East-West policy that divide the

U.S. and Western Europe at the Versailles Summit -- export of
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technology, credits to Eastern Europe, energy dependence, etc.

In my judgment, the Soviets face enormous and growing economic
problems, and & widening foreign exchange gep in coming years.
Whatever our East-West policies, they will have only & modest

effect on Lhe coming deterioration in the Soviet Bloc.

Consequently, it seems to me far prefersble to avoid s
U.S.-Europeen clash over policies towards the East, and instead
focus on keeping the Western economic system together, strong,
and growing. A strong West is essentiel to bergaining
effectively with the East. A divided West is inevitably a weak

West.

That requires thinking sbout international ecenomic policy
in a forward perspective. It requires consensus building among
the Western netions, so thet we cen negotiaste a better framework

of cooperation in coping with the challenges ashead.

Redponding to complaints sbout foreign practices, as we do

today, is simply not e sufficient basis for meking foreign

econgmic policy.
We cannot run well by looking back. We should not make

policy or negotiete on the basis of perceptions of problems of

yesterday or todsy, but rather on the problems of tomorrow.

89-735 C - 82 -~ g
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Representative Reuss. Thank you very much, Mr. Malmgren.
Mr. Fox. :

STATEMENT OF LAWRENCE A. FOX, VICE PRESIDENT FOR INTER-
NATIONAL AFFAIRS, NATIONAL ASSOCIATION OF MANUFAC-
TURERS, WASHINGTON, D.C.

Mr. Fox. Mr Chairman, I’'m Larry Fox, vice president for Interna-
tional Economic Affairs. I appreciate the opportunity to testify today
on behalf of our association which represents 1,200 American indus-
trial producers and collectively represents 80 percent or more of U.S.
industrial output, and perhaps 85 percent of manufacturing jobs.

NAM member companies are an important factor in U.S. trade per-
formance, perhaps representing as much as $125 billion of exports in
1981 and over 4 million jobs in the United States. I think we have
learned that it is difficult enough to deal with the consequences of eco-
nomic interdependence in good times. We have yet to learn how to work
together in bad times to overcome the intensified strains placed on the
world trading system and the international monetary system.

‘We seem to be at a loss to how to contain the ever more pronounced
manifestations of economic nationalism that now characterize the pol-
icies of important countries. For these reasons, I think the hearings of
this committee are extremely important. I commend the chairman and
the committee for going forward with them.

From the NAM point of view, we are keenly aware of the im-
portance of maintaining an open and impartial international trading
system, one that establishes agreed-upon norms for commercial con-
duct among nations and mechanisms for enforcing them. The system,
of course, should not itself unduly influence the distribution of'trade
benefits among the participants. Further, the international monetary
system must be made to function more effectively in expressing,
through exchange rate relationships, the real changes in competitive-
ness among countries, if the GATT system is to be made capable of
surviving and to prosper.

Turning: directly. to the Versailles Summit, I think it is appropri-
ate that this summit be -a rerun of Ottawa insofar as discussion of
the right mix of fiscal and monetary policy in the United States is
concerned. It is not unthinkable to me that the viewpoints of the leaders
of other industrial countries could enlighten or influence the thinki
of the President of the United States regarding both domestic an
international consequences of our most fundamental macroeconomic

- policies. These have resulted in high interest rates, recessionary con-
ditions, high unemployment, a great reduction in inflation, and a very
strong dollar. They have been applied quite neutrally, however, and
have not been larded with subsidized exports, import controls, or dis-
guised efforts to export our unemployment.

The U.S. exporter has hardly benefited from the strong dollar and
the budgetary restraint on the Export-Import Bank.

FOCUS SUMMIT ON JAPANESE ECONOMIC POLICIES

_T think it is important that the summit focus not as it has in the
past exclusively, or to a great degree in the past on the United States—
that it also turn its attention to Japan. It is for that reason that I
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welcome a summit discussion of U.S. general economic policy, one that
deals with both its internal and external effects.

I would urge that a comparable degree of attention be accorded
the economic policies of another summit country, namely Japan.
Policies that threaten the stability of the trading system must be
challenged, particularly when the goals they support are at odds with
the goals of the trading system as a whole.

I should muke it clear that the survival of the GATT system, as
we know it, may depend upon the willingness of Japan to make
dramatic changes in what she may regard as purely domestic policies.
I am sure the committee is well aware of the spate of so-called recipro-
city bills before the Congress. Many of them, for example, Congress-
man_Schulze’s Complimentary Trade Preservation Act, are aimed
specifically at Japan. All of them appear to have been inspired by
the pattern of United States-Japan trade. The string of U.S. deficits
with Japan, over $18 billion in 1981, is perhaps the best-known
symptom. The concern, though, is as much with the character of the
deficits as with their size.

Specifically, one, they have been due in large measure to the serious
undervaluation of the yen. Second, more than half of Japan’s exports
to the United States are in such products as cars, trucks, steel, and elec-
tronics, where the competing U.S. industries are in serious or even
severe difficulty ; that much of Japan’s trade success can be traced to
internal and export credit practices, characteristics of a more directed
than a free market economy; and finally, that Japan’s low propensity
to import manufactured goods is contrived and detrimental to the inter-
est of the United States.

The European community is just as frustrated as we are, so much
so that they have formally taken Japan to the GA'TT under article
XXIII of the GATT. This article sets out a course of action for con-
tracting parties that GA'T'T members are to follow, when in their view
the advantages won at the negotiating table are not being accorded in
practice; when, in the language of the agreement, there is nullification
or impairment of a trade benegt.

The European community’s complaint is that “the GATT objective
of reciprocal and mutually advantageous arrangement” has not been
adequately achieved between the European community and Japan. The
European community’s argument seems to be that trade negotiations
are predicated on a set of macroeconomic assumptions about the way
societies work, in the case of Japan, the way a modern industrial society
works. They then adduce evidence suggesting that Japan does not func-
tion as it might reasonably have been expected to do.

JAPAN'S LOW PROPENSITY TO IMPORT

Their observations include these: Japan’s low propensity to import
manufactured goods. It appears, for example, that whereas European
imports of manufactured goods as a percentage of GNP almost doubled
in the period from 1960 to 1980, that is, went up from 3.3 percent to
6 percent of GNP, in the United States they more than doubled, that is
from 2 to 4.3 percent of GNP} in Japan tﬁey increased from only 2.4
percent to 2.5 percent.
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JAPAN’S LACK OF EFFECTIVE ANTITRUST POLICIES

Second, sectoral oligopolies in Japan and the lack of effective anti-
trust policies serve to limit imports into that country.

PROTECTION OF JAPANESE INDUSTRIES

Third, key Japanese industries, like automobiles, electronics, and
computers, benefited greatly from protection from European and
American competition.

UNDERVALUED YEN

And fourth, the chronically and now very seriously undervalued yen
referred to in the European community’s submission as a sui generis
currency tends to dampen the demand for Japanese manufactured im-
ports and to give Japanese exports a significant advantage in every
market of the world. The EC notes that “the yen does not play a role
internationally commensurate with the strength of the Japanese
economy.”

Having mentioned perceptions here and abroad of the problems
posed by the combination of Japan’s phenomenal success as an exporter
and curious aversion to imports, I should like to discuss briefly at this
point the responses appropriate to the Congress in connection with the
reciprocity bills now being considered. I wrote last week to the chair-
man of the International Trade Subcommittee of the Senate Finance
Committee concerning the reciprocity bill. I did not urge passage of
any reciprocity legislation nor does the NAM do that.

There are two reasons for this, First, the legislation, rightly or
wrongly, has become associated with protectionism. Second, we are not
persuaded that the administration needs additional law to deal with
our international trade problems at this time, though we recognize the
need for new international trade law in the GATT in the investment
area. We do not recommend that our trade negotiations should be—
we do, however, recommend that our trade negotiators be encouraged
to join the Europeans in their use of GATT article XXIII and to
work through some form of comparable GATT approach.

If such course is not adopted, it is all the more important that the
administration find some way of making it clear to Japan that there
are limits to the amount of export led growth a country with 2 percent
unemployment can expect to achieve by exporting to countries with
9 to 13 percent unemployment.

A society like Japan with a 1980 trade surplus in manufactured
goods of 93.7 billion, projected to be over 100 billion in 1981, and ex-
ports to imports ratio of manufactured goods of 4 to 1, must be doing
something right. It must also be doing something fundamentally
wrong.

Turning to the yen, the first set of Japanese polices that need to be
looked at are those affecting the value of the yen. Mr. Bergsten has
pointed out the yen-dollar rate is “the single most critical variable”
in what he calls the “United - States-Japanese economic conflict.” I
strongly agree with his view. This is one reason for looking at the yen
now.

A second is that there is a more widespread agreement, even in
Japan, that the yen is grossly undervalued. In urging discussion of
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this issue at the summit, I would note that there arc additional cor-
rectives available if the discussion at Versailles does not persuade the
Government of .Tapan fo take further action to bring the ven into
line with the realities of Japanese competitiveness.

NO RELATIONSHIP BETWEEN EXCHANGE RATE AND COMPETITIVENESS

The latest Morgan Guaranty report gives one a true sense of the
problem. The report analyzed the movement of various currencies
since the 1970s, using 1973 as the base vear. That is, 1973 equals 100,
The dollar’s real effective value in April 1982 was .114, and the yen’s
was 86.2. One must ask whether this represents the real world. Has
U.S. competitiveness improved by almost 15 percent since 1973 and
Japan’s deteriorated by 14 percent.? T think not.

This is not a problem that U.S. interest rates have created or can
correct, although certainly high interest rates exacerbate the problem.
A good deal of undervaluation of the yen is directly traceable to
Japanese policies, To the extent that these reflect the objective of
holding on to trade advantages of an undervalued currency, they are
fair target for attention in the international monetary fund in con-
nection with review under article IV of the TMF articles of agree-
ment. This prohibits signatories from manipulating currencies or tak-
ing other action to achieve “unfair comparative advantages” in trade.

Additionally, article IV calls for IMF surveillance over exchange
rate policies for a number of reasors, including “behavior of the ex-
change rate that appears to be unrelated to underlying economic and
financial conditions, including factors affecting competitiveness and
long-term capital movements.

I have discussed the yen problem perhaps more fully in a speech I
gave to the conference board earlier this year, Mr. Chairman, and I
would hope you would make it part of the record.

Representative Reuss. Without objection, that will be included in
the record at the conclusion of your testimony. .

Mr. Fox. Thank you. I would like to turn to two other matters con-
cerning export competitiveness,

EXPORT CREDITS

First, export credits. Certainly there is more to be dealt with at
Versailles than Japan. There is, for example, the persistent problem
of export credits. The expression of determination to solve the export
credits problem shows up regularly in the summit communiques, and
some progress has been made, but it is progress that has little to do to
protect U.S. economic interests. These interests must be protected
either through strengthening the Export-Import Bank or through
2 sound and effective international agreement. I personally doubt that
wo can achieve the latter, unless it is clear that we are willing to resort
to the former. .

It is worth remembering that American workers have paid with their
jobs for the failure of these mechanisms to resolve the international
credits war. A recent survey of the Machinery and Allied Products
Institute, for example, indicates that many .S, companies routinely
divert export orders to foreign affiliates in order to obtain competitive
export financing. Their survey, which covered only 89 companies,
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identified $386 million in export orders that were shifted to foreign
affiliates in 1981 alone, because of the financing available abroad being
more attractive than at home.

The problem is so endemic and the response so routine, that the study
almost certainly understates the problem even for the firms covered.
Even so, $386 million in lost orders is not peanuts. In accordance with
Q%mmerce estimates of job effects of exports, it represents over 13,000
jobs.

The GATT ministerial meeting to take place in November repre-
sents an important challenge to improve the operations of the world
trading systems. The GATT conference must first make certain that
previous agreements negotiated in the GATT, particularly the non-
tariff barrier agreements and the multilateral trade negotiations noted
in the Government procurement code and the antisubsidy code, are
really made to bear fruit. It’s far from the case as yet.

MULTILATERAL IMPORT SAFEGUARDS CODE

A second deficiency in the MTN should be addressed, including the
failure to negotiate an effective multilateral import safeguards code
. under the GATT and failure to complete the code with respect to coun-
terfeiting. But the ministers must go beyond making the previous
agreements work. They must look to the problems of the future, par-
ticularly new rules with respect to international trade and services
and fair treatment of international investment. The growth in the
service industries around the world and in performance requirements
increasingly being applied to extranational investment underscore the
need for work in the GATT in this area. In doing so, we need to be
mindful that in debating the issues involved in negotiation of these
codes, the GATT members will be debating the premises and limits of
the economic nationalism that is already guiding the economies of
most GATT countries. It will be slow going.

Success in all of these areas depends ultimately on the political will
of the participants. The Versailles suunmit offers the next major oppor-
tunity for testing whether the leading countries are prepared to sup-
port, rather than simply endorse these objectives. We hope the
summit can help create the political will necessary to go forward with
dealing effectively with the trade problems of the 1980’s and 1990’s.

In closing, I would like to reiterate two points. The first is what I
believe to be the view of American industry: namely, that Japan is'a
destabilizing force in the world trading system. We sincerely hope as
a result of the Versailles snmmit, the Japanese Government will be-
come convinced of the need to alter its destabilizing policies and to
dedicate itself to a more constructive role in the world economy.

Second is that the exchange rate mechanism is not working, as 1t
-affects trade. This calls for a more effective alinement and realining
of currencies so that they do, in fact, reflect fundamental changes in
international competitiveness.

As we discuss this matter in the course of these hearings, Mr. Chair-
man, T would be pleased to elaborate my views on what is to be done. I
want to thank you again for having these hearings and inviting us to
testify.

[The prepared statement of Mr. Fox, together with attachments,
follows:]
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PreEPARED STATEMENT OF LAWRENCE A. Fox

Mr. Chairman, members c¢f the Committee, I am Lawrence A. FOX,
vice president for international economic affairs at the Wational
Asscciation of Manufacturers. I am indeed grateful for this
oppertunity to express our concerns about Some of the matters we
expect will occupy President Reagan and the leaders of Canada, France,
Germany, Italy, Japan the United Xingdcm when they confer next month
at Versailles. I would agree with those who have suggested that this
will be the most critical of the summits since these yearly conferences
were begun in 1977.

We have learned that it is difficult enough to deal with the

conseguences of eccnomic interdependence in good times. We have yet
to learn how to work together to overcome the intensified strains

placed on the world trading system and the internaticnal monetar
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system in the midst of bad times when the world scene is characteri-
zed by economic recession or very slow growth. Particularly, we
seem to be at a loss to contain the evermore pronounced manifestations
of economic nationalism that characterize the policies of important
countries. It is for these reasons I think these hearings, which
should help to illuminate the nature of the problems to be dealt with
in Versailles, are very important. The Committee should be complimented
for holding them.
The National Association of Manufacturers represents over 12,000
American producers. Collectively these firms account for approximately
. 80% of U.S. industrial output and 85% of U.S. industrial. employment.
Because most of America's leading exporters are members of NAM, the
inferences to be drawn from the published data--namely that exports
. by NAM members were more than $125 billion in 1981 and provided more
than 4 million jobS--probably understate the reality.l/
Similarly, the problems associated with imports are problems of
survival for many NAM member companies.
We are, therefore keenly aware of the importance of maintaining
an open and impartial international trading system, one that establishes
agreed upon norms for commercial conduct among nations and mechanisms
for enforcing them. The system, of course, should not itself unduly

influence the distribution of trade benefits among the participants.

I/ According to a recent Commerce Department survey *Origin of Exports
of Manufactured Products" 4.8 million American jobs were devoted to
producing for export in 1980.
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Further, the international monetary system must be made to function more
effectively in expressing through exchange rate relationships the

real changes in competitiveness among countries if the GATT system

is to survive and prosper.

Mr. Chairman, there are two fundamental guestions of internaticnal
economic policy I am confident the leaders at Versailles will discuss,
if only implicity, and egually confident they will not resolve. They
are tchese: To what extent are the .domestic econcmic policies of one
nation the legitimate concern of others? and to what extent should
these policies be influenced by international considerations?

I believe these parallel two of the issues raised in the Chairman's
letter inviting me to testify, namely:

1) the costs U.S. macro-eccnomic policy has imposed on the

international economy: and

2} the strains foreign and U.S. poclicies have put on the
international trading system.

Certainly, domestic economic policy issues were high on the list
of tepics at Ottawa. The following phrases, all from the first page
of the declaration of the Ottawa summit, make the point.

"The fight to bring down inflation and reduce unemployment

must be our highest priority...The balanced use of a range

of peliey instruments is required.”

"We need in most countries urgently to reduce public borrowing.”

"Most of us need also to rely on ¢ontainment of budgetary

deficit, by means of restraint in government expenditures as

necessary."
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I have not listed these statements to gquarrel with them; each has
merits in its own right. Taken together what they reflect most pro-
foundly is the anxiety about U.S. interest rates expressed unhesi-
tatingly by our summit partners in Ottawa last July. Before comment-
ing further on them, I should like to share with you a quite separate
observation on one result of an even earlier summit.

As you may have seen, Germany's newly appointed Minister of
Finance, Manfred Lahnstein, told the Bundestag earlier this month
that Germany had erred in allowing itself to be persuaded by its
1979 summit partners to reflate. The DM 13 billion invested in
stimulating the economy, he said, increased Germany's inflation and
did little to pull Western Europe into prosperity as it was_ intended
to.

In a general sense, I think Mr. Lahnstein is right. After keep-
ing the peace, providing a strong, employment-rich domestic economy
is the primarly challenge confronting democratic, market-oriented
" societies. The goal is more likely to be achieved through policies-
that address it directly than through reactions to external concerns.
I am not ‘suggesting by this that U.S. interest rates, still high and
still very much on the minds of our trading partners, should not be
discussed at Versailles. It would in any case.-be a pointless suggestion

From this standpoint I think it is quite appropriate that
Versailleé be a re-run of Ottawa insofar as discussion of the
right mix of fiscal and monetary policy in the United States is

concerned. It is not unthinkable to me that the viéwﬁoints of the
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leaders of other industrial countries could illuminate the thinking

of the President of the United States regarding both domestic and
internatignal consequences of our most fundamental macro-econcmic
policies. OQur policies have resulted in high interest rates, reces-
sionary conditions, high unemployment, a great reduction in inflatioen,
and a very strong dollar. These policies have been applied in a

quite neutral way, however, and have not been landed with subsidized
experts, impeort controls, or disguised afforts to export our unemploy-
ment. The U.S. exporter haxdly has benefited from the strong dollar
and budgetary restraint on the Export-Import Bank.

Accordingly, I welcome a summit discussion of U.S. general
economic policy as to both its internal and external effects. I
urge that a comparable degree of attention be accorded to the economic
pelicies of another summit country, namely, Japan. Policies that
threaten the stability of the trading system must be challenged,
particularly when the goals they support are at odds with the goals
of the trading system as a whole.

Insofar as Japan is concerned, I think it should be made clear
to the members of the Japanese summit delegation that continued
usefulness of the GATT trading system as we know it, if not its
survival, may depend upon the willingpess of Japan to ﬁake dramatic

changes in what she may regard as purely domestic policies.
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The signs of discontent with the role Japan has played in
recent years are legion. Members of the Committee are, I am sure,
well acquainted with the spate of so-called reciprocity bills. Many
of these, like Congressman Schulze's Complementary Trade Preservation
Act are aimed specifically at Japan. All of them appear to have
been inspired in large measure by the pattern of U.S.-Japan trade.
The string of American trade deficits (18.1 billion in 1981) is
perhaps the best known symptom. The concern though, is as much if not
more with the character of the deficits as it is with their size,

specifically:

e that they are in large measure due to the serious under-
valuation of the yen, which has persisted over the years

and has recently grown worse;

. @ that more than half of Japan's exports to the United
States, which totalled $37.6 billion in 1981, are in
products such as cars, trucks, and steel where the

competing U.S. industries are in severe difficulty;

e that much of Japan's trade success can be traced to
internal and export credit practices characteristics
more of a directed than a free economy. (I would
note parenthetically that this point is dramatically
illustrated by the study recently rgleased by .the -
Committee on "International Competition in Advgnced
Indﬁstrial Sectors: Trade and Development in the

Semiconductor Industry"); and
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¢ that Japan's low propensity to import manufactured goods 13
contrived and detrimental to the interes: of the United

States and other industrial countries.

s . et s . .
This list of irritants in the U.S.-Japanese trade relationship

achoc a resclution on U.S. Japan Commercial Relations, which was

adcpted unanimously by the NAM Board of Directors on March 17. I

should be grateful if this resolution {attached} could be included

in the record as part of my statement.

The European Community is just as frustrated as we are; so
much so that they have formally taken Japan to the GATT under
Article XXIII. This sets out a course of acticn for contracting
parties, that is GATT members, to follow when in their view the
advantages weon at the negotiating table are not being accorded
in practice, when in the language of the Agreement there is
“nullification or impairment® of a trade benefit. The Eurcpean

£

Community's complaint is that:

",..the benefits of successive GATT negotiations with
Japan have not been realized owing to a series of

factors particular to the Japanese economy which have

m
o3

discouraged imports ¢

o2

roducts cother than raw materials.

A

1)
'

result of this situation, combined with the pattern
cf growth of Japanese exports to the Zuropean Community,
the GATT cbjective of 'reciprocal and mutually advanta-
geous arrangements'has not been adequately achieved

between the European Community and Japan.”
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The essence of the EC's argument seems to be that trade
negotiations are predicated on a set of macroeconomic assumptions
about the way societies work, in the case of Japan the way a modern
industrial society works. They then adduce evidence suggesting
that Japan does not function as it might reasonably have been

expected to. This evidence includes the following:

1. Japan's propensity to import manufactured goods is
markedly lower than that of the European Community or
the United States. This is so whether the index is
manufactured goods imports as a percent of total
imports; per capita imports of manufacturéd.goods; or
the change in manufactured goods imports as a percentage

.of GNP from 1960 to 1980. Taking only the last of these,
it appears that, whereas European imports of manufactured
goods as a percentage of GNP élmost doubled in this
period (i.e., went from 3.3% to 6.0%) and in the United
States they more than doubled (i.e., went from 2.0% to
4.3%), in Japan they increased only from 2.4% of GNP to..
2.5%;

;2. - sectoral oligopolies in Japan and the lack of effec-
tive antitrust or competition policies, such as exist in-
United States and Europe, serve to limit imports;

3. key Japanese industries like automobiles, steel, and-
electronics benefitted greatly from protection from

European and American competition;
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4. the chronically and now guite seriously undervalued
yen, referred to in the EC's submission as a sui generis
currency, tends to dampen the demand for Japanese
manufactured imports and to give Japanese exports a
significant advantage in every market in the world. The
EC notes that, "the yen does not play a role internaticn-
ally commensurate with the strength of the Japanese

eccnonmy”.

Having mentioned perceptions here ané apbroad of the problems
posed by the combination of Japan's phencmenal success as an
exporter and curious aversion to imports, I should like to discuss.
briefly proposed respcnses now before the Congress and the
international trade community.

On behalf of the Naticnal Association of Manufacturers, I have
written to Senator Danforth in connection with>the hearings on
"reciprocity” recently held by his Subcommittee on International
Trade of the Senate Pinance Committee. I suggested to him certain

mendment

‘n

&@ U.S. trade law that we would find helpful. I did not, -

however, urge the passage of any "reciprocity” legislation we have

seen. There are two reasons for this. irst, the legislation,

]

- rightly or wrongly, has become associated with protectionism.
Secondly, we are not persuaded that the Administration needs additional
iaw to cdeal with cur internaticnal trade problems, though we do
recognize the need for new GATT law in the investment area. In any
event, we were not inclined to argue strongly in favor of legislation

that dces not have the full backing of the Administration.
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We did, however, recommend that "our trades negotiators ... be
encouraged to join the Europeans in their use of GATT Article XXIII
or to work on a comparable GATT approach." My understanding is that
the U.S. Trade Representative's office is reluctant to adopt such a
course because to them it represents too sweeping an indictment of
another country, of a close ally. I disagree. We cannot afford to
deny ourselves legitimate GATT options for fear of giving offense.
Both the GATT and the American business community's perception of
its usefulness are too important.

If, however, such a course is not to be adopted, it is all the

more important that the Administration find some way of making it

" clear to Japan there are limits to the amount of export led growth.

a country with 2% unemployment can expect to achieve by exporting
to countries with 9% to 13% unemployment. A society, like Japan,
with a 1980 trade surplus in manufactured goods of $93.7 billion

(projected at over $100 billion in 1981) and an exports-to-imports

ratio in.manufactured products of 4 to 1 must-be doing something - -:

right. It must also be doing something fundamentally wrong. .

- 7. I suggested earlier that some policies are more .properly .the--
subject of international scrutiny than others. In dealing with Japan
the firgt‘set of policies that need to be looked._at by the summit._ - .

countries and others are those affecting the -value-of.the yen. I_say.-

. this: first because as Dr. Bergsten has pointed out the yen-dollar:

rate' is the "single most critical variable" .in what he has called
"the U.S.~Japan economic conflict"; second, because at this time

there is widespread agreement, even in Japan, that the yen is grossly
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undervalued; and thirdly, because there are additiocnal international
correceives available to us if the discussion at the Versailles does
not persuade the Government of Japan of the need to take further
action to bring the ven intc line with the reality of Japanese
competitiveness. The latest Morgan Guaranty report gives one a
sense of the prcblem. The report analyzes the movements cf variocus
currencies since the early 70s. Using 1973 as the base year, i.e..
1973 equals 100, the dollar's real effective value in April 1982 was
114 and the ven's 86.2. One must ask whether this represents the real
world. Has U.5. competitiveness improved by almost 13% since 1973
and Jagan's detericrated by almeost 14%2 I think not.

This is not a problem U.S. interest rates createdé ©r can correct,
though certainly they exacerbate it. A good deal of the under-
valuation of the yen is directly traceable to- Japanese policies. To
the extent that these reflect the objective of holding on to the

. trade advantages of an undervalued currency, they are a fair target
for attention in the International Monetary Fund in conjunction with
_action under Article IV of the IMF Articles of Agreement. "This pro-
_hibits signatories frem manipulating their currencies or taking cther
action to achieve "unfair comparative advantages" in trade,
Additicnally Article IV calls for IMF surveillance over exchange rates
policies for a number of reasons, including, "...behavior of the
exchange rate that appears to be unrelated to underlying economic
and financial conditiens including factors affecting competitiveness

and long term capital movements.”

99-735 G - 82 - 10
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I have discussed Japan at some length because I believe the
international trading system is in the midst of a crisis. Convincing
Japan of the importance of assuming guickly the full measure of
responsibility for that system that falls to her as the second largest
and most dynamic economy in that system is the best hope for a
satisfactory resolution of that crisis and the most important objective

we can expect to achieve at Versailles.

Export Credits e

Certainly, though, there are other international trade issues we
would like to see the summit leaders discuss. ..One of these is the
perennial question of export credits.

As you know, there have been a succession of international
negotiations on export credit, but the "cre@it'war" continues. This
may be partly due to the fact that the perception of the United
States as a: "paper tiger" has yet to be seriously challenged much less -
disproven..: At  the 1980 Venice Summit, for example, the participants -

agreed to, "strengthen the international arrangement on export

- credits with a view to reaching a mutually acceptable solution

covering all aspects of the arrangements by December 1980.% -- -

- Then in 1981 the Ottawa summit leaders agreed to, "endorse efforts

- to reach agreement by the end of this year on reducing subsidy - s

elements in official export credit schemes.i. I
- To be sure, some progress has been made but it is progress that

has done'little to protect U.S. economic interests. These interests

must be protected either through strengthening Eximbank or through a

sound and effective international agreement. I personally doubt we
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can achieve the latter unless it is clear that we are willing to
resort to the former. It is worth remembering that American
workers have paid with their jobs for the failure to date to
achieve either of these mechanisms to resclve the “credit war”.

A recent survey of the Machinexy and Allied Products Institute,
for example, indicates that many U.S. companies routinely divert
export orders to foreign affiliates in order to obtain competitive
export financing. Their survey, which covered only 39 companies,
identified $386 million in export orders that were shifted to foreign
-affiliates in 1981 hecause the financing available abroad was more
attractive. The problem is sc endemic and the response sC routine
that the study almost certainly understates the problem even for . the
firms covered. Even so $386 million is not penuts. Commerce
Department estimates of the ration of export values to jobs suggest

that it represents about 13,000 jobs.

The GATT Ministerial

The agreed purpose of the November GATT Ministerial is, "to
examine the functioning of the multilateral ‘trading system, "and to
reinforce the common efforts of the contracting parties to support
and improve the system of benefits of all nations." That is a tall
order. The challenge involved in reviewing and tightening up the
implementation of the codes already agreed to would seem more than -
encugh for the GATT ministers to attempt, but it is nct. The govern-
ment procurement code and the anti-subsidy code have yet teo bear
fruit in discernible changes in the way governments act to affect

trade. The GATT Ministers must thus make sure their codes are
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implemented and then go on to the realities of the 1980s and 1990s
i.e., the increased role of governments to influence trade and
economic development by means of nationalistic investment, finance,
and sophisticated industrial policies.

It is, therefore, imperative that the ministers go beyond the
codes of 1979 and attempt the laying of a firm political groundwork
both for the unfinished business of the Tokyo Round--a meaningful
safeguards code and a counterfeit code--and for the critical codes
of the future on investment and trade in services. The growth in
service industries around the world and in the performance reguire-~
ments increasingly being applied to extra-national investment
underscore the need to begin work in these areas. In doing so, we
need to be mindful that in debating the issues involved in the-
negotiation of these codes the GATT members will.be debating the
premises and limits of the economic nationalism. that already guideé

- the economies of most GATT countries. It will be.slow going.

Success in all of these areas. depends ultimately.upon the

political will.of the participants. The Versailles summit offers the.
.nextrmajor opportunity for testing whether leading countries .are -
prepared to support rather than simply endorse these objecti&es. We
hSpe the summit participants will strive for a strong .expression of .. ..
political support for the goals of the Ministerial .at the conclusion
of their deliberations. .

In ciosing, I would like to reiterate two points. The first is.
what I believe to be the view of American industry, namely that Japan

is a destabilizing force in the world trading system. We sincerely
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hope that as a result of the Versailles summit the Japanese
government will become convinced of the need to alter its
destabilizing policies ané to dedi 1

ate itself to a more constructive

G

Second is the exchange rate mechanism as it affects world
trade. This must be made more effective in aligning and re-aligning
currencies so that they do in fact reflect fundamental changes in
international competitiveness.

Mr. Chairman, I would iike to thank you again for this

cpportunity to express our views in connection with the fortheoming -

summit. I would, of course, be happy to respond to guestions.
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RESOLUTION
ON
U.S.-JAPAN COMMERCIAL RELATIONS

Whereas Japan's industrial, trade, investment, and financial
policies have led tc gross imbalances in Japan's trade with the
United States and other industrialized countries;

Whereas certain of these policies, as manifested in unduly
large global and bilateral manufactured goods trade surpluses, pose
a threat to the world trading system and to the industrial base of
the United States;

Whereas the National Association of Manufacturers, the principal
representative of American industry, regards the health of the U.S.
industrial base as fundamental to U.S. well-being and security; and

Whereas the NAM supports a market-oriented, open international
trade and investment system;

Resolved that the National Association of Manufacturers should
work toward the following goals:

® greater internationalization of the yen and a
more appropriate yen-dollar exchange rate;

e reduced barriers to foreign investment in Japan;

e openness of Japanese markets for goods, services
and capital equivalent to that of the United
States and commensurate with Japan's standing as
the second largest economy of the Free World and
currently the most dynamic; and

e commitment on the part of the Japanese government
and Japanese business to shoulder the full
measure of responsibility for the world trading
system that Japan's economic strength and stake
in the world trade confer upon her.

NAM, working with the American government, will take appropriate
steps to inform Japanese government and business leaders of our views

and thereby help to bring about constructive solutions to our mutual
problems,

Adopted by the

NAM Task Force on U.S.-Japan Commercial Relations
March 9, 1982

Adopted by the
NAM Board of Directors
March 17, 1982
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Speech delivered by Lawrence A. Cox before the Conference Board's 1982 Financial Outlook Conference,
New York, N.Y., February 25, 1982

A StroNGER Dorrar: How DURABLE?

There is a common perception that the dollar is overly strong. High U.S.
interest rates are mainly responsible. It is also generally believed that big
balance of payments, deficits loom ahead for the U.S. in 1982 and beyond--mainly
due to larger U.S. trade deficits, i.e. larger than our very large 1981 deficit.
High U.S. interest rates worry the Europeans, as does the Reagan Administration's
"refusal™ to hold down the value of the dollar--z message delivered to the
american Government last week by the President of the Common Market's Council of
Ministers. Hence, conventional wisdom maintains that we can expect--and some
would go so far as to say "welcome"--a weaker dollar. [ do not join in the
clamor for a depreciated dollar. Quite the opposite. [ want to discuss with you
today why a strong dollar in international money markets is in our national
interest, and how we should go about achieving this result.

Now that [ have set the scene, I will turn directly to my subject "A Stronger
Dollar: How Durable?® The first benchmark we nced to focus on reiates to what
we mean by & strong dollar, In other words, the dollar compared to what
stronger than last summer's dollar or when it was in the pits in 1978, and again
in 19792 Or the dollar in relation to the currencics of the other two worid-class
industrial trading countries, Japan and Germany? Or in relation to the Morgan
Guaranty's well-known fourteen-country trade weighted average?

The dollar quite obviously is relatively strong at present. For this
presentation, therefore, we will define a strong dollar as basically the doilar
we have today. In other words, a dollar not so strong as it was under the fixed
parity system of 8retton Woods prior to August 15, 1971 nor at its most recent

Tofty heights.
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Along with the rough definition of what I mean by a strong dollar I must,
of course, provide a time frame. I am talking about the trend for the whole
decade of the 1980's. Obviously, this trend will not always be steady or
consistent. The experience of the past few years has amply demonstrated that
currencies tend to overshoot in a floating exchange rate system. Under these
circumstances we can expect ups and downs in the value of the dollar, but
nevertheless when you average out the ups and downs we are likely to see a
strong dollar for most of the 1980s.

My basic economic outlook for the 1980s is the following: [ think the
fundamental conditions that prevail in the United States vis-a-vis the world
economy signal a relatively better performance by the American economy than the
economies of most other countries, certainly most other countries in the OECD.
The economy of Japan will do better than that of the U.S., and possibly but much
less certainly, so will Germany's. But an improved, more healthy U.S. economy
would, I believe carry with it the implication of a stronger dollar.

Having given you my economic outlook and assumptions, I want to state at the
outset that I favor a strong dollar. I do not see how our country can fight
inflation successfully without a strong dollar at home, and I do not see how the
United States can readily have a weaker dollar abroad and a stronger dollar at
home. I suggest from this that we have no alternative other than to seek a strong
dollar internationally as well as domestically so long as our objective is to
succeed in the fight against inflation.

The mistake we made in the 1970s was to rely on a weak doliar to solve our
trade problem. This strategy may have helped to some extent to increase our
export competitiveness, but it by no means solved our trade problem and it did
make our inflation problem worse. To the extent that a strong doilar is the
result of a healthier American economy reflecting increased competitive strength,

we have 1ittle to fear from it and no reason to weaken it.



149

I have some reasons for my opinions beyond prejudice, and [ would like to
indicate briefly the factors that can make and keep the dollar & strong currency
during the 1980s. In other words, why @ “strong dollar is durable.”

First, I expect real interest rates to continue to be rather high in this
country, By that, [ mean real interest rates--representing the differences between
nominal rates and the inflaticn rate--in the U.S. relative to other countries
willing to absorb large amounts of capita1.' Under these circumstances from the
jnterest rate standpoint, I do not expect on balance over time that dollars will
leave the country to seek higher returns abroad in sufficiently large quantities
Lo become a major factor working to weaken the international value of the dollar.

I think that nominal interest rates in this country, although declining, will
sti!} be relatively high regardless of the real interest rates.

Second, money will stay in the United States for conventional reasons,
namely, a good return on capital invested here and because of the factor of safety.
I think the international political enviromment is such that there is 2 degree of
sensitivity around the world which leaves many pecpie who dispose of their own and
other people’s money with the idea that they shouid have a good part of their
assets denominated in dollars, and, in fact invested in the United States if possible.

Third, I think that factors in our trade performance can work--must be made
to work--in the direction of a stronger dollar. An improved U.5. trade performance
could support a strong dollar not only for obvious balance-of-payments reasons, but
also through improved domestic economic performanee. Trade performance in this
view includes improved export performance as well as more successful domestic
market response to import competition in manufactured goods, thus halting the
unnecessary and harmful erosion of the American industrial base_through Toss of
domestic market shares to imports. But this improved U.S. trade performance will
not take place if we have ancther decade of & seriously undervalued yen relative

to the dollar.
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I will be developing the point of the yen-dollar exchange rate further.
However, I would like first to comment briefly on the broader question of how ! view
the balance of payments from a policy standpoint--as distinguished from the usual
national accounts or technical standpoint.

A Different Perspective on the U.S. Balance of Payments

The interaction of trade and finance is a subject which I think is increasingly
recognized to be of much greater importance than the current general understanding
of the issue requires. The analysis of balance of payments in this country, in
the IMF and private banks, and in the government and academe , is based on a
conventional current account financial methodology. In this approach what really
counts in determining the value of a country's currency relative to that of other
countries turns on the current account and the build-up or decline in foreign
currency reserves. This is what I call the "financial approach” to the balance
of .payments. 1 do not denigrate this approach,

Since this approach to the balance-of-payments and consequentially currency
values and the exchange rate is well understood in this audience, I will not
elaborate on this generally accepted approach. What I think is less well under-
stood is the relationship between general economic performance, trade performance,
and the strength of a country's currency. 1 think most of us would agree that the
United States economy has performed rather poorly in the industrial sector
relative to Japan and Germany. As a nation we have also done quite well at home
and abroad in the service sector and in the international.investnent area. As a
consequence we have had a good record in our current account in 1980 and 198}--
albeit with the help of an official accounting change in 1978 in the definition
of retained earnings held abroad by American foreign subsidiaries. Parenthetically,
this piece of "creative accounting" of the Carter administration has produced a
net continuing plus in the order of $12 or $13 billion in the U.S. payments baiance.
However after two or possibly three years of current account surpluses, virtually
all analysts in and out of governmgnt are predicting a major current account deficit

this year--almost entirely due to the &ownward thrust in our trade balance.
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I would Tike to suggest an alternative to the financial approach te the
balance of payments--a policy viewpoint, not a different accounting methodology.
For lack of a better term, I would call it & trade-oriented economic growth
approach. To give a real-world flavor to my observations, I would call the
Japanese and German policy preference as trade-oriented while referring to the
traditional American and 11K, perspective as exemplifying the financial approach.
The trade-growth approach gives special weight to the importance of the contribu-
tion of the trade account in assessing the over-all guality of the balance of
payments performance of a country.

Let me hasten to assure you that there is more to the trade-growth approach
than the traditional unsophisticated view that a trade surplus is always better
than a trade deficit. One way or ancther we a1l have to pay our oil import bills.
Japan and Germany knew from the beginning that they had to pay for the high-priced
011 and launched and maintained highly successful export drives to do so. In
the process, they have captured markets from us not only in their own lands and
in third world countries, but in the United States as well. In these countries
export-led growth has come naturally--as both a slogan and a policy.

A few numbers will illustrate my point. If the United States had maintained
in 1980 the share of world manufactured goods markets we enjoyed in 13970
(21.3 percent as against 18,3 percent), it would have meant an extra $23,6 billien
in our manufactured goods surplus for 1980 {census basis) and thus woyld have
climinated the trade deficit. In other words, had we held onto our 1370 world
market share of manufactured goods, our 19380 exports would have paid for all
our imports: oil, cars, steel, consumer gcods, everything, It is an unfortunate
but widely held view that trade {s very important for most countries but not for
the U.5. Also, there is a tendency in this country to fail tc understand the
impact that American expsrt expansion can have on domestic grewth rates. After

all, what difference can 330 or $40 billion additional export sales make in 2
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$3.5 trillion economy? The answer is a significant one. If the U.S. export growth
rate of 1980 had been maintained in 1981, it would have meant a full percentage
point in the rate of growth in U.S. GNP. 1In 1982, it could make the difference
between an economy enjoying at least a bit of growth, rather than one actually in
recession, as ours now is, of course.

To summarize, when I refer to a trade-oriented policy perspective rather than
a financial approach to the balance of payments, I am suggesting no less than this:
a whole generation of American economists, American foreign policy officials and
financially oriented American institutions have underestimated the importance of
the trade account from the standpoint of judging the quality of American economic
performance. I hope we have begun to realize that "doing well" economically takes
more than the premature celebration of the post-industrial society. The decline
in productivity growth that became evident in the 1970s--in all sectors but
particularly the industrial sector--has its consequences in terms of domestic
economic growth, inflation, and employment. In my view, the revitalization of
American industry can take place only in the context of new investment in the U.S.
to supply the world markets, not just our home market. More than 20% of our
manufactured goods output is exported and roughly the same proportion imported.

If we could raise the export level to 25% and hold it there, (a not too difficult
task), that would increase GNP in real terms by 1.2 percentage points. Over time
that might be enough to change lackluster economic growth into reasonably
satisfactory national economic performance.

And what would this do to productivity growth in the industrial sector? New
investment in American industry can increasingly be justified only in relation to
the global market, not just the U.S. home market. New American investment in plant
and equipment should be materially encouraged by our new accelerated depreciation
and other business tax law changes. And this new investment in high productivity
plant and equipment thus must be validated by improved competitive prospects--market

shares if you will-~in the home market as well as in foreign markets. That is what
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expart-led growth is all about. For Japan and Germany quite clearly it has meant
new heme investment and newly applied technologies to achieve the necessary
economies of scale to hold on to domestic market shares while maintaining or
increasing export market shares.

Is The Dollar Really Over-Valued?

There has developed a type of conventional wisdom concerning the value of the
dollar. Because currency markets tend to cvershoot in a floating system, the
dollar clearly was too weak in the fall of 1979. The dollar strengthened foilow-
ing the adoption of the comprehensive monetary policies by the Volcker Federal
Reserve and the Treasury Department in 1979. The dollar has strengthened and held
its own from 1979 to the present day. Of course, the dollar strengthened cven
further as interest rates tock to new heights following the election and inaugura-
tion of President Reagaen.

8ut is the dollar really over-valued today? Has the overshooting now taken
place on the high side in distinction with overshooting ¢n the low side in the
fall of 19797 Llet me suggest that actually the dollar may be about “"right” and
that there is one currency that is seriously undervaiued--the Japanese yen, and a
second currency, the D-mark, which is undervalued but perhaps tolerably so.

To simplify this presentation I will confine my comments to the yen, which makes
the subject easier to analyze and also makes policy prescription more straight for-
ward, [ would further suggest that, based on competitive factors, the yen has baen
systemtically undervalued since 1973,

Let us look at some specific indicators of U.S. and Japanese industrial competi-
tiveness so that you can see what § mean. The griginal Bretton Woods dellar-gold
parity came to a screeching halt on August 15, 1971, with roughly a 10% devaiuation
of the deilar, a 7% appreciaticn of the yen, and the up-valuing of certain other
currencies--all this ratified in December 1971 by the so-called Smithsonian agreement.

In 1973, the major western industrial countries and Japan de facto terminated the
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Bretton Woods system of fixed exchange rates, and went to a system called "floating"
but in fact one that more aptly can be regarded as a mixed system of managed market-
determined rates. From March 1973 to mid-1981, the yen appreciated from 265 per
dollar to 220, though in the near-panic days in 1979 it had briefly reached near
180. But over the same eight year interval, the volume of Japanese manufactured
exports increased at an annual rate of 10.1% compared to 4.6% for the U.S. If

the yen had appreciated at the rate of relative change in export volume, the

implied 1981 yen-dollar rate would have been 177 instead of 220. We find a similar
story if we turn from volume to export prices, on a national currency basis, to

test the effect on exports of domestic inflation rates. While the Japanese consumer
inflation rate overall since 1973 has been approximately the same as in the U.S.--
due mainly to a big surge in Japan in 1974--manufactured export prices have only
increased by 7.1% per year, or almost five points lower than the U.S. rate of 11.8%
per year. On this basis, the implied yen-dollar rate for 1981 would have been 189
instead of 220. Finally, let us consider overall productivity growth in terms of
manufacturing output per man-hour (for which the latest comparative Labor Department
statistics are complete only through 1980). In the period 1973-80, the annual

U.S. growth rate in productivity was 1.7%, compared with 6.8% in Japan. On this
basis, the implied value of yen in 1980 would have been 193 per dollar, in contrast
to an actual average 1980 value of 227.

Naturally, I do not purport to be able to pick the one and only "correct” yen-
dollar exchange rate, if indeed such a thing really exists, which I doubt. But I
would cite a few yen “undervaluationists" whose words come readily to hand:

o Morgan Guaranty in its “World Financial Markets" of January 1982, when
the yen was at about 220, suggested that "yen appreciation on the order
of about 10% in real effective terms would provide a very appropriate
market-assisted means of bringing mounting trade surpluses under control."

e Paul W. McCracken, former Chairman of the Council of Economic Advisors
stated in September 1981 in Japan that "the present rate of 235 yen to

the dollar is perhaps 15% or so below what many consider to be a more equili-
brium purchasing power relationship."
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# A recent Department of Commerce study's preliminary results which indicate
that “the Japanese yen is substantially undervalued relative tc the U.S.
dollar--roughly 23% in 1881."

I am inclined to believe that the degree of undervaluation of the yen falls in

the higher rather than the lower end of the range of the figures just cited.

Why Has The Yen Been So Weak?

1 have been qiving you a trade-oriented view of exchange rates and will continue
t0 do so in explaining why the yen has been and continues to be undervalued. {Inci-
dentally, what [ have to say should be read in conjunction with a most thoughtful

analysis in Janaury's Morgan Guaranty World Financial Markets entitled "Japanese

Trade Fricticns and the Yen."}.

The major factors in post-war Japanese economic policy are well known--macre-
econgmic policy, menetary policy, demand mapagement, savings, investment, innovation,
etc. In referring to exchange rate policy in relation to trade I am attempting to
illuminate an aspect that is to my mind unaccountably overlcoked by most observers--
to make 2 pun, an element cf analysis that has been undervalued.

Japanese post-war aconomic strategy has in a critical sense been based on trade
and investment. (The acronym--MITI--after all stands for the Ministry of International

v

Trade and Investment.) Painting the picture in broad.strokes, | would say that a
basically protected home market in manufactured goods has in effect produced "mong-
poly profits®, not to individual companies per se but to Japanese industry as a

whole. These orofits, of course, could be and were reinvested in Japanese industry.

Experts could be competitively or even marginally priced if necessary--thus making
possible longer production runs and lower unit costs, and often resuiting in even
higher profits on domestic sales. Government policy encouraged constant and accele-
rating up-grading of value-added skills in ever higher capital intensive and

technology-oriented industries. To make sure that exports really cculd effectively
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penetrate foreign markets, costs were reduced further by-“targeting” key industries
for development at home and for export growth in major foreign markets. On top

of all this, the export price was “right"--guaranteed until August 15, 1971 by an
over-valued dollar under the fixed parity Bretton Woods system; and since then

by a continuation of Japanese government financial policies designed to keep the
yen undervalued.

Obviously Japanese authorities are a bit embarrassed at this point with the
distressingly speedy turn-around in their trade balance--converting a $5 billion
trade deficit into a $25 billion trade surplus in a year and one-half. Exports
rose at a 25% rate while imports stagnated in this same 1980-81 period. It appears
that perhaps virtually all significant manufactured goods made in Japan today can
be sold on the export market. As I have explained, the reasons are not so difficult
to grasp in terms of macro-economic policy in Japan, but they can only be fully
comprehended in terms of cohtinuity of exchange rate policy for a period of 30 years.
The yen as a policy instrument has been undervalued not only making Japanese goods
price competitive in world markets but also making imports correspondingly more
expensive and less attractive on the Japanese market.

The yen-dollar rate is, of course, central to the trade strategy I have outlined.
However, the cross rates with Ehropean currencies, being to a great degree deter-
mined by the dollar's exchange rate with the principal European currencies, tend to
replicate more or less the conditions of an undervaiued yen in relation to major

‘European currencies, and thus to place very low priced Japanese goods in the
European market. Hence the emergence of huge Japanese trade surpluses with Europe

as well as the U.S.
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Naturally, the question must be asked, how does all this come about? Is not

Japan part of the world monetary system? The answer may be given in three parts:
1. Perceptions have been slow to change 2s to the “"true® value of the
yen.

"~

The Japaenese capital market is not an open cone in either the New York
or London sense, nor to the degree of typical Eurgpean or Asian
financial markets.

o

intervention by Japanese authorities in currency markets has been pur-
poseful, i.e. intervention has not only smoothed the ups and downs of
the yen relative tc the doilar, it has nipped in the bud any major
corrective market action to appreciate the yen.

The days of October 1979 when the yen briefly rose to a value of 170-180 to the
doilar truly tested the Japanese resolve to keep the benefits of a depreciated
currency. They succeeded. That rescive is being tested again today when every
financial and trade signal points in the same direction. The yen is 5o seriously
undervalued teday that the question begs to be answered: What can be done to meke
it appreciate?

[ conclude these remarks with the answer. It is really a prescription.

Y

i. Open Japanese financial markets and the yen will appreciate. Inter-
est rates will rise in Japan and Japan's savings will be shared with
others, just as has taken place in other countries.

2. Stop the intervention by Japanese monetary authorities designed to
keep the yen low in value.

The yen will appreciate as Japanese financial markets are opened further, parti-
cularly as foreign borrowings become a business decisicn rather than 2 decision of
high national policy with concomitant bureaucratic consultation, consensus-build-
ing, and the usual incrdinate delay. As Japan joins the real-world monetary scene,
interest rates wil) rise. [t will be more difficult to carry out an independent,
insular domestic monetary policy, and life for the monetary authorities will
become more difficult. Japan will share her savings with others at real-world
interest rates, just as Americans and others shared their savings with Japan at

real-worid interest rates by means of loans floated in New VYork's financial markets.

63-738 0 - 82 - 11
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Such loans, of course, facilitated Japanese economic growth in the days when
Japanese savings alone were insufficient to do the job.

1t is quite clear, I believe, that the current state of formal liberalization
of Japanese banking and investment controls has had only marginal effect in
introducing an open capital market in Tokyo. Equally evident, I believe, is that
the current mix of Japanese financial policies provides little or no impetus
toward achieving a realistic value for Japan's currency. .Quite the opposite.

Why should Japan abandon her successful currency stratgey? After all, the
IMF does not require an .open capital market. And no‘country has brought an IMF
Article IV action against Japan charging that she has advantaged her trade at the
expense of others by manipulating the yen's value.

The so-called surveillance provisions of the Article IV of the IMF are avail-
able for use. They are designed to help make certain that a floating exchange
rate system is not abused. IMF members are enjoined to avoid manipulation of
exchange rates:

",..to gain an unfair competitive advantage over other members.”

Among the developments that might indicate the need for Article IV surveillance con-
sultation is:

"...behavior of the exchange rate that appears to be unrelated to underiying
economic and financial conditions including factors affecting com-
petitiveness and long-term capital movements."”

The United States Government is at liberty at any time to initiate Article IV
consultations, and the IMF mechanism provides for an automatic annual review by the
Fund's staff of Japan's economic policies as they affect Fund members.

1 would repeat my question: Why should Japan abandon her successful strategy

of maintaining an undervalued yen?
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The answer is as straight-forward as the question. The world economic system
requires the support of Japan at this critical time. Japan, which has benefited
so much from the GATT-IMF international systems of liberal trade, finance, and
investment, must protect her economic gains by a prudent policy of joining in
the defense of these international arrangements which are being so sorely tried
by world-wide inflation, recession, unemployment, and the worriscme unknowns of
technological transformation.
Conclusion

My comments on the yen-dollar exchange rate are obviously very briefly stated.
8ut cnly in viewing the yen as a seriously undervalued currency can one satis-
factorily deal with the question of the dollar's strength. If the doilar is con-
stantly viewed as over-valued, incorrect conclusions emerge respecting the steps
necessary to deal effectively with inflation and resumption of growth in the United
States. HNew investment in American industry, and the comsequent improvement
in American competitiveness, are made all the more difficult if loss of dﬁmestic
markets and foreign markets as well is further accelerated by an unwarranted com-
petitive advantage conferred on Japan by an undervalued yen.

In purely analytical terms, as U.S. interest rates drop, the dollar can remain
strong if the outflow of interest rate-sensitive dollars is replaced by a material
reduction of the global U.S. trade deficit. 1 think this is feasible, and represents

sound U.S. national policy and responsible U.S. international economic policy.
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APPENDIX

Articles of Agreement

2f
international

Article tV
Obligati R, ding Exchange A

Section 1. General obligations of members

Recognizing that the essential purpose of the interna-
tional monetary system is to provide a framework that
facilitates the exchange of goods, services, and capital
among countries, and that sustains sound economic
growth, and that a principal objective is the continuing
development of the orderly underlying conditions that are
necessary for financial and economic stability, cach mem-
ber undertakes to collaborate with the Fund and cther
members to assure orderly exchange arrangements and to
promote a stable system of exchange rates. [n particular,
each member shall:

(i) endeavor to direct its economic and financial
policies toward the objective of {ostering or-
derly economic growth with reasonable price
stability, with due regard to its circumstances;

(ii) seck o promote stability by fostering orderly

underlying economic and financial conditions
and a monetary system that does not tend o
produce erratic disruptions;

avoid manipulating exchange rates or the inter-
national monetary system in order to prevent
effective balance of payments adjustment or to
gain an unfair competitive advantage over other
Sembers; ard

(iv) follow exchange policies compatible with the

undertakings under this Section.

Section 2. General exchange arrangements

(z) Each member shail notify the Fund, within thirty
days after the date of the second amendment of this
Agreement, of the exchange arrangements it intends to
apply in fulfillment of its obligations under Section t of
this Article, and shall notify the Fund promptly of any
changss in its exchange arrangements.

(b) Under an international monetary system of the kind
prevailing on January 1, 1976, exchange arrangements
may include (i) the maintenance by 2 member of a value
for its currency in terms of the special drawing right or
another denominator, other than gold. selected by the
member, or (ii) cooperative arrangements by which mem-
bers maintain the value of their currencies in relation to
the value of the currency or currencies of other members,
or (ili) other exchange arrangements of a member's choics,

(¢) To accord with the development of the international
monetary system, the Fund, by an eighty-five percent
majority of the total voting power, may make provision
for general exchangs arrangements without limiting the
right of members to have exchange arrangements of their
choice consistent with the purposes of the Fund and the
obligations under Section | of this Article,

the

Monetary fFund

Section 3. Surveillance over exchange arrangements

(a) The Fund shall oversee the imemauoyml monetary

* system in order 10 ensure its effective operation, and' spall
oversee the compliance of cach member with its obliga-
tions under Section | of this Article.

(b) In order to fulfill its functions under (a) abave, the
Fund.shall exercise firm surveillance over ths exchange
rate policies of members, and shall adopt specific prin-
ciples for the guidance of all members with respect to those
policies. Each member shall provide the Fund with the
information necessary for such surveillance, and, when
requested by the Fund. shall consult with it on the
member's exchange rate policies. The principles adopted
by the Fund shall be consistent with cooperative arrange-
ments by which members maintain the value of their
currencies in relation to the value of the curreacy or
currencies of other members, as well as with other ex-
change arrangs of a ber's choice i with
the purposes of the Fund and Section 1 of this Article.
These principles shall respect the domestic social and
political policies of members, and in 2pplying these prin-
ciples the Fund shall pay due regard to the circumstances
of members.

Sectioni 4. Par values

The Fund may determine, by an eighty-five p:rcent
majority of the total voting power, that international
economic conditions permit the introduction of a wide-
spread system of exchange arrangements based on stable
but adjustable par values. The Fund shall make the
determination on the basis of the underlying stability of
the world economy, and for this purpose shall take into
account price movements and rates of expansion in the
economies of members. The determination shall be made
in light of the evolution ol the international monetary
system, with particular reference to sources of liquidity,
and, in order to ensure the effective operation of a system
of par values, to arrangements under which both members
in surpius and members in deficit in their baiances of
payments take prompt, effective, and symmetrical action
t0 achieve adjustment, as well as to arrangements for
intervention and the treatment of imbalances. Upon mak-
ing such determination, the Fund shall notify members
that the provisions of Schedule C apply.
Section S. Separare currencies within a member's

territories

(2) Action by a member with respect to its currency
under this Article shail be deemed t0 apply to the separate
currencies of all territories in respect of which the member
has accepted this Agreement under Article XXX, Sec-
tion 2(g) uniess the member declares that its action relates
cither to the metrapolitan currency alone, or only to one
or more specified separate currencies. or to the metro-
polimn.currcncy and one or more specified separate
currencies.

(b) Action by the Fund under this Aricle shall be
deemed 10 relate to all currencies of a member referred to
in (a) above unless the Fund declares otherwise.
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International Monetary Fund Executive
Board Decision on Surveillance over Exchange
Rate Policies, April 29, 1977
1. The Exrcutive Board has discussed the implementation of
Astidde IV of the propesed sccond amendment of the Articles of
a1 a;:p'vved ..Ae attached decument enutied Sur-
& H *..xil T in 3ccor-

se 1o conduce
in with :'zse nt p d and 4

review the document entitled Surosiilance
ma,—:;: R.alz Policies at nervais of two years and 2t such
es 23 considerasion o is placed on the agends of

Executive Board.
General Prineiples

Article [V, Section 3(3) provides that T und shall cversen the
intermational monetary system in order to ensure its effective opera-
on, and shall oversee the compliance of cach member with
oas under Section 1 o( thu g Ar-.:?e 1V, Section 3(b} pro-
he Fund shall
survellance over the exchange rate polices of members,
;r.n: res for the guidance of
* Artcie {V, Section (b} alsc provides
ncipies m:pm: by the F---xd shail be consistent with

in the vaive of
ncy or

3l mambers

{i} prowacted large-scale intwrvention in ong direction in
the exchange market;

(i} an unwestazinable level of oficisl or quasioffical bes-
rowing, or excessive and prolonged short-term official or quasi-sfEcai
lending, for balance-of-payments purposes;

(iti} (2} the intruduction, substantaj intensification. 3t rS-
lenged maintenance, for baance-of-payments zur-
poses, of restnctons on, or incentives for, current
ansactions ot payments, Of

b} the introduction or substanual modification for bal-
ance-oi-payiments purposes of restricti E:
incentives (o1, the infow or outilow of capital:

{iv1 the punsuit. for baiance-of-payments purposcs, of mons
tary ang other domestic dnandal polices that provide sonermal en-
couragement or dscouragement to captal Hows; and

{v} behavigr of ihe exchange r3: 3opears o be
{ated to underiying econcnic ¢nd hinancai conditions inciudin
tor aeciuig compriitiveness and e, movements.
PR G UL

3. The Fund’s m;*.'n.su of a member's excharge rate policies
shail be hased on an evai = developments in the memner’s
baj K gr i of ite reserve nouticn
debredness. This appraisal sheil be made within the
nsive enaiysis nf the generai economic winis-

and ity externai i

framework of & comore]

18 externai polides can contribute *o nmeiy
adjustment of the balance of peyments. The appraisai shail rake nto
account the extent to which the policies of the member, inciuding :te

bere, a3 well as nge arrangemenn of 2
choice consistent with the purpuses of the Fund and Sec.
. These principies shail respece the domestic social
ies of members, and in apulying these principles the
Fund shall pay dus regasd to the dreumstances of members.” In sddi-
tion, Artide 1V, Secion 3{b) requires that "Eaa. member shall pro-
vide the Fund with the information nccessary for such surveillince,
and, when requested by the Fund, shall consult with it on the
be:'s exchange rate policies.”

The principles and proceduses set out below, which apply to all
mr bers wh theic k and wi thew
ce-cf-payments positicn, are adcpm: by the Fund in order to

em-

h rate pojicies, sorve the ebjectives of the continuing deveinp-
ment of the c—cniy anderiying cord{t:c:-.s hat are necesoary for
Anancial stability, the promotion of ined sound growth,
and reasonable ievels of empioyment.

Procedures for Survelilance

1. Tach member shall notify the Fund in ippropriste detail
within thirty days after the Second Amendment becomes effective of

the exchange smangements it isteads 1o apsly in fulfillment of
obligations under Article 1V, Section 1. Cach member shall ajso notify
the Fund promptly of any changes in its exchange arrmgmm‘s

L Memben M shall consult with the Fund reguiasiy
V. The | under Agticie [V shail :mmh

unctons under n 3(E). They are
mprehensive and are subject to 'tccn deration in the Hght of
. They do not deal directly wath Fund’s responsd
n Secticn (s), ;x'm;h it i z«og-uzed that there
hip between and §

refation: N;: is e"p"J"ed in Are ud
. that 2 principsi "b)rﬂwe {of :he
mo uing development of the

y underlying mnd.nom 'hn are necessary for finandcai and
economic stability, each member undertakes to coilaborate with the
Furd and other members to assure orderly nclung- v

consultations under Articles VI and XIV. [a prins
tons shall take place annuaily, and consideration of
b bers of the 1pl :
of 3 member's gbligations under Arnch
e months after the termunation
and the starf, the Executive Beard
thereby compliete the consuitation under Asti
3. Broad developments in exchange cates will be reviewed
periodicaily by the Fxecutive Board, inter alin in discustions of the

1ge
and 1o promate a stable system of exchange rates.™

Princlples for the Cuidance of Membens’ Exchange Rate Polic

A A member shal) avoid

internatinnat

of payments idi

over other membeis,

nipulating exchange rates o1 the
arder to prevent effective balance-
gain in unfiit compediive sdvantage

8. A member should intervere in the exchange morker if
necessary to counter disorderly conditions which may be character-

value of its currency.

C. Manbers should take into account in their intervenrion

cies the interests of ather memiers, including those of the coun
tries in whose curvencies they intervene.

Principles of Fund Surveillinca over Exchange Rate Polides

1. The survellance of exchange rate poiicies shall be sdapted
to the needs of international adjustment as they develop. The func-
tioning of the international adjustment process shall be hept under
review by the Executive Board and Interim Committes and the 1ssens-
ment of it operaton shall Ye taken into acount in the wmph

process within the framework of the Waild
Econome Outiook, The Fund will condoue to conduxt special con-
sultations in preparing for these discussions

4. The Managing Dlrx:ar shall maintain close contact with
membeis in connection with their exchange arrange
change policies, and will Se prepared to discuss or
member importaat changes that it contemplites in its exchange o
rangements or its exchange rate policies.
in the interval between Asticie 1V consuitatons, the Man-
aking into sctount any views that may have been
. comsidess that 4 member’s exchange rat
policles may not be in a::-.:rd with the exchange rate principies, he
et informally and confidentaily with the member,
and shall conclude promptly whether there is 3 question c. the ob-
seivarce of the principles. !f ke concludes that there 13 such 2 ques
tien, he shall initiate and conduct on 2 confidential basis 2 "ucm-e-
the member under Article IV, Section 3(b). As soon as possibie
after the comeoletion of such g discussion, and in any event not later
than four months after its b, man, the Managing Director shail
teport to the _xefqnvt Board on the results of the discussion. if, "gow-
ever, the M. ¢ i3 satisiied that the principles are Deing

ton of :}u prindples set forth below,
2 In it surveillanos of the observince by members of the
pﬁnupln see forth above, the Fund shall consider the following de-

velopments 29 wmeng those which might indicate the need for dis.
cussion with 2 member

observed, he shail informally advise all Executive Directors, and the
stzff shall repart oa the discussion in the context of the newt Article
censultaton; tut the Managing Director chali not piace the matter
e sgenda of the Txecutive Board uniess the member requesty that
procedure be followed.

6. The Execunve Directors shall ceview nnually ¢
impiementation of the Fund's survallance over members’ ext
rate policies.

from Floatinc Zxchange Rates and Tnternational Mecnetary Reform

by Thomas .

Willart
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APPENDIX

Articles of Agreement

of

the

international Monetary Fund

Article [V

Obligations Reg: g Exchange A

Section 1. General obligations of members

- Recognizing that the essential purpose of the interna-
tional monstary system is to provide a framework that
facilitates the exchange of goods, services, and capital
among countries, and that sustains sound ecotomic
growth, and that a principal objective is the continuing
development of the orderly underlying conditions that are
necessary for financial and economic stabitity, each mem-
ber undertakes to collaborate with the Fund and other
members to assure orderly exchange arrangements and to
promote a stable system of exchange rates. In particular,
each member shall:

(i) endeaveor to direct its economic and financial
policies toward the objective of fostering or-
derly cconomic growth with reasonable prics
stability, with due regard to its circumstances;

(ii) seek to promote stability by fostering orderly
underlying economic and financial conditions
and a monetary system that does not tend to
produce erratic disruptions;

(iii) avoid manipulating exchange rates or the inter-
national monetary system in order to prevent
eifective balance of payments adjustment orto
gain an unfair competitive advantage over other
MEmBers; and

(iv) follow exchange policies compatible with the
undertakings under this Section.

Section 2. General exchange arrangemenis

(c) Each member shall notify the Fund, within thirty
days after the date of the sccond amendment of this
Agreement, of the exchange arrangements it intends to
apply in fulfillment of its obligations under Section | of
this Article, and shall notify the Fund promptly of any
changss in its exchange arrangements.

(b) Under an international monetary system of the kind
prevailing on January 1, 1976, exchange arrangements
may inctude (i) the maintenance by a member of a value
for its currency in terms of the special drawing right or
another denominator, other than gold, selected by the
member. or (ii) cooperative arrangements by which mem-
bers maintain the value of their currencies in refation to
the value of the currency or currencies of ather members,
or (iii) other exchange arrangements of a member’s choice.

(¢} To accord with the development of the international
monetary system, the Fund, by an eighty-five percent
majority of the total voting power. may make provision
for general exchange arrangements without limiting the
right of members to have exchange arrangemenis of their
choice consistent with the purposes of the Fund and the
obligations under Section | of this Article.

Section 3. Surveillance over exchange arrangements
(@) The Fund shall oversee the internanonal monetary

* system in order to ensure its effective operation, and shall
oversee the compliance of cach member with its obliga-

tions under Section | of this Aricle.
() In order to fulfill its functions under (a) above, the

Fund.shall exercise firm surveillance over the exchange
rate policies of members, and shall adopt specific prin-
ciples for the guidance of all members with respect to those
policies. Each member shall provide the Fund with the
information necessary for such surveillance, and, when
requested by the Fund, shall consult with it oa the
member's exchange rate policies. The principles adopted
by the Fund shall be consistent with cooperative arrange-
ments by which members maintain the vaive of their
currencies in relation to the value of the currency or
currencies of other members, as well as with other ex-
change arra ofa ber's choice i with
the purposes of the Fund and Section [ of this Article.
These principles shall respect the domestic social and
political policies of members, and in applying these prin-
ciples the Fund shall pay due regard to the circumstances
of members.

Section 4. Par values

The Fund may determine, by an_eighty-five p:rcent
majority of the total voting power, that internationai
economic conditions permit the introduction of a wide-
spread system of exchange arrangements based on stable
but adjustable par values. The Fund shall make the
determination on the basis of the underlying stability of
the world economy, and for this purpose shall take into
account price movements and rates of expansion in the
economies of members. The determination shall be made
in light of the evolution of the international monetary
system, with particular reference to sources of liquidity,
and, in order to ensure the effective operation of a system
of par values, to arrangements under which both members
in surplus and members in deficit in their balances of
payments take prompt, effective, and symmetrical action
to achieve adjustment, as well as to arrangements for
intervention and the treatment of imbalances. Upon mak-
ing such determination, the Fund shall rotify members
that the provisions of Scheduie C apply.

Section S. Separate currencies within a member’s
territories
(@) Action by a member with respect 1o its currency
under this Article shall be deemed 1o apply to the separate
curtencics of all territories in respect of which the member
* has accepted this Agreement under Article X¥XT, Sec-
tion 2(g) unless the member declares that its action relates
cither to the metropolitan currency alone, or only to one
or more specified separate currencies, or to the metro-
politan currency and one or more specified separate
currencies.
(&) Action by the Fund under this Article shall be
deemed to relate to all currencies of a member referred to
in (a) above unless the Fund declares otherwise.
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. International Monetary Fund Executive
Board Decision on Surveillance over Exchange
Rate Policies, April 29, 1977

1. The Execative Board has discussed the implementation of
Artide [V of the proposed secend amendment of the Articles of
Agreement and has approved the attached document envitled Sum
oeiliance over Exchange Rate Policies. The Fund shall act in accor
dance with this document when Uhe second amendment becomes effece
tive. In the period before that date the Fund shall continue to conduct

ltations in rd with present p d and deci 3

Z The Fund shall review the document entitied Surveillance
over Exchange Rate Policies at intervals of two years and at such
other times s considerstion of it is placed on the agenda of the

Cxecutive
Bosrd Genenal Princlples
Acgticle 1V, Section 3{a} provides thae “The Fand shail oversee the
international monetary rystem in crder to ensure its effective opera-
tion, and shail oversee the complisnce of cach member with ity abliga-
tions under Secvion 1 of this Acticie.” Articde [V, Section 3(b) pro-
vides that in order r0 FulfD its functions under 3(a), “the Fund shall
exercise firm surveillance over the exchange rate policies of members,
and shall adopr specific principles for the guid of aif b
with respect to those policies.”” Arude [V, Section 3(b) aiso provides
that “The princizies adopred by the Fund shail be consistent with
by which b the vaize of
thewr currencies in relation to the value of the currency or currencies
of sther members, 33 well as with other exch of 2

{i} protracted largescale intervention !n one drection in
the exchange market; .

(i} an unsustzinable level of ofidal or quasi-ofBaial bors
rewing, or excessive and prolosged shart-term official or quasi-oMicial
{ending, for balance-of-payments purposes:

(i) (a) the d: b 3 or pro-

longed for bai f-p pus-
poses, of reswrictions on, or incentives for, current
transections or payments, or

{b) the introduction or substantial modlfication for bal-
ance-cf-payments purposes of restrictions om, or

- tncentives for, the inflow or outBow of capital;

{iv) tha purswit, for balance-of-payments purposes, of mone-
tary and other domestic Bnanclal polictes that provide abnormal en-
cowragement ot dscouragement to capital fows: and

{v} beluvivr of the exchange rate thar o
lated to und, g eoTRomic AN conditions :ncluding Fac-
tars At i tivenesy and apital movementy.

3. The Fund’s sppraisal of a member's exchange rate policies
shall be based on an evaluation of the developments in the member's
balince of pay against the back d of its reserve position
and its external indebtedness. This appraisal shail be made wathin tha
framework of 2 comprehensive analysis of the general rconomis situa-
ton and economic pelicy strategy of the member, and shail recognize
that domestic as weil as external polices can contribute to timely
adjustment of the balanca of payments. The appraisal shall take into
accpunt the extent to which the polictes of the grember, including its

ars to be unre-

mambar's chalce consistent with the purposes of the Fund snd Sec-
tion 1 of this Article. These priaciples shall respect the domestic soctal
and poliical pelictes of members, and (n applying these principles the
Fund shall pay due regard to the circumstances of members. In addi-
non, Artidde IV, Section 3(b) requites that “Fach member shali pro-
vide the Fund with the information necessary for such surveillance,
and, when requesied by the Fund, shail consuit with it on the mem-
ber’s exchange raty policies.”

The grinciples and procedures set out beiow, which apply w all

bers wh theie exchang wh theie
balancesof-payments posinon, are adopted by the Fund in order to
perform its functons under Section 3(5). They are not necessarity
comprehenzive and are subject to reconsiderstion in the light of
experience. They do not deal directly with the Fund’s responsibifities
refered to in Section 3{a), although it is recognized that there is 3
close rel ip between d i i ional poli-
cies. This relationship is emphasized in Article IV which includes the
foll § provision: Recognizing . . . that 2 princi bi {ct the
international monetary system) is the continuing developmant of the
ordesly underlying conditions that are necessary for Snanclal and

rata policies, serve the objectives of the contiaing develon-
ment of the orderly underiying conditions that are necessary for
fnanctal stability, the p of ined sound Fowth,
and reasonable levels of employmene.

Procedures for Sarvesilance

1. Each member shall norify the Fund in sppropriste detmi
within thirty days after the Second Amendment becomes effestive of
the exchange arangements it inrends to apply in fulllment of its
obligations under Articie IV, Secticn 1. Sach member shall also notdy
the Fund prompdly of any changes in its exchange arangements.

1. Members shail consult with the Fund regularly under Actiche
iV. The consultations under Article [V shall comprehend the regular
consuitations under Articdes VI and XIV. {n principle such consulta-
tons shall take place annually, and shall include consideration of the
observence by members of the principles set forth above ag well 23
of s member’s obligations under Article iV, Section 1. Not later than
three months after the termination of discussions between the mem-
ber and the staff. the Executive Board shall reach conciusions and
thereby complete the consvitation under Articie [V,

3. Brosd developments in exchenge rates wiil be reviewed

econamic stability, exch member undertakes to collat with the
Fund and other members o assure orderly exchange arrangements
and to promote a stabla system of exchange rates.”

Prindiples fer the Guidancs of Members’ Exchange Rate Policies

A. A member shail avoid manipulating exchange rates ot the
internationsi monetary system in order ta prevent effective balance-
of-payments adjustment or to gain an unfair competitive advantage
over other members.

B. A member shoaid intervene in the exchange market if
necessary 1o counter disorderly conditions which may be character-
Ued inter alic by disrup short-term in the exchange
value of its currency.

C. Members should take into account in their intervention
policies the interess of other membery, indluding those of the coun-
tries in whose currencies they intervene.

Principles of Fund Sarvelllance over Exchange Rate Policics

1. The surveillancs of exchange rate policies shail be adapred
to the needs of international adjustment 12 they develop. The func-
tioning of the internationsl adjustment process shall be kept under

review by the Executive Bosrd and Intericn Comaittee and the assess- |

ment of ity operation shall be taken tnto account in the impl

periodically by the E Board, inter aliz in discussiens of the
international adjustment process within the framework of the World
Economic Outioek. The Fund will continue to conduct spedal con-
ftagicns in g for these di

4. The Maneging Director shall maintain close contact with
membery in connection with their exchange arrangements and ex-
change policies, and will be prepared to discuss on the initistive of a
member important changes that it contemplates in its exchange or-
rangements or its exchange rate policies,

$. If, in the interval between Article IV consultations, the Man-
aging Director, taking into account any views that may have been
expressed by other membery, considers that 2 member's exchange rate
polities may not be in accord with the exchange rate principies, he
shall raise the matter informaily and confidentially with the member,
and shail conclude prompely whether there is 2 question of the ob-
servance of the principles. {f ke concludes that thers is such a ques-
tion, he shail indtiate and conduct on a confidental basis a discussion
with ths member under Article IV, Section 3{b}. As saon s possible
afrer the completion of such a discussion, and in any event not later
than four months after its initiation, the Managing Director shail
teport to the Executive Board on the resulty of the discussion. If, how-
ever, the Managing Director is satisfied that the principles ate being

tion of the prindples set forth bejow.

Z in ity survetllance of the observance by members of the
principles ser forh above, the Fund shatl cersider the fsllowing de-
velopments 13 among those which migh? indicate the need for dls-
cussion with 2 member:

observed, he shail informally advise ail Executive Directors. and the
staff shall report on the discussion in the context of the next Art
consultarion: but the Managing Director shall not place the matter

this procedure be followed.

6. The Executive Directors shall review annually the general
impiementanon of the Fund's surveill over bers” exch
rate policien.

from Ploating Txchange Rates and Intormaticnal Monetarv Reform

by Thomas 0. Willett
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Representative Reuss. Thank you, Mr. Fox.

Before calling on Mr. Branson, because I unfortunately am going to
have to absent myself shortly, I would like to do two things: One, to
commend the NAM for its position this morning and for many other
positions it has recently taken before this committee. You are a big
help to this committee and while T, as a liberal Democrat, don’t neces-
sarily subscribe to everything the NAM does, I want you and your
associates to know that I find you thinking very constructively about
our economic problems, both domestic and foreign.

Mr. Fox. Thank you very much.

Representative Reuss. I want to show that gratitude.

Second, and briefly, you, like Mr. Bergsten and Mr. Malmgren, have
talked about the Japanese problem. Various solutions have been offered
by all of you, designed in part to prevent the recurrence of protec-
tionism in this country. I think that’s a noble attempt on your part.
There is one thing that the Japanese are doing which, it seems to me, is
not defensible for a country which, by reason of the vagaries of the
international monetary system, finds that it can sell its goods very
cheaply abroad. It can sell those goods more cheaply than its com-
parative advantage would suggest, because the yen is so cheap in inter-
national markets. They really ought now, I suggest, to dismantle their
system of export credits. There 1s no reason under the sun why they
should add to the advantageous advantage they get out of a cheap yen
by having, whether in MITI, in the Finance Ministry or wherever, the
equivalent and more than the equivalent of an Export-Import Bank.

Mr. Fox. I very much agree with that, Mr. Chairman.

Representative Reuss. You didn’t quite suggest it

Mr. Fox. The subject has come up at the OQECD sponsored dis-
cussions, to achieve agreements on export credits. Japan, now having
the lowest interest rates of any of the industrialized countries continues
to use its Export-Import Bank and exploit the advantage that their
low interest rates give them. The recent purchase by New York City
of, first, Japanese subway cars and then Canadian subway cars were
both induced by the credit considerations and the lack of adequate
competitive finance in the United States for domestic market credit.

In the case of Japan in the OECD, it has simply refused to con-
sider that alternative of abandoning its Export-Import Bank, con-
tinues to use mixed credits with respect to developing finance, and as
I’ve indicated, uses its low interest rates with Government mobiliza-
tion of credit for exports to the United States, as in the case of the
subway cars.

Representative Reuss. Let me then go backwards among the wit-
nesses. No doubt Mr. Branson can get to this later. Mr. Malmgren ?

Mr. Marmeren. If T may, Mr. Chairman, comment on this thought
of yours. I have followed this export credit debate for some time. I
did suggest to the European Community, the United States, and
Japan, about a year and a half ago, that one partial solution might be
to get the permission of the Japanese Ministry of Finance to let Exim-
bank use yen or to guarantee loans in yen for exports to the United
States to the other countries, for the British to do the same, because
the yen would be much cheaper and the exchange risk is really not
that important. Given the likely exchange risk, it would still mean
lower interest rates. That has been agreed, then. That will be announced
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very shortly. I think the Japanese had made a little breakthrough
there, to ease the problem of financing Exim by using yen.

Representative Reuss. That’s good. But it could be vitiated by their
goosing the export credits in yen, which they themselves give.

Mr. MaLseren. I agree, but there’s another piece to this which is
something—I’ve watched this MTA New York subway car episode.
It seemed to me quite ridiculous that exports from Japan and Canada
be financed by their governments to beat commercial bids in this
country. It seems to me the original purpose of the Exim credit con-
cept was to sell to countries that couldn’t afford to buy without credit,
namely, developing countries and the intermediate level countries,
but now it’s spilled over into the trade among the rich countrics, It
seems to me the undertakings in the QECD should rule out any official
credits between the rich countries, In other words, we don’t sell in
Germany with credits and Germany doesn’t sell here with credits. Tt’s
absolutely ridiculous to have subsidized trade among the rich coun-
tries. We don’t need it and it makes a mockery of commercial bidding.

So that would be a big breakthrough, also. But nobody’s trying to
do that right now.

Representative Reuss. That’s the trouble. That’s been on the docket,
but nothing happens.

Mr. MaLmoreN. We have cases—not only the MTA subway thing,
but, recently 30 Caterpillar tractors turned up in Florida on a big
project, It’s my impression the headquarters of Caterpillar didn’t even
know they were sold because they came from Europe on the European
government financing and beat out any domestic bid that was conceiv-
able. That sort of thing is absolutely nonsense,

Representative Recss. Would you agree, then, with my bumptious
suggestion that it wouldn’t be a bad idea if somebody in Ottawa men-
tioned that Congressmen like myself, who have stayed off U.S.-content
bills, and Mr. Shultze’s bill and others, cannot guarantee eternal purity
unless the Japanese are going to knock it off on their Exim financing?

Mr. Maraerex. I think, certainly, in regard to the trade with the
more developed countries. It must be remembered that over half the
Japanese trade is with developing countries. We think it all ends up
here, but it doesn’t., Most of it goes clsewhere, and for those countries,
given the predicament

Representative Reuss. I'll accept that.

_ Mr. Maraerex. I certainly think they should and in terms of sell-
ing to the richer countries. I think it should be terminated, period.

Representative REuss. Mr. Bergsten.

Mr. BerasTEN. Mr. Chairman, at the analytical level, I couldn’t agree
with you or Hal more. I think the kind of changes you have suggested
would help, but it is really the tail wagging the dog. I think, frankly,
it is a little unrealistic.

Two years ago Japan was running a current account deficit of $18
billion. These things change very fast, and to ask Japan or the United
States or anfy country which happens to be in big surplus at the moment
to get rid of its export financing facilities, I think it is not going to be
acceptable. However, what your point quite rightly does is reiterate the
absurdity of two things: The current exchange rate sitnation, and
therefore if properly used, I would think it could add to the willing-
ness of the Japanese to take the kinds of measures I've suggested or
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others have suggested and get the yen up to the 180-200 range in the
next 6 months; and second, it shows the absurdity of a whole inter-
national export credit system where all countries are extending credits
in their own currencies at their own national interest rates, whether or
not those bear any relationship to the underlying competitive situation.

If we’re going to have an export credit system, all countries ought
to extend their export credits and its SDR’s at the SDR Interest rate,
and that would take this crazy competition to a much lower level.

Representative Reuss. I agree that the arms race in export credits
is as silly as the arms race in arms. Nothing much seems to be done
about it. With Japan, we are faced with a stubborn, immediate fact
that all hell is going to break loose in this country, and in the world,
unless something is done about the level of J apanese exports—in our
case to the United States. That’s what we’ve got to look at first. And
this export credit spigot is turnable, on or off, and I don’t see why we
don’t say turn it off until either the deficit situation changes or until
further notice. , ‘

Mr. BeresTEN. Mr. Chairman, you have noticed in my testimony I
proposed a complete moratorium on capital outflows by Japanese
residents. One could include right in that outflows of trade credits,
and that would, in fact, kill two birds with one stone,

Representatives Reuss. I have a little problem, though. I have no
objection whatsoever to J. apanese credits to set up factories in Wis-
consin. I like them, T solicit them. I would immolate myself for them.
[Laughter.]

But what I don’t want is Japanese export credits. So I think we
should be surgical about this.

I didn’t mean to digress too long. So let’s hear from Mr. Bran-
son. I'm going to ask Congressman Richmond to take over until I
am able to get back.

Representative Ricuaonp [presiding]. Thank you.

Mr. Branson. .

STATEMENT OF WILLIAM H. BRAN SON, PROFESSOR, WOODROW WIL-
SON SCHOOL OF PUBLIC AND INTERNATIONAL AFFAIRS, PRINCE-
TON UNIVERSITY, PRINCETON, N.J., AND ASSOCIATED WITH THE
NATIONAL BUREAU OF ECONOMIC RESEARCH, CAMBRIDGE, MASS.

Mr. Branson. Thank you, Congressman. It’s a pleasure and a priv-
ilege to come and testify at the hearings before the Versailles summit.

I would like to begin by separating macroeconomic and monetary
problems from questions of underlying structure of U.S. trade; that’s
because I think while the current macroeconomic situation is dismal
and getting worse, the underlying structural adjustment that the U.S.
economy has gone through in the 1970’s I think has been rather more
successful than people in Washington or in general in the country
understand.

I certainly agree with the previous witnesses that 1.S. interest rates
are too high. The reason seems to me to be because the projected defi-
cits, not this fiscal year but into the future, are so large. The financial
markets can see that if the Federal deficit is going to run 5 percent
- of GNP 3 years from now, the Federal Reserve is going to have to
tighten on monetary policy enough to reduce investment in the United
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States to be 5 percent less than saving is a fraction of GNP, in order
to make room for that deficit, and the markets are anticipating that
kind of tightness in the long term interest rates.

The consequence of this, of course, is that the dollar is very strong,
probably overvalued, and U.S. budget policy seems to me to be the
basic problem. Europeans, though, have, I think, separate problems
that wouldn’t go away just if the U.S. fiscal and monetary mix were
adjusted. T think Mr. Malmgren noted that the Europeans are in for a
long period of difficulty and structural adjustment, and they have not
shown themselves to be very good at it in the past decade.

EXCHANGE RATE REALIGNMENT MAY NOT BE ANSWER

Now, I'm not as positive as the other witnesses here that exchange
rate realignment would be the key to straightening out the Japanese
trade balance problem. It was noted by the previous speaker that
there is a very high export to import ratio of manufacturers in Japan-
ese trade. I think Japanese imports are approximately 85 to 90 per-
cent raw materials. Their exports are approximately 75 percent manu-
factured goods. Basically, what Japan is doing in its trade is import-
ing raw materials, transforming it into final output and exporting it.

Now, given that trade structure, a change in the exchange rate will
not, for instance, induce substitution between imports and domestic
output because they’re not producing domestically what they import.
So one major channel of adjustment is cut off, due to the structure of
trade.

T think in this discussion we should remember that the current ac-
count, balance of any country is the excess of national saving over in-
vestment and the Japanese are, in terms of international comparisons,
high savers. And I’m not sure that exchange rate adjustment would be
the key to altering that situation. That makes it difficult to see exactly
what should be done in that situation, even if the Japanese were to
zgree that their excess of saving over investment is excessive.

You could argue that they should stimulate investment in order
to reduce that balance, but stimulating investment would mean easier
monetary policy and even more depreciation of the yen. So I am not
as confident as some of the others here that the yen exchange rate is
the central part of that problem. I think that looking at the balance
between saving and investment and asking should Japan be punished
for being an international saver should be kept in mind.

CHANGING STRUCTURE OF U.S8. TRADE

Tet me turn to the changing structure of U.S. trade and the adjust-
ment that’s gone on since the carly 1970%s,

I think that since the early 1970’ we have scen a major reorientation
of the U.S. economy toward producing and exporting capital goods
and importing consumer goods. And basically, as Mr. Malmgren was
saying, we should identify winners as well as losers.

The U.S. economy is not one big steel company about to go under.
The U.S. cconomy has a very strong position in world trade and cap-
ital goods, In 1980, the United States had an export surplus of ap-
proximately $45 to $50 billion in its trade and capital goods.
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Now, one of the key features of the expanding exports of capital
goods is that it is going—the expansion is going mainly to the develop-
Ing countries, not to the other industrial countries. In the period from
1973 to 1980, U.S. real GNP grew at about 2.4 percent a year. U.S,
real exports of capital goods total grew at 11.2 percent per year in
that same period. U.S. exports of capital goods to Latin America
grew at approximately 14 percent a year; to South Asia, 21 percent
a year; to Southeast Asia, 1614 percent a year.

So, the picture that we get, looking at the trade and capital goods,
1s total exports growing much faster than the U.S. economy and ex-
ports to the developing countries growing much faster than the total.
A ccnsequence of this has been that, while capital goods exports—of
capital goods exports, 30 percent went to the developing countries in
1970. About 42 percent go to the developing countries now. The other
side of that point has been growth in U.S. imports of nonauto, non-
food consumer goods; in other words, manufactured consumer goods,
from the developing countries ‘

Mr. Ricamonn. I call them beads and whiskey.

Mr. Bransox. OK. [Laughter.]

Again, in 1972 to 1980, while the U.S. economy was growing 2 to 4
percent a year, imports of consumer goods grew at about 6 percent, and
imports from those same countries that were taking our capital goods
exports grew faster than 6 percent.

And, in addition, the developing countries now provide 50 percent
of our imports of these goods; whereas, 10 years ago it was 25 percent,
There is still, if we look at the capital goods, consumer goods trade
with the developing countries, a large surplus on the U.S. side, but
we see increasingly a kind of structural change in which we export
capital goods, import consumer goods from the developing countries.

Now, there are several points, I think, that follow from this. One is
that there has been a structural adjustment in the U.S. economy that
goes largely unrecognized because the capital goods manufacturers do
not have the identity of a steel industry or an auto industry and they
don’t—therefore can’t speak with the same firmness of voice. But there
has been a reallocation of resources in the economy that has put the
United States in a relatively better position than Europe certainly,

EUROPEAN TRADE STRUCTURE STABLE

This kind of reallocation has not been happening in Europe. If you
talk to European economists about trade projections, they see no
change in the structure of their trade in the 1970’s. They don’t project
any in the 1980’. And the result of this is strong resistance in Europe
to imports from the developing countries and a tendency to be more
protectionist and more rigid.

DEVELOPING COMPLEMENTARITY BETWEEN THE UNITED STATES AND
DEVELOPING COUNTRIES

A second implication, I think, is that there is a concentration of
interest between the United States and the develoning countries that
has gone largely unrecognized. There is a complementarity that is
being developed, and its growth in the developing countries, both the
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newly industrializing countries of the 1970’s and the new newly indus-
trialized countries that might appear in the 1980, is in the U.S. in-
terest, That is where our markets are.

The European market is not going to grow. The developing coun-
tries are where U.S. exports are going to be going in the 1980’s. This
implies, I think, that in U.S. foreign cconomic policy more emphasis
should be placed on developing relationships with the developing
countries. If we combine the restructuring of U.S. trade with the likely
stagnation in Europe, one can even see the outline of a possible major
change in the balance of U.S. economic interest moving away from
close ties to the Europeans and towards closer ties with the newly in-
dustrializing countries.

So, I think that while the current economic situation is bad and
getting worse, the underlying structural adjustment that has been
happening in the U.S. economy has been pretty good. We have
absorbed a $76 billion oil deficit by generating a $25 billion agricul-
tural surplus and a $40 billion capital goods surplus. That says that
in terms of flexibility and reallocation of resources the U.S, economy
is in much better shape than certainly the European econormies.

Thank you, sir.

[The prepared statement of Mr. Branson follows:]
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PREPARED STATEMENT OF WiLLIAM H. BRANSON

The OPEC Surplus and US-LDC Trade

I. _Introduction and Summary

This paper explores the connections between the shift of world saving
toward OPEC and the changing structure of U.S. trade with the non-oil
developing countries. The basic point of the paper is that during the
1970's, the U.S. economy has become more interdependent through trade
with the newly industrializing countries (NICs) in the developing world.
U.S. exports of capital goods to these countries have grown rapidly, as
Ahave U.S. imports of non-food, non-auto consumer gooés. Thus the structure
of U.S. trade has been reoriented to become complementary with the rapidly-
growing developing countries, Formul;tion of U.S. foreign economic policy

should be sensitive to this change.

The basic facts are presented in tables in the paper. Tables 1 and 2
show the growth of the developing countries in the 1970's, which was not
slowed appreciably by the OECD recession. Table 5 shows the high level of
investment and rapid growth of the NICs, in particular. The extent of bor-
rowing by these countries is well-known, and the numbers are shown in
Tables 3 and 4. Essentially, the NICs borrowed the OPEC surplus, invested,
and grew. The changing structure of U.S. trade is shown in Tables 6 through
10. In Table 6 we see the shift of}U.S. trade toward surpluses in capital
goods and agriculture that approximately finance the deficit on energy.

In Tables 7 and 8 the growth of U.S. exports of capital goods to the de-

veloping countries is shown. From 1975-1980 these grew at an annual rate
of 11.2 percent in real terms. 1In 1970, 30 percent of U.S. capital goods
exports went to the developing countries; by 1980 the fraction was 42 per-

cent. In Tables 9 and 10 we see a similar development of U.S. imports of
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non-food, nen-aute consumey goods.

The paper interprets these changes as follows. The shift of world
saving toward OPEC effectively internationalized the supply of saving,
as OPEC places its surplus in the interpational finmancial system. The
NICs and other developing countries borrow the surplus and direct it to
domesti¢ investment. Investment in the NICs stimulates the demand for
U.S. capital goods. The reallocation of resources towards capital goods
production in the U.5. stimulates excess demand for consumer goods, which
appear as imports. Thus the rescurce shifts as the U.5. make its economy
more complementary to the developing countries, and perhaps mere cocpetitive

with Europe and Japan.

The structure of the paper is as follows. In section II we briefly
review models of interdependence, and argue that the channel that allocates
world saving to local investment is increasing in importance. In gec:ion
II1 we show the pattern of borrowing, investment, and growth in developing
countries. Then in section IV we discuss the changing structure of U.S,
trade. The numbers give the impression of an economy in the process of re-
source reallocation toward its comparative advantage in a world of inter-

action between financial flows and trade.
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I1. Models of Macroeconomic Interdependence

A basic argument of this paper is that the rise of OPEC as a supplier
of world saving has made growth in developing countries less dependent on
the OECD countries. In this section we will sketch the basic theoretical
framework for studying interdependence between the OECD (and U.S.) and the
developing countries (DCs). We will focus here on "mzcro-level" inter—
dependence, to draw a distinction with "structural interdependence" between
the U.S. and the DCs, which is discussed below in section Iv.

By interdependence at the macro level we mean interdependence of
aggregate variables such as GNP or the price level between countries
or region;.. At this level, interdependence can work through many channels.
Movements in demand in one country can spill over into demand for another's
exports, and this in turn can feed back into the country originating the
disturbance. There are in the economics literature models with various
levels of complexity that focus on trade as a channel of interdependence.
Examples are found in Robinson (1952) and Branson-Rotemberg (1980). We
will call these "demand side" links.

Another family of economic models focuses on the world allocation
of saving and investment through international capital markets. 1In the
extreme version of this model, with "perfect" capital mobility, all saving
flows into a world pool, and is then allocated to national investment
according to relative expected real rates of return. In this model an
increase in saving in the U.S. would show up as an increase in investment
in the developing countries, but increased investmént in the U.S. would
draw capital away from the developing countries. We will call this the

"supply~-side" link; a good recent paper giving a sophisticated version
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is Lipton-Sachs (1980). The rise of OPEC as a world investor with capital
seeking a high and safe return has increased the relevance of this model
in the 1970s.
AL Demand-side Links

To filiustrate the variety and complexity of interdependence through
demand-side links, we will summarize three fairly simple models that analyze
interactions between two countries. The first is a one-commodity purchas-
ing-power-parity model, taken from Branson-Rotemberg (1980). The second is
the two-commodity fixed-price model of Robinson (19532). The last is the
two-comrodity model with flexible prices of Branson-Rotemberg (1980). Even
in this 0vcrl; simplified nodel the complexities are apparent: it is quite
possible that an increase in demand in one area reduces putput in the
other!

1. One commodity with rigid wages

We begin by describing the simplest macro model that yields interesting
results for the effects of demand pelicy. We will just outline the argument
and summarize a results here. Technical details are presented in Branson-
Rotemberg (1980).

Think of a worid of two countries, each producing the same good
(the "schmoo"). Trade is free, so if the price of the good in the “foreign"
country is P*, the price the "home"' country must be P = eP*, The exchange
rate e simply translates the foreign price into the home price. Suppose
in the foreign country —- Western Europe is a good example -- veal

wages are fixed by indexation. But in the home country money wWages

99-735 0 - 82 - 12
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sre fixed by custoz or contract in the short run. Finally, let us make
the standerd assucptior that ecployers will expand output and ezplovment

if their output price rises relative to the wage rate.

Consider now what happens if demand is expanded, by monetary or
fiscal poiicy in Western Europe. This pulls up wages and prices there,
with no effect on output or employmén:, demand expansion is purely in-
flationary. But what happens in the United States? The expansion in
dezand in Western Europe spills over into demand for U.S. exports. As
U.S. prices rise relative to wage rates, output and employment rise.

Thus this demand stimulus in Western Europe is purely inflationary there.
It reduces the European trade surplus and the U.S. trade deficit. Fi-
nally, the expansion in Europe increases.output and employment in the
L.S. 1t is easy to see why the U.S. argued for demand stimulus in Europe

in 1976 and the Europeans resisted.

I1f, however, money wages were sticky in Europe as well as the U,S.,
the result would be different. The demand stimulus in Europe would raise
prices, output, and employment in both Europe and the U.S. The European
trade surplus and the U.S. deficit would be reduced. This is the model
the U.S. side of the 1976-78 discussion probably had in mind. Branson-
Rotemberg (1980) argue that it is not appropriate for most of Europe,

and Japan, where real wage rates tend to be more sticky.

What is the effect of growth in the developing countries in this
model? If growth rates increast autonomously in the developing world

(due, perhaps, to an improvement in policy or efficiency), demand for the
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exports of both the U.S. and Europe will increase. In Europe, with real
wage vigidity, this will {ncrease the trade surplus and inflation, but
not ecployment or output. In the U.S5., with sticky money wages, employ-

ment and output will rise, &s well.

2. Two com=olities with rigid prices

another model giving the same genefal and clear-cut result that a demand
expansion in one country raises output in the others through the trade chan-
nel is the two-country multiplier model of Romney Robinson {1952). 1iIn Rotin-
son's framework,.each country produces a8 different good, or bundle of goods,
but movements of relative prices are suppressed inm the analysis, to focus on
the Keynesian demand-side multiplier mechanism.

In the Robinson model, each country's imperts from the other dépends on
its own level of output {and income). Each country's exports are the cther's
imports. What is the effect of a policy-induced demand expansion in this
zodel? Suppose demand is stimulsted by fiscal or monetary policy in Europe.
This increases income 1n'£urope by a Keynesian multiplier mechanisz. This
raises European imports from the U.S. Income rises in the U.S. via a Keynesian
zultiplier. This, in turn, raises imports from Europe, starting & second

vound of multiplier effects.

The Robinson repercussion model is {llustrated in Figure 1. U.5. in-
come y is given on the vertical axis, and European income y. on the horizontal
axis. The y(y*) 1ine shows the dependence of U.S. income on Europe, and the
y.(y) line shows the dependence of European income on the ¥.5. Equilibrium

{ncome in both eountries is at the {ntersection of the two curves.



177

Fiscal expansion in Europe is illustrated by the ocutward shift in
y*(y). The movement in European incoze froz point zerc to point 1 is
the Keynesian expansion without feedback from the U.S. The movement
from point 1 to point 2 in the additional international trade multiplier.
This provides expansion in U.S. income, and a further increase in European
intome., Clearly the more sensitive each country's incoze is to movements

on the other, the greater will be the addition to the multiplier,

An increase in the exchange rate e, defined as units of home-currency
(y) per unit of fereign currency (y*)--a devaluation of y's currency--will
shift the y(yi) function up and the y*(y) function left, The devaluation
of a y's currency shifts would demand toward y output and away from y*.
This moves the equilibrium in Figure 1 up and to the left, raising v and
reducing y*. This is a stark example of a "beggar-thy-neighbor” devaluation

in ¥.

The Robinson repercussions medel is ghe basis for most thinking about
the demand-side link through trade. At its beginning, Project Link was &
many-countTy version of the Robinson model, for example. Hovever, even it
is more complicated than necessary. If prices are to be held constant,
there is not much point in iIntroducing twe goods, and one can think just as

well in terms of the one-commodity model in section A-1. If one wants to
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introduce two goods, then relative price changes should also be considered.
When the possibility is allowed, the situation changes substantially,
however.

3. Two commodities, flexible prices

The Robinson model yields clear-cut results for interdependence by
assuming fixed prices. In that case the international trade feedbacks add
to the standard Keynesian multipliers. However, the assumption of fixed
prices is crucial. In the last half-dozen years, several papers have noted
that with prices adjusting, the cross-country multipliers can become
negative: a demand expansion in one country can lead to a contraction of
output in another. Branson-Rotemberg (1950) argue that this may be an im-
portant element in the relations between the U.S. and the rest of the major
OECD countries (Europe and Japan).

We can see how this possibility arises just by studying labor supply
and demand in one country. Consider a situation in which each of two countries
specializes in production of one good, and they trade. The relevant price
level for producers on the demand side of the labor market is the price of
the home good P. However, workers consume both goods, the home good with
price P, and the import with price P*. The relevant price level for labor
supply decisions is the CPI, which is weighted average of P and P*. Thus
the demand for labor depends on P,; as P rises the demand for labor increases.
The supply of labor is responsive to both P and P*. When either rises, the
supply curve shifts up as workers demand higher wages. Equilibrium employ-

ment in this situation is shown no N, in Figure 2.

0
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D(P}

Figure 2: Labor Market Equilibrium
and the Terms of Trade
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Now consider what happens when demand rises abroad, pulling up P*.

This increases the CPI, and reduces the real wage labor receives. This
“terms of trade effect" shifts the labor supply function in Figure 2 up,
reducing employment and output at home. Thus it is possible that the demand
expansion in one country reduces output in the other through the terms-of-
trade effect. This theoretical possibility was noted by Argy and Salop
(1979) and Sachs (1979), and Branson-Rotemberg (1980) argue that it mav be

a reasonable characterization of reaction in Western Europe and Japan to ex-

pansion in the U.S.

The relevance of these results for interdependence between the LU.S.
and developing countries results from consideration of the US-Europe-Japan
relationship. Assume for a moment that most developing countries and the
U.S. have sticky money wages, but that Europe and Japan follow the model of
Figure 2. Then an expansion of demand in the U.S. could reduce output in
Europe and Japan. The total effect on demand for the output of the develop-
ing countries would be unclear; it would depend on the weights of the U.S.
vs Europe and Japan on their exports. Similarly, the effec; of an expansion
in demand in the developing countries on the U.S. would be unclear. The con-
tractionary result in Europe could outweigh the expansionary effect from the

developing countries.

These complexities and ambiguities arise in the simplest of models when
we consider carefully supply-side effects. Their empirical importance and rel-
evance for policy are nmot clear now; research in this area is only beginning.—
But at least this tells us to beware of reliance on simple demand-side

multiplier models of trade interaction.

_/1t is a principal focus of the research program in Comparative Macroeconomics
wvithin the Program in International Studies at the National Bureau of
Economic Research.
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B. Supply-side or Pinancial Market Links

The second major channel of pacro-level interdependence between
the U.S. and the developing countries is through the international al-
jocation of world saving tc national investment. I will call this the
"supply-side” link. Since saving is allocated to investment needs
through international financiel markets, we could slse call this the

“financial” or “saving-investment” channel.

WVhatever we na-: it, this is the internatioral financial wmechanisz.
that allocates world saving to domestic {nvestment. The rise of OPEC
as a world saver providing its surplus to the financial markets has
probably increased the importance of this channel in the 1870s, and may

make its implications crucial for the 1980s and beyond.

The basic mechanise is simple. Consider the extreme case of
“perfect' capital mobility with no artificial barriers to i{nternational
capital movements., In this case world saving.vould flow into one cen-
tral pool--the international capital market--and then be allocated to
investment in national economies according to differentigl real returns
and risks. The amount of investment any given €OuRtTY could
draw from the pool would depend on its real rate of return. If a major
country such as the U.S. significantly increased its demand on the sav-
ing pool, it would probably reduce the flow to the developing countries.
On the other hand, if {t increased saving it would increase the flow to
the developing ¢ountries. Let us briefly examine how this international
saving-investment link works to sofluence investment and growth in the
U.S. and in the developing countries, using & few examples of potentially

relevant events.



(a)

(b)

(c)

(d)

182

Increase in U.S. saving.

A policy that increases the U.S. saving ratio would increase the
world saving pool, and increase investment in developing countries

and in the U.S. by their marginal shares of the pool.

Increase in U.S. investment.

An increase in U.S. investment éould be achieved by increasing
the U.S. real rate of return, perhaps through tax incentives.
Through the world saving-investment channel, this would increase
investment in the U.S. and reduce investment in the developing
countries, holding world saving constant. Of course, through
the demand-side links this might be offset by an expansion of
income and saving in the U.S., which could alsé offset the ef-

fect through the saving-investment channel, but only partially.

Increase in developing country productivity.

This is the effect studied in detail by Lipton-Sachs (1980) in
their more sophisticatea model of ihé world saving-investment
mechanism. An increase in the real rate of return in developing
countries will shift the allocation of saving toward investment
in the developing countries, and away from investment in the

u.s.

Shift in world distribution of income.

The increase in the real price of oil shifted the world dis-
tribution of income from the U.S. and developing countries and

toward the oil-exporters. If we assume that the latter's
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saving rate exceeds those of the importers, which seems to be
the case, this will increase the world saving rate. Invest-
ment in the developing countries will then rise by their mar-
ginal share of the world saving pool. This seems to have been
an important effect in the 1970s, as developing countries main-
tained investment and growth rates by borrowing in the euro-
markets while the OECD world went inte stagnation. We will re-

view this evidence more thoroughly in Section III below.

In addition to the simple effect of an increase in world saving,
the shift of the locus of saving toward OPEC probably increased the im-
portance of the supply-side link by increasing the international mobility
of capital. The OPEC surplus tends to go to the Eurcomarkets which are
major suppliers of funds to the déveloping countries, In 2 sensé, the
shift toward OPEC has increased the degree to whicg saving and investment
are internationalized. This has weakened the dependence of developing

countries on bilateral links and OECD growth.

Each of the examples (a) - (d) discussed the effect of a single shift
in saving or investment. One could combine these to analyze the effects
of simultaneous shifts. In general, the results of combinations of events
in one area for growth in other areas of the world will depend on the
originating area's net draw on the world saving pool. If a change in
tax policy in the U.S. incrcases saving and investment, U.S. growth

will increase. If saving rises more than investment, the world saving
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pool will increase, on balance, and investment will rise in the de-
veloping countries. If an increase in efficiency in the developing
countries raises their saving and investment, their growth rates will

rise. The result for U.S. investment and growth will depend cQ whether
saving increased more than investment in the developing countries. Thus
an event can, in general, benefit all if it raises saving more than invest-
ment locally, adding to the world saving pool on balance.

III. Empirical Evidence from the 1970s

The demand-side model of section II-A would lead us to expect that
growth in GNP in developing countries would be closely tied to growth in the
industrial countries. The supply-side model of section II-B would shift
the focus of interdependence toward the international capital markets. It
would suggest more independence of developing country growth rates from
those of industrial couhtries, and more dependence in international saving
flows. Here we review the evidence from the 1970s, and conclude that a
shift toward thinking along the lines of the supply-side model is appropriate
for the 1980s.

A. Real Growth Rates and Terms of Trade

Table 1 presents a summary of global growth rates for the period
1950-77. 1In the data on GNP per capita, we see industrialized countries'
growth rising from 2.5 percent per year in the decade 1950-60 to 4 pe;cent
in 1960-70, and then falling back to 2.4 percent in 1970-77. The low-
income developing countries follow a roughly simflar pattern, although
their pattern within the 1960-70 decade was quite different from that of
the industrialized countries. It is interesting to note that the 1950-60
and 1970-77 relation between the growth rates of these two areas rates

is identical.



TABLE 1:

GLORAL CROWTH RATES,

19501077

Pﬂl‘lll:A‘I' roN

CROSS DOMFSTIC _PRODUCT.

GOP PER CAF{TA

INCOWE. CROUP /RECTOR/COUNTRY T950-60  1960-A% 196470 1970-77 TOW-RN 19K 116N SRINCTT | 1950-60 16k h5 198570 1970-77 |
DEVELOPING COUNTRIES 2.2 2.4 7.3 2.4 ) 5.6 6.4 $.7 2.1 3.1 1.8 3.2
CAPITAL-SURPLUS OIL-EXPORTING COINTRIPS | 2.3 3.2 1.7 a1 - - 17.0 (%) - - 7.2 3.0
INDUSTRIALIZED COUNTRIZS 1.2 1.2 0.9 0.8 3.0 5.3 6.9 3.7 2.8 6.0 4.0 2.4
CENTRALLY PLANKTD ECOMOMTES 1.7 1.0 1.6 1.4 - 5.2 1.0 6.4 - AR 6.7 3.6
A, DEYELOPING COURTRIES BY INCOMP GROUP
LOM TRCORE 2.0 2.4 7.4 2.2 1.8 3.8 5.3 a0 1.8 1.4 7.0 1.1
®IDDLE TNCOME 2.4 .5 2.3 2.8 5.3 6.1 5.6 6.0 2.8 3.5 4.0 3.4
B. DFYELOPING COUNTAIES BY RECION
ATRICA SOUTH OF SANARA I8 ] 2.9 2.5 2.1 1.6 5.0 X LK) 1.1 2.4 1.3 0.9
MIODLE. ZAST AND WIRTH APRICA 2.4 2.6 .1 2.7 5.1 [ 9.4 7.1 2.6 3.7 5.5 .
FAST ASTA AND FACLPIC 2.4 2.;, 2.5 2.2 5.2 5.5 8.0 a0 2.8 2.8 3.4 s.?
SOUTH ASTA 1.9 2.4 2.4 2.2 3.8 % “.9 1.2 1.8 1.9 7.4 1.0
LATIN AMERICA AND TAE CARIBRZAN .8 2.8 2.1 2.1 5.1 5.2 6.1 6.2 2.4 2. 13 3.4
SOUTHFRN FIRnPE 1.9 1. 1.5 L 6.1 7.8 6.5 5.1 8.3 6.0 5.0 LN

SOIACP: Vorld Tablen, IBAD,

681
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“he middle-income developing countries exhibit a quite different
stiern, hovever. Their per cap-ita growth rate ro:sc from 2.8 percent
in the 1930s to 3.5 end 4.0 percent in the first and second halves of
the 1960s, respectively. It then fell to 3.4 percent in 1970-77.
Thue in the 1950s the middle-irncome countries grev.; at a 2.8 percent
rate when ‘Lhe industrial countries grew at 2.5 percent. However, in
the 1%70s, the middle~-incone cowntries grew at 3.4 percent with an
industrial country growih rate of 2.4 percent.

In the breakdown in the bottom half of Table 1, we see that the
slowdown in the 1970s in the industrial countries was followed in
Africa, South Asia, and Southern Europe, but not in East Asia or
latin America. This is consistent with the middle-income vs. low=

income experience.

More detail on growth of real GXP is given in Table 2. There

we see that the 1974-75 recession in the industrial countries was
followed by the African countries, and perhaps with a year's lag in
latin America. Oil-importing developing countries, as a’'group, show
a mild growth slowdown in 1974-75, in contrast to the industrial
country recession.low-income countries experienced the slowdown in
1974, and manufactures importers in 1975. But in general, the data
show much more stable growth in real output in the oil-importing
developing countries than in the industrial c_ountries in the 1970s.
At' the bottom of Table 2, we show fluctuations in the terms of
trade in the industrial countries, OPEC, and non-oil developing
countries. In 1974 we see the jump on the OPEC terms of trade,

reflected in a drop in the other two areas. The recession of 1975 in
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‘the industrial countries ralsed their terms of trade by 2.5 percent,
at the expense of OPEC and the non-o0il developing countries. The
recovery of 1976-77 in the industrial countries reduced their terms
of trade, to the benefit of the other two. 1In every year from 1975
to 1578 the non-oil developing countries' terms of trade .moved in the
opposite direction to the industrial cowmtries! ,

The dﬁta of Tables 1 and 2 suggest the following generaliza-

tions. ‘

{a} In the 1%70s, fluctuations fn output in the industrial
countries caused similar fluctuations in non-oil developing
cowmntries' terms of trade.

(®) Fluctuations in real output in the non-oil developing
countries were much smaller than those in the industrial

countries.

{c) The middle-income developing countries seemed less sensitive

to output fluctuations in the f{ndustrial countries than were
the low-income countries.

These generalizations imply that in the 1970s middle-income
developing countries were able to stabilize outpur growth relative to
industrial countries' fluctuations, which showed up in movements in
the terms of trade. This would be consistent with the supply-side
model. However, the behavior of the lowv-income countries seems

relatively more consistent with the demand-side model.



TABLE 2: Growth of Real GNP and Terms of Trade

Change from Preceding Year

Avg. to 1972 1973 1974 1975 1976 1977 1978 1979 1980
Real GNP
Industrial a
Countries 4.8 6.3 0.7 -0.6 5.2 3.9 4.0 3.7 1.2
Non-0il Developing
Countries
Areas b
Africa 5.0b 3.6 6.9 1.9 4.2 1.4 2.2 3.2 4.9
Asia b.ﬁb 5.4 4.0 6.1 6.4 6.4 8.3 3.3 3.5
Middle East 7.6b 5.1 3.2 4.8 3.7 5.8 8.0 6.3 5.1
Western Hemisphere 7.2 8.3 7.2 2.8 4.6 4.4 4.6 6.5 5.8
Groups b
0il Exporters 6.0b 7.5 6.1 5.3 4.8 3.2 5.8 7.1 6.7
011 Importers 5.8 6.0 5.5 3 5.5 5.1 5.5 4.5 4.0
Manufactures b
Exporters 8.1b 9.6 6.6 3.4 6.1 5.1 5.2 6.5 4.7
Low-income . J.Iah 2.9 3.2 5.7 3.4 4.7 6.0 0.2 3.1
Other 5.5 4.1 6.0 2.6 6.4 5.4 5.6 4.1 3.4
Terms of Trade
Industrial a
Countries 0.21 ~1.7 -11.7 2.1 -0.8 ~1.2 2.8 -3.1 -6.7
0il Exporters 0.5 13.4 138.3 -5.4 5.0 0.6 -10.8 27.8 41.8
Non-0il Developing a
Countries -0.3 6.5 -6.9 -8.9 2.2 6.3 -5.6 -0.5 -3.1

Notes: a. Compound annual rate of change, 1962-72

b. Compound annual rate of change, 1967-72
c. Excludes China.

Source: IMF Annual Report, 1981, Tables 1, 2, 5.

881
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B. External Borrowing

The data on external berrowing by developing countries in the 1970s
suppert this conclusion. Over the period since 1873, the cunulative deficit
of the DCs has approximately equalled the cumulative surplus of OPEC. The
data are shown in Table 3, borrowed from Colin Eradford (1981). The cum-
ulative OPEC surplus is $453.8 billion, and the cumulative DC deficit is
$415.9 billion. Thus in effect, the developing countries borrowed the
OPEC surplus.

Details for borrowing by the newly industrializing countries (KICs)
among the developing countries (DC-NICs), and a group of countries iden-
tified by Bradford (1981) as "next tier" NICs are shown in Table 4.

There we show external public debt in billions of dollars and as a per-
cent of GNP, and the debt-service ratic, in 1970 and 1978 (end of year)
for low-income and middle income countries.

Among the 38 countries listed by the World Bank as "low-income,"

India, Pakistan, and Indonesia were by far the major international deEEgEi_l:i)

in 1979. Their total of $37 billion in 197 'was about 63% of the aggregate

$57 bxll.on for lo& 1ncome LOLrtrxes, the next largest low—xnco 2c debtor
in 1979 was Zaire, with 53 8 bxllxon.
In 1970, India, Pakistan, and Indonesia together owed $13.4 billion
out of an aggregate of approximately $17 billion for the low-income countries.
Thus during the 1970s, among the low-income countries the debt of these
"big three" {ncreased from $13.4 to $37 billion; the debt of the rest of
the 38 countries increased from about $3.6 billion to $19 billion. While
India, Pakistan, and Indonesia remained the major borrowers, Internatinal

debt finance showed a significant increase among the rest of the low-

incowe group.

356-735 0 -~ 87 - 13
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TABLE 3:

Summary of Current Account Balances: 1973-1981

(In Billions of U.S. Dollars)

1673 1974 1975 1976 1977 1978

TOTAL
1979 1980 1981 1974-1981

6.6, 67.8 35.0 40.0 31.1 3.3

S11.5 -36.8 =46.5 -32.9 -29.6 -37.1

(54.3%)(132.9%) (82,3%)(95.2%) ~—

19.3 . -12.4 17.1 - 2.1 =-5.5 30.1

18.3%) — (5.3 (17.9%) —

68.4 112.2 96.0 453.8

-56.1 - 80.4 -96.5 -415.9

(82.0%)(71.77) (100%)  91.6%

-10,7 - 44.0 -29.5

(15.6%) (39.2%) (30.7%)

Source: International Moneta .
> ;o Ty Fund, World Economic Outl
Paper No., 4, Washington, D, C., June, 1981, Table 14, p, 123. 2oks Occasional
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JABLE 4: EXTERNAL PUBLIC DEBT AND DEBT SERVICE RATIQS
Country or External Public Debt Debt Service
Group $ billion % of GNP Ratic @
1570 1979 1970 1879 1870 1978
bC-Ni€s
Lov-income
Iindia 7.9 15.6 14.8 12.3 20.9 9.5
Middle-Income
S. Korea 1.8 14.7 20.9 24.5 19.4 13.5
Tefwan® 0.6 2.9 10.6 12.1 4.5 4.k
Hong Keng .0 .4 0.1 2.2 0.0 0.0
Singapore G.2 1.3 7.9 14.8 0.6 .3
Brazil 3.2 35.1 7.2 17.7 12.4 34.6
Argentina 1.7 8.7 1.6 8 21,5 15.5
Mexico 3.2 28.8 9.7 26.5 24,1 84.1
NEXT TIER
Low-income
Indeonesia 2.4 13 27.1 28.3 6.9 13.4
Pakistan 3.1 8.0 30.5 38.5 23.6 12.0
Middle-income
Malaysia 8.4 3.0 10.0 15.4 3.6 4.7
Philippines 0.6 5.2 9.2 17.3 7.5 12.8
Thailand 0.3 2.7 4.9 $.3% 3.3 4.2
Columbia 1.2 3.4 18.1 12.6 11.6 12.5
Notes:

a. Ratio of debt service to exports of goods and services

b. Data for Talwan are for 1570 and 1978, since Taiwan does

the 1981 World Development Report

Source: World Development Report, 1981

not appear in
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The really major borrowers in the 1970s were, however, the 52
countries listed by the World Bank as "middle-income." Their total
external public debt was approximately $250 billion at the end of 1979.
These countries all show major debt expansion in the 1970s as they

borrowed to finance investment and growth.

C. Investment and Growth

The data on investment and real GDP growth in the NICs and record-
tier NICs, are summarized in Table 5. We show growth rates of real GDP
and gross domestic investment for the decades 1960-70 and 1970—79.-/
Investment as a percentage of GDP is shown in the last two columns for
1960 and 1979.

In more than half the countries in Table 5, the growth rates of real
GDP and real investment rose in the 1970s relative to the 1960s. 1In almost
all cases, the growth rate of investment was larger than that of GDP in
the 1970s. And in all cases the investment - GDP ratio was larger in 1979
than in 1960, usually showing a big increase.

The data thus show a substantial rise in investment in the NICs and
next-tier countries in Table 5, financed by the increase in borrowing
shown in Table 4. These countries borrowed the OPEC surplus and invested
it. The result was a maintenance or increase in growth in the 1970s in

the face of~the OECD slowdown.

_/Note that Taiwan is not in Table 5 since it no ionger appears in
World Development Report tables.
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TABLE 5: Growth of GDP and Investment (averape annual rates)

Country or Growth of GBP Crowch of Investwent Investment as of i of CD?
Group n360-70 1970-79 1960-7¢ 1970-79 1980 1879
LDC-NICs 13
Low Income ’
india 3.4 3.4 5.5 5.8 17 24
Middie-Income
S. Korea 8.6 10.3 23.6 14.9 11 35
Heag Neng 1.0 9.4 6.9 12.3 18 28
Singapore 8.8 8.4 20.5 6.0 11 33
Brazil 5.4 8.7 7.0 10 22 23
Argentina 4.2 2.5 4.1 i 22 26
Mexico 7.2 5.1 9.6 & 29 28
NET TIER
low income
Indonesia 3.6 7.6 4.6 14.8 4 23
Pakistan 6.7 4.5 6.9 C.6 12 18
Middle-income
Malavsia 6.5 7.9 7.2 1C.3 14 25
Phillppines 5.1 6.2 8.2 10.6 16 29
Thailend 8.2 2.7 15.8 7.7 16 28
Colombia 5.1 6.0 4.5 5.5 21 24

Source: World Develcpment Reperr, 1§81
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IV. Structural Interdependence Between the U.S. and Developing Countries

During the 1970s the US and the developing economies, especially
those which are rapidly-growing and industrializing, have
developed another type of interdependence, vhich we will call
“gtructural 1nterdépendence.' This is the type of 1nteraependence
contemplated by classical or neo-classical trade theory, in whicb
econonies specialize along lines of -comparative advantage in produc~
tion, and then trade with each other to obtain a diversified consump-
tion bundle. 1In standard trade theory, all goodé are final goods, so
complementarities are achieved by specialization in production of
final goods.

In U.S. trade, however, there is5 an increasing trend toward
specialization in production of capital goods, chemicals, and agri-
cultural product, in exchange for imports of fuel, autos, and con-
sumer goods. These trends are documented in Branson (1980). A
surmary is provided in subsection A below.

In {ts trade with developing countries, the U.S. has rapidly
groving exports of capital goods and imports of consumer goods. As
the developing countries industrialize, they import U.S. capital
goods. In 1980 the U.S. surplus on trade in capital goods reached
approiimately $45 billion. In exchange, the U.S. imports final
consumer goods. This is an example of comparative advantage at work,

t
making the two sets of economies structurally complementary, or
interdependent. The result is increasing efficiency, in general, but
'if the process moves too quickly it can generate significant adjust-
ment costs.

In subsection B below we look at the growth in capital goods
exports to developing countries, and in subsection C we look at U.S.

consumer goods imports. Section D summarizes.



195

A, The Composition of U.S. Trade

At the end of World War 11, the pattern of LU.S. trade was distorted
by the fact that industrial‘capacity had been significantly reyuced in
the other major advanced countries. Trade in consumer goods provides a
good example of this distortion. 1In every year from 1925 to 1938 the
U.S. was 8 net imperter of consumar goods. But in 1946 the U.S. emerged
from the war as a net exporter, and in 1947 the surplus on consumer
goods was §1 billion. As industrial capacity was rebuilt in Europe anc
Japan, the surplus shraank steadilv, and in 195% che U.S. agzin becave a
net importer, with a deficit in consumer goods thot has zrown steadily
since then. }his examrle 1s typical of the pattern we see in the
long-run data on the composition of rrade. During the years since 1950
the composition of U.S. trade has moved back toward its longer-run base
of comparative advantage. By the mid-1960s we see growing surpluses in
trade in capital goods, chemicals, and agriculture, ané deficits ip con-
sumer goods and non-agrigcultural industrial supplies and materials. Trade

in automotive products switched from surplus to deficit in 1968. The

evolution of the composition of U.S. trade is discussed in detail in
Branson {1980).
The U.S. trade position in 1980 is an extension of the trends

detailed there; it is summarized in Table 6. There we show
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TABLE 6: U.S. TRADE, 1979-80

($ billions, annual rates)

i 1979 1980
Category Exports Imports Balance Exports Imports Balance
Total 187.5 211.8 -24.3 227.3 249.3 -32.2
Agricultural 35.6 17.4 18.2 42,2 18.1 24,1
Non-Agricultural 151.9 194.4 -42.5 183.1 231.2 -4£.1
Non-Agricultural
Industrial supplies
and materials 52.1 110.4 ~58.3 64.8 134.5 -69.7
Petroleum 2.0 60.5 -58.5 2.8 78.9 ~76.1
Chemicals 14.5 4.5 10.0 17.8 5.2 12.6
Capital Goods 58.8 24.6 34.2 74.1 30.3 43.8
Autos 18.2 25.5 -7.3 17.3 27.1 - 9.8
Consumer Goods 12.8 30.6 -17.8 16.7 34.4 -17.7
Military 3.0 - 3.0 3.3 - 3.3
Other 7.0 3.3 3.7 8.9 4.9 4.0

Source: Survey of Current Business, 6/81,

Table 3 of"U.S. International Transactions, First Quarter 1981"
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U.5. trade in 1979 and 1980, by major end-use categories. The

patterns of surpluses and deficits are instructive.

The surpluses in capital goods and chemicals have grown since the
period just after World War 11. 1These are'clear areas of corparative
advantage. The deficit on consumer goods we already have discussed;
that on autos has existed since 19¢8, The deficit on petroleur is ob-

vious, and the agricultural surplus became a major elerent also around

1874.

If we aggregate the data slightly differently, we see more clearly
the post-1974 adjustment in U.S. trade. 1In 1979, the deficit on trade
in petroleum of $58 billion was substantially offset by surpluses of
$18 billion in agriculture and $16 billicn in non-petroleum manufac-
tures, leaving a net trade deficit of $24 billion. 1In 1980, the petro-
leum deficit was $76 billion, but the agricultural surplus was $24 billion
and the manufactures surplus was $30lbillion, leaving a net deficit of

$22 billion.

Thus the petroleum deficit is largelv offser bv surpluses in agri-
culture and manufacturing. Within manufacturing thérc is a clear divisior
by compararive advantage, with a very large and growing sufplus in capital
goods and smaller but significant deficits on consumer goods and autos

and 8 surplus in chemicals. 1In its trade in manufactured poods the U.F.

is becoming increasingly specialized along lines of comparative advantage.
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The U.S. economy has responded to the oil price increase, which is
generating a $76 billion deficit by 1980, by expanding its trade sur-
- pluses along its lines of comparative advantage. The deg;ee of adjust-
ment is indeed quite remarkable; by 1980 the total trade deficit was
$22 billion.‘ The movement in the real exchange rate helped, improving

the U.S. competitive position. Thus it appears that adjustment has

worked well in the U.S.
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B. U.S. Exports of Capital Goods to Developing Countries

A striking development in U.S. trade in the 1970s was the
acceleration of growth in capital goods exports and the surplus in
trade in capital goods, vhich was nearly $45 billion by 1980. During
the mid~19705 there was a3 quanium jusp in U.S5. exports of capital
goods to oil exporrers and to industrializing developing countries
{Rransor (198D), p. 220]. Growth in capital goods experts to these
cowmtries continues to increase, and should provide an area of
strength for U.S. trade on the 1980s. Rapid growth in manufacturing
capacity in the developing cowntries is clearly good for the exercise

of U.S. comparative advantage in capital goods exports.

Table 7 presents data on U.S. exports of capital goods, in
constant 1979 dollars. Table 8§ presents the growth rate summary of
the data jn Table 7. In Table 7 we sece rapid growth in spurts through-
out the period since 1965. The period 1965-72 saw fairly steady growth
from $13.6 billion to $24 billion (1979 dollars). Then there was a jump
in three years to $43.5 billion in 1875, a pause to 1977, and then an-
other jump to $67.2 billion in 1980.

The data for exports to the developing countries show differing
patterns of growth in the 1970s, To Latin America we see a doubling
of exporrs in 1972-75, a pause,and another jump in 1977-80. The major
period of growth in exports to the Near East ended in 1976. The
growth in Sourth Asia has been irregular, with a surge in 1976-80.
Southeast Asia rgsembles Latin America, with the jump in 1972-75, a

pause, and another jump in 1977-80. A peak in Africa was reached



TABLE 7: U.S. EXPORTS OF CAPITAL GOODS (TOTAL) (1979 § MIL!.TON)a

uU.s.

Total Lacin Near South " S.E.
Yeur Exports America East Asia Asia Africa
1965 13600.1 2065.6
1966 15025.3 2379.2
1967 16575.0 2533.3 492.0 362.8 986.6 744.0
1968 17690.8 2823.8 615.3 271.9 1112.1 854.1
1969 19165.5 2880.2 640.1 192.3 1217.1 993.0
1970 21783.5 3262.9 633.1 326.8 1323.6 1055.0
1971 22094.9 3106.2 883.9 325.3 1518.1 1176.4
1972 24005.8 3657.3 1609.8 260.8 1758.0 1106.9
1973 30670.9 443i2.2 1269.2 177.9 2605.2 1441.4
1974 39968.6 6122.9 2060.2 374.3 3560.8 1779.9
1975 43527.9 7241.3 3686.6 410.2 3873.5 2629.3
1976 44517.4 7169.5 5113.0 394.4 4144.3 2901.5
1977 43697.2 6926.5 4717.9 410.7 4244.0 2700.9
1978 48745.3 8004.6 4841.2 462.3 4701.1 2536.2
1979 57563.8 972%.4 4401.1 670.0 6528.5 2457.0

6 4438.4 776.4 8260.3 3121.5

1980 67246.2 11555,

002

Ypata were deflated using the U.S. dwplicic deflator for durable goods.

Source: Department of Commerce



TABLE 8:

U.S. FXPORTS OF CAPTTAL GOODS, TOTAL (ANNUAL_AVERAGE CROWFH RATES)

u.s. lLatin Near South S.E.

Year Total America Cast Asia Asia Africa

1965-70 9.4 9.1 - - - -

1970-75 13.8 15.9 35.2 (] 21.5 8.2

1970-73 11.4 10.0 23.2 -20,2 22.5 10.4
- 1973-30 11.2 13.8 17.9 21.0 16.5 11.0

1975-80 8.7 3.3 3.7 12.8 15.1 3.4

Source: Table 7

108
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in 1976, with a jump in 1980. The general impression is that exports of
capital goods to the Near East and Africa follow jumps in the oil price,
and that exports to Latin America and South and Southeast Asia are tied
to growth in manufacturing output in those areas. In 1970, exports to
the developing areas shown in Table 7 were 30 percent of total capital
goods exports; in 1973 this share was.32 percent, and by 1980 it was up
to 42 percent.

Table 8 gives the growth rate summary for total capitel goods.
Let us focus on the period 1973-80. During this period U.S. real GNP
grew at an annual rate of 2.4 percent. In Table 8 we see that total capital
goods exports grew at 11.2 percent, substantially faster than total
real demand. Since the share of exports to developing countries was
rising over the period, they were growing faster yet. As we run across
the columns in Table 8 for 1973-80, we see that exports of capital goods
to each developing-country area except Africa grew faster than the total.
Thus in the 1970s growth in capital goods exports was much faster than
growth in total U.S. demand, and the share of the develeping countries
as a market for capital goods exports grew. Growth in manufacturing
capacity in the developing countries, based significantly on international

borrowing, appeared as demand for exports of capital goods in the U.S.
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C. U.S. Imports of Consumer Goods frow Developing Countries

U.S. imports of non-autcmotive consumer goods have alse grown
inecreasingly rapidly in the 1970s. By 1980 the overall defigit in
trade in this category was $18 billion, swell in comparison to the
capital goods surplus, but srill significant. U.S. fmports froo
developing countries grew from 25 percent of total non—autemotive
consuzer goods imports in 1970 to 52 percent in 1980. Thus as U.S.
imports of consumer goods from developing countries grew in the
1970s, U.S. exports to them provided the basis for expanding these
consumer good industries. To some extent, the growth of consumer
goods imports in the U.5. released resources to provide for the
expansion of capital goods exports. The U.S. econemy becare
increasingly interdependent with the economies of the develcping

countries through this pattern of growth in trade.

Table 9 presents the data in U.S. imports of non-automotive
consumer goods, in constant 1979 dollars, and Table 10 gives the

growth rate sumsary of the data in Table 9.

In Table 9 we see fairly s:éady growth in total imports of

non-automotive consumer goods except the recession year of 1975 and

the growth recession that began in 1979. In the data for imports
froo latin America we see a quadrupling from 1970-74, a drop in 19735
and more gradual growth since. Imports from the Near East and South
Asia show stesdier growth paths, with South Asia the steeper. I=-

ports from Southeast Asia doubled from 1970-74, paused in 1973, and



TABLE 9: U.S. IMPORTS OF CONSUMER GOODS (NON-FOOD, NON-AUTOMOTTVE (1979 SMILLION)a

u.s.

Total Latin Near South S.E.
Year Imports America Fast Asia Asia Africa
1963 7311.9 117.3
1966 8351.8 140.9
1967 8813.1 180.6 169.3 55.5 1172.1 165.2
1968 10690.3 236.8 210.7 71.8 1594.2 172.8
1969 12439.6 285.4 222.8 78.2 2088.8 164.9
1970 13795.0 372.3 208.6 78.2 2590.4 145.2
1971 15145.4 457.8 230.7 84.7 3046.3 220.4
1972 19616.2 685.0 308.3 129.8 4237.7 248.6
1973 20810.9 1033.0 368.1 165.3 5065.3 308.2
1974 20374.2 1565.3 318.2 222.7 5124.7 246.8
1975 17620.4 1186.4 304.6 276.5 4881.7 565.4
1976 22860.8 1401.3 384.3 336.3 7629.0 560.3
1977 26498.3 1558.1 493.1 398.4 8864.7 731.9
1978 31153.9 1758.5 594.2 631.6 10846.7 779.9
1979 30269.3 1868.6 528.3 588.4 10877.4 1136.3
1980 31618.1 1885.0 577.9 613.2 11547.6 1654.3

a. Data are deflated using GNP Implicit Price Deflator for nendurable gonds.

Source:

Commerce DNept.

¥02



TABLE 10: IMPORTS OF CONSUMER GOODS, {(NON-FOOD, NON-AUTOMOTIVE)
(ANNUAL AVERACE_GROWTH RATE)

U.s. South Neat South S.E.
Year Total America East Asia Asia Africa
1965~70 12.7 23.1 - - - -
1970-75 4.9 23.2 7.6 25.3 12.7 27,2
1970-1973 13.7 34.0 18.9 24.9 23.4 25.1
1973-80 6.0 8.3 6.4 18.7 11.8 V 264.0
1975-80 11.7 9.3 12.8 15.9 17.2 21.5

Source: Table 9

G02
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then doubled again to 1980. 1Imports from Africa increased six-fold
over the period 1970-80. The share of the LDCs in total U.S. imports
of non-automotive consumer‘goods ran from 25 percent in 1970 to 33
percent in 1973 and 52 percent in 1980. Their total of $16.3 billion
in 1980 was much less than U.S. exports of capital goods to them —-
$28 billion in 1980.

The growth rate summary of Table 10 shows U.S. total imports of
non-automotive consumer goods growing at an annual rate of 6 percent
1973-80, again faster than total real demand. Imports fror each
developing country area grew substantially faster, as their share
increased. Thus as manufacturing capacity grew in the developing

countries in the 1970s, their output found a market in the U.S.

D. Summary

In its trade with developing countries in the 1970s, the U.S.
has become increasingly complementary and specialized. The overall
composition of U.S. trade, reviewed in subsection A, has moved in-
creasingly toward export surpluses in capital goods, agricultural
goods, and chemicals, with deficits in autos, consumer goods, and
fuels. By 1980, the U.S. had surpluses on the order of $25-30 billion

on manufactured goods and agriculture.
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In its trade with the developing countries, the U.5. is increas-
ingly an exporter of capital goods and an importer of consumef goods,
with a surplus on this exchange of about $26 billion in 1980. This
fits well with basic notions of comparative advantage, and it
reflects an efficient re-allecation of resources in the U.S.

This increase in structural interdependence with the developing
countries also fits nicelv into the picture of interdependence at the
macro level. As the industrializing developing countries borrow in-
ternationally to finance growth, they buy capital goods from the U.S.
In turn their manufactured consumer goods find a market in the U.S.
The picture of interdependence through capital markets and through
industrial structure is consistent and probably efficient in the long

TUun.
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Representative RicHamonp. Thank you, Professor Branson.

Mr. Bergsten, it is a pleasure to have you here. You were one of the
finest officials in the Cabinet in the Carter administration. So it was &
pleasure to listen to you because you are so smart. All of you—Mr.
Malmgren, Mr. Fox, and Professor Branson. We have got a really
good panel today.

Let me throw out a lot of different issues which concern all of us,
and perhaps if I throw out five different issues then we can go back
and whichever gentleman feels like answering them can answer them.

Mr. Branson, I listened to your testimony. You think that we are
temporarily in a slump, but you think we will get out of it. You also
think we ought to develop better relations with developing countries.

Certainly General Haig’s attempt to mediate the Falklands did
more to hurt our relations with developing countries than anything we
have done in the last decade. Tt was a totally no-win situation. He
couldn’t win in either case. The thing should have been handed to
the Secretary General of the United Nations. As a result, now the few
developing countries that did like us in South America are virtually
going out of their way to ban American goods.

We, to this day, don’t have a really intelligent policy on the one
market that you indicated is available; namely, the market of the
developing countries, You say we are in a temporary decline,

1 wish what you said were true, exeept you find that machine tool
orders this year, which should be 150 percent above what they were
last year—because last year orders were abysmally low—and this year
they are 50 percent of last year.,

T.8. FACTORIES NEED REVITALIZATION

Now, American corporations must begin retooling and we have to
begin realizing that the major enemy we have in the entire world com-
mereially is Japan, which will be the No. 1 industrial power in the
entire world in 1983. American industry has to somehow or another
stop scrounging around and stop looking for acquisitions just to pump
a few extra dollars into their treasurics. Qur Government has to form
some kind of reconstruction finance corporation. If we had an RFC,
United States Steel would have been told, “OK, you can’t buy Mara-
thon O1il because Marathon Oil doesn’t need you, and there is no way
that if you will buy Marathon Qil you are going to help the gross na-
tional product by one single dollar. Take the $6 billion, put it into your
own antiquated mills, We will give you another $X billion at 20 years
at 9 percent.”

Then United States Steel would have, say, $12 billion with which

they can start modernizing their steel mills, which are in deplorable
condition, For the world’s greatest steel making power to be in such
a decline is an international embarrassment. I§cm we are spending
a $1.5 trillion building up our Defense Department. How can you go
to war if you don’t have modern steelmaking capacity and modern
shipbuilding capacity ? It boggles the mind that we ship our copper ore
to Japan to be refined and the Japanese ship us back ingots.
_ And our Government has no industrial policy. No one is even think-
ing of an RFC. No one is even thinking of saying to the presidents of
corporations, “OK, you want profits, fine. You invest your own money.
We will back you up some with ours.”
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Mr. Bergsten, we were discussing the Japanese budget deficit. We
have got to realize there are two types of deficits in this world. One is
the very sick, cancerous deficit which we in America are generating.

There is no way the President’s budget can pass with something like
$110 billion of deficit. We as businessmen, Mr. Malmgren, .we know
what happens when businesses are at a loss. We clean house. So instead
of saying, “This year my tax bill will probably be $40 million or $20
millien,” you said, “To heck with it, my earnings aren’t as good as
they were last year. I might just as well clean house and only pay $10
million in taxes.”

So, my feeling is that due to the increased unemployment ; and I ex-
pect unemployment is going to get to 10 percent next month, officially.
In my opinion, if you consider people employed on a part time basis,
for example, our unemployment in the Unifed States is much closer
to 12 percent than 10 percent.

We must recognize the fact that this deficit, whatever budget these
two bodies finally pass, won’t be true because the tax income won’t be
there. T am expecting the deficit this year of $185 billion.We know
American people are only saving $200 billion. Then where is the
American businessman supposed to get some money to retool?

Now, I know most American managers would like to improve the
quality of their factories. They would like to robotize. They would
like to automate. They would Iike to put in whatever quality control
devices are necessary. They would like to conveyorize. But all of that
is incredibly expensive.

Now, who can go out today, Mr. Malmgren, who can go out today
and pay 18 or 20 percent interest for a new lathe, a new conveyor
system? Who is willing to put up $10 million for a conveyor job even
though it will save employees, keep the merchandise from getting itself
nicked and cracked and keep the quality up? Who is willing to pay $2
million a year in interest for the privilege of having that conveyor
established ¢ Right?

HIGH INTEREST RATES PROHIBIT INDUSTRIAI. RETOOLING

Until we get interest rates down in this country we are never going
to see a resurgence as an industrial power. And anybody who says we
are a superpower ought to just forget the word “superpower.” The
superpower in the world today is Japan.

The Soviet Union is spending half its gross national product in its
paranoid desire to build up its “defense.” We have no policy. so, God
knows what we are doing with our excessive military spending. But
one thing sure is we are not doing enough to encourage the American
businessman to retool.

And I know, and Mr. Malmgren knows and Mr. Fox knows—every
one of America’s businessman would give his right arm to modernize
his factory and make a better quality product. You know our business-
men, our factories, in the heartland of the United States, those people
are wonderful, honest, hardworking people. They want to make a good
product. They want to compete. But they just don’t have the 20 pereent
interest to be able to afford it.

Now, until we get the Federal budget deficit to where it is not taking
every dime of American savings I just don’t know how we are ever
going to get American industry back on the track.
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BNCOURAGE JATANESE INVESTMENT IN UNITED STATES

Now, to tell the Japanese that they have to cut out financing exports,
that is just nonsense. The Japanese Government is a controlled gov-
ernment. Someone we had at one of our past hearings said, “Well,
MITI can’t really be very important because MITI—their budget is
only 1 percent of the total Japanese budget.”

The Ministry of International Trade and Industry controls the
banks, the insurance companies, which in turn control industry. Their
cousins, aunts, and uncles are all in executive positions in these com-
panies. They have a cooperative at a total, total, total close association
with the Ministry of Finance.

Any time any Japanese corporation has an opportunity to make
money by exporting half a million dollars worth of telephone equip-
ment to Zaire, let’s say, they have no problem going to the Fuji Bank
and a few other banks to pick up the money. Why not? The money is
running out of Japanese ears.

As our chairman said, he would immolate himself to get them to put
some money in Milwaukee, and I would do the same. What T keep tell-
ing the Japanese is: “You have too much money. You have too much
ability. You have too many people. You don’t have enough space. You
don’t have any natural resources. Isn't it time you came to the United
States and you started investing your money here the same way some
of the other foreign investors did #”

I told Mr. Toyota, “Mr. Toyota, you’ve got so damn much money in
your balance sheet it is a disgrace. It is not doing any good. Take the
money and go buy Ford.” And then I told Mitsubishi, “Mr. Mitsu-
bishi, your budget is one of the largest budgets in the world. Take the
money and go buy Chrysler. We would welcome you anywhere. We
would welcome your money, your technical ability, and you and our
o_wn”American manufacturers could then run a couple of fine compa-
111es.

And I think gradually it is coming—you know, finally they are figur-
ing out that that is perhaps the way they had better go. But look at the
situation you have in Japan now. The average worker takes half his
profit-sharing bonus which he gets twice a year, puts it right into the
same bank—let’s say Fuji. Let’s say he works for a company—let’s
say he works for Fujitsu, the big robot company. Fujitsu is virtually a
subsidiary of the Fuji Bank. Obviously, the Fuji Bank has a branch in
Fujitsu. So when tixe Japanese worker picks up his profit-sharing
check, what does he do? He goes down there and puts half into the
bank and the other half into postal savings bonds. So the postal sav-
ings bonds, on which the Government pays 53 percent, allow the Jap-
anese Government to run their Government at a deficit because every
single part of the Japanese deficit is not a wasteful deficit like ours. 1t
is not for making tanks and MX missiles and things that can’t be used.
It is for making efficient railroads. efficient health systems, efficient
education systems, and it only costs them 534 percent,

Just think what we could do in this country if it only cost us 534
percent. The other half of the Japanese savings go into Fujitsu, Fujt’s
bank, and right back into one of Fuji’s companies at 534 percent.

You know, once and for all, the American people have to realize
what we’re up against. This great country of ours is supplying the
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Japanese with nonrenewable—Mr. Branson, as you said, we are sup-
plying Japan with nonrenewable natural resources, with no labor
content. And in turn, we are getting back a bunch of manufactured
goods which we don’t need, that we could live awfully well without:
video tape sets, for example.

So, these are some of the things I'd like to discuss.

Also, I’d like somebody’s opinion on the Soviet natural gas pipe-
line; and last, but not least, the impact of present American interest
rates—which I can’t see going down, they’ve got to go up—what is that
going to do to the European economy ? :

And I think just one other item, 1f you can mention it. Apparently
last night on a TV show about American interests at the Summit, Paul
Craig Roberts was very complacent about the overvaluation of the
U.S. dollar and the declining U.S. balance of trade. He said the cur-
rent account is the real thing to watch. And the fact that we have a
declining balance in trade doesn’t bother him to much.

I know I have given you an awfully big order. Apparently wc have
to leave the room at 12:15 p.m., but I will try to leave the room at 12:30
p.m. because I'd like to hear from all of you. You are such a brilliant
Ppanel. I’'m so interested in these subjects. If we could get some of this
stuff on the record, I"d appreciate it. :

Have I given you too much all at once ?

Mr. BERGSTEN. Yes, but we’ll try to handle it. [Laughter.]
hRepresentative Ricamonp. You can handle anything, you know
that.

Mr. BeresTEN. Maybe I'll tackle the one you raised at the end of
your comments about the dollar. I happen to have been on the program

last night, where Craig Roberts did make the complacent comments
you did mention.

OVERVALUED DOLLAR PRODUCING UNEMPLOYMENT

In response last night, I pointed out, as I did in my testimony this
morning, that the overvalued dollar, on conservative estimates, is
destroying something like 1-2 million jobs in the United States this
year. And that seems to be—not to be a source of complacency.

The degree of dollar overvaluation probably will erode our trade
balance somewhere on the order of $50-$75 billion by the time the
damage is all done.

Already, despite the recession, there has been a substantial deteriora-
tion in our external balance, which has been larger in its magnitude
than the decline in either the housing industry or the auto industry
in pushing the economy into recession over the last year.

So, the effects are large. They can certainly not be taken with
complacency.

MUST CONTROL OVERSHOOTING OF EXCHANGE RATES

And as I suggested in my testimony today, at Versailles, coming out
of Versailles clearly has to be a process to quickly right the exchange
rate misalinement in the short run, and I think also a process that we’ll
begin to talk about, improving the function of the monetary system
so that these periodic episodes of overshooting that we’re now seeing
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in the exchange markets, which on several occasions now over the last
few years have pushed dollar-yen and European currencies well away
from their underlying equilibrium paths, are minimized.

We have simply got to get away from this excessive overshooting
of the exchange rates by improving the system of exchange manage-
ment that we have in the world today.

Well, I’m certainly not an advocate of going back to fixed exchange
rates. I think, however, that there’s a big difference betwecn trying to
set correct exchange rates, trying to fix them at a point and hold them
there, on the one hand—I don’t think you can do that, but I think you
can get international agreement when exchange rates are clearly in-
correct and take policy steps, joint intervention, public pronounce-
ments, and targets that are announced to move rates back into what
one might call target zones.

When the dollar was too weak, back in the fall of 1978, we initiated
a $30 billion support program for the dollar. Federal Reserve, prop-
erly at that time, raised interest rates sharply, from 8 to 9 percent.
That was a big increase at that time, There was full support by Japan,
Germany, Switzerland, and others in supporting the dollur in the ex-
change markets, and it worked. And the dollar strengthened and came
back. But now it has gone toc far, and current policy takes a hands-off
position toward the whole issue, says we shouldn’t intervene, we
shouldn’t make any policy changes to affect it, we shouldn’t talk about
improving the monetary system to put a better framework around it.

Therefore, as you quite rightly said, the problem is going to con-
tinue under present policy.

CROWDING OUT OF PRIVATI: INVESTMENT

Representative Ricamonp. Mr. Bergsten, our administration’s finan-
cial policy has got to cause a stronger and stronger dollar.

Mr. BerosTEN. That is the central problem.

Representative Ricumoxp. You and 1 agree that the dollar is far too
strong as it is. :

Mr. BerosTen. I agree with you fully on that, that the huge budget
deficits that seem to be indefinitely with us under current policy will
crowd out virtually all private investment. That will keep interest
rates high,

You see, the only reconciliation to the dilemma you pose is, of course,
to import capital from abroad.

Representative Riciaonn, Which we're doing.

Mr. Berestex. There is one escape from the dilemma you posed.

You pointed out, quite rightly, that the Government deficits will
take virtually all savings generated in the United States. There is one
dxleix(xima, importing savings to the United States from the rest of the
world.

_ One might call it the new style beggar-thy-neighbor policies, let’s
import capital from the rest of the worh%.

INFIOW OF FOREIGN CAFPITAL

Representative Ricuaoxnp, We are importing capital. No one realizes
that a major contributing factor in the salvation of New York City
was the terrorism in Europe. You'll never read a word in a newspaper
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in this entire United States that will tell you that one key reason
New York City was saved from bankruptcy was the incredible ter-
rorism in Europe, which has led vast numbers of rich Europeans to
put more and more of their money in America. Where else can they
put it? Even if they don’t get a good return, they know it’s safe.

When they come here, they buy real estate. As a result, we’re getting

overbuilt in New York City again. I guarantee you there’s not one
single building being built in New York City today with American
money.
- My worry is that the foreign money that’s coming in is usually
for fixed major investments at long term. I’'m worried a%)out; Mr. Fox’s
members. I want them to get a little money to start modernizing their
factories so we can compete in the world with a quality product. Why
should Americans have to buy half of our manufactured articles in
Japan—articles we originally invented ?

Mr. Fox and I know that our middle-American manufacturing
people are first-class manufacturers if given half a chance.

Mr. BeresTEN. Just to dramatize that point, it is worth remember-
ing quite recently, 1978 to 1980, that 3-year period, U.S. exports
grew at twice the rate of world trade, and not much more than a year
ago the U.S. share of world exports of manufactured goods was
higher than it had been a decade earlier, reversing the competitive
losses of the earlier part of the decade.

Now, what that says to me is the United States can compete. And
if we only get the exchange rate back into whack we’d have a very good
chance of doing very well, including the manufacturers in the Midwest.

Representative Ricamonp. I think we have to get the exchange rate
back and we have to also begin a major retooling operation.

And if you think the Japanese are going to do anything to strength-
en their currency, I don’t agree with you, because they have got their
people willing to accept a 53/ percent interest, they can run their coun-
try at 534, which gives them one heck of a competitive market, a com-
lIi)etitive edge in world trade. Their banks have nothing but money to

nance those companies so that they can undercut everybody. I just
don’t see the Japanese cooperating.

Our chairman said the Japanese ought to agree to an import sur-
charge. That will be the day.

SOVIET GAS PIPELINE

Mr. MarymereN. Congressman, you have raised a vast array of ques-
tions, but they reflect a deep frustration which I think everybody has
in politics and in policymaking and in business, But let me begin with
the Soviet gasline, and then I’ll talk about this bigger issue for a
moment. :

The Yamal pipeline is an issu¢”which has become blown up many
times the size of the problems, but there is a deep division of thinking
between Europe and the United States. And I think it should be under-
stood that that division of thinking includes the following elements:

First of all, the European judgment is that if you reduce economic
ties with the Soviet Union, you make the economic people in the Soviet
Union look weaker and dumber because their side of the system is
getting pretty weak, and you strengthen the hawks in the Soviet
Union—and they don’t want to do that right now, because they’ve got
to live with these people, they’re next door.
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Second, the view is the Soviets are in big trouble on their foreign
exchange, no matter what happens. So, the Yamal pipeline is not
going to fill the gap in their view, it’s going to relicvo the pressure
slightly. But. they don’t want a lot of pressure. They don’t want the
Soviets so damaged by their own policies that they start looking
around for expansion elsewhere. So, they want a moderation, a kind
of policy of relationships that continue but don’t get out of hand,
don’t get too fast,

Tho technology part of this is, frankly, bunk. The technology for
the pipeline is available in the world marketplace. If the United States
doesn’t want to sell it, somebody else will.

We're not going to be able to reach back to patents we licensed
20 years ago or 10 years ago.

Now, we have also not recognized that for the Europeans to rely on
Algeria is not exactly the safest type of source. So, we are saying,
“Well, if we add another risky source, we're diversifying our risks.”
In my view, this is no big problem. And it really is time for us to back
off on this, But I think the President has already backed off. It's the
people under him who haven’t quite figured ont where the President is.

The problem of—— S :

Representative Riciimonp. It would be nice if people talked with
cach other. -

Mr. MavLyereN. In Washington, it’s a big problem getting the Presi-
dent to talk to bureaucrats, and vice versa, Usually the bureaucrats
have their own power structure, and I am sure you have wrestled with
them long and hard as a Congressman.

INTERDEPENDENCE OF NATIONAL ECONOMIC POLICIES AND MARKETS

Now, if we get to the broad issues of economic policy, what the sum-
mit leaders are really wrestling with is the fact that none of them has
the power to manage their own economies without looking at the poli-
cies of other countries, We really can’t manage national economic policy
on a national basis solely. You can’t run your monetary policy that way
because external monetary movements affect the domestic monetary
aggregates. You can't look at one part of the economy without looking
at other parts. People park their money in commodities one night, in
money the next. These are all interchangeable.

What we're seeing is a change in the nature of the economic frame-
work we're dealing with. We've got a world marketplace. We have a
certain amount of sovereign power domestically, but it’s limited. And
we have to talk to other countries. So, now the summit leaders will agree
to start talking about how they coordinate.

The United States won’t like it because the others say, “How we co-
ordinate is you change your policy.”

The United States will say, “No, no. You adopt ours.”

It’s going to be a little bit of a squabble for a while, My guess is we’ll
ixa.ve a forrect-ion in our own policy in the fall and suddenly it will start

o work.

Representative Ricaaonp. You probably agree the problems of the
European Economic Community and those of the United States are
similar and we should work as closely as possible to cure both our prob-
lems because if one of us is sick, the other is going to get sick.
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Mr. MaLmereN. I agree completely. In my prepared statement, I said
if we concentrate on keeping the West together and strengthening it,
it’s a lot more important than fighting the ephemeral issue of the
pipeline.

Representative Ricusonp. I think the pipeline is the greatest thing
since sliced bread. It gives us an opportunity to pick up $15 billion
worth of hard foreign exchange from the Russians. You build the pipe-
line. It’s a great opportunity for the Russians to make some foreign
exchange if they are decent international citizens. And if they don’t
become decent international citizens, someday perhaps the Western
Europeans might not need the gas. '

Mr. MavycreN. Dependence cuts two ways. When you want to buy
and you’re dependent on somebody, that’s one sort of leverage. But it
works the other way, you can turn off the buying.

Representative Ricamonp. Exactly.

I think we should encourage the pipeline, not discourage it.

Mr. MarmereN. We're in agreement on that.

Representative Ricamon. It’s $15 billion.

Mr. MaLmGrEN. On these bigger issues, the interest rate problems we
face are not going to be resolved until the budget crisis is resolved.

Representative Ricamonp. Which is not going to be resolved until
1984.

Mr. MaumereN. My estimate for a budget deficit is higher than
yours. You say $185 billion. I say $200 billion, because I believe un-
employment will be a lot higher than presently reckoned.

Representative RicamonD. You agree corporations are not going
to be particularly-anxious to pay extra taxes because money is so
valuable,

Mr. MaLmcren. There are corporations that have been running
losses in the United States for the last 2 or 3 years, because tax
losses carried forward will not bring taxes for 5 or 6 years from now.
You’re not going to get any pickup in tax revenues from the corpo-
rate world no matter what you do.

The estimates are all out of whack. The budget deficit is much worse
than it seéms! I'ni"niot counting the cost overrun problem in defense,
which is much more serious than anybody is admitting. And the man-
power costs in defense, if you adopt all this new technology, because
vou’re going to have to raise salaries because you’re not going to keep
engineers in the military, manning all that electronic, sophisticated
equipment, the budget problems are much bigger than they seem al-
ready. Nobody has recognized how big they are.

Representative Ricumonp. Everyone talks about a $100 billion defi-
cit. But you and I know it’s going to be closer to $200 billion, which
takes every dime of savings in the whole United States.

UNITED STATES-JAPANESE JOINT VENTURES

Mr. MaimoreN. There are some positive developments Govern-
ment is not involved in I just want to call your attention to. Not many
people are aware of this. )

Some of our companies, recognizing this mess, have decided to make
love not war. They have gone to work with the Japanese. There are
a lot of cross-border cooperation and arrangements going on. GE and
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Hitachi are working very closely together in a ot of industrial prod-
ucts. Fujitsu and IBM are now working together in certain areas
of robots, Kawaski and Unimation—Unimation is our biggest auto-
mation producer—GM has now announced they’re going to go into
robotics and work with Japanese. It's going to make cars with Toyota,
probably which would be good for GM.

There are a lot of these developments going on in the private sec-
tor anyway. I think those developments will reduce the tensions with
Japan and get Japan more directly involved.

Let me point out 1t’s not necessarily desirable for us, for Japan to
build an auto plant in the United States. Everybody says that will be
a solution.

AUTOMATION

If you build 2 modern, state-of-the-art, Japanese plant in the
United States today, there’ll be hardly any workers, and it will be
totally automated. It would build a big hole in the side of GM. I'm
not sure you really want that. It’s not going to gain jobs.

Representative Ricnyronn. My feeling—I hate to interrupt—on
automation is the better your pm(guct, the higher quality your product,
the more efficient your product, the higher sales you have.

Now, Japan has been automating every one of its factories. They
say, “Oh, we have lifetime employment.” You know, this “lifetime em-
ployment” is a figment of somebody’s imagination. The reason they
have lifetime employment is their sales have gone up every single year,
therefore they can afford to have lifetime employment.

Mr. MaLMGreN. You put your finger on something, Congressman,
That’s right, they’re moving toward automation. But they have a way,
because of their growth, to absorb the unemployment problem. We're
not going to have that kind of growth unless we change our policy.

So, we're going to have automation in the 1980’s, but we'’re not going
tf:o have a means of absorbing the unemployment problem that results

rom it.

We're going to have big difficulty taking care of the autoworkers
in Detroit.

Representative Ricumonp, We are producing 6 million cars a year.
You know that we can produce 12 million.

We are producing 900,000 housing units. You know we should be
producing 2 million units of housing.

Can you imagine if this country can get back into producing what
we should produce?

How many people would be employed even with robotics and with

autormnation ? Robotics so far are only good for a couple of jobs that
people don’t want to do. People don’t want to get into a paint cubicle
and paint things because it’s bad for their lungs. Another thing people
don’t want to do is welding.
. Mr. MarmereN, I know what vou’re saying. I know the machine tool
industry is something you are familiar with. T talked to the national
machine tool builders a few weeks ago at their annual meeting. They
asked me to lay out their technological challenge to them and their
industry. A lot of those people are not investing in anything, putting
their money in treasuries and carning their 15 percent.
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At any rate, I said you gentlemen have got to understand the tech-
nology in robots is moving very fast. I happen to be in this field very
intensively in strategic planning for international companies. It’s mov-
ing so fast that a good deal of what machine tools do today will be re-
placed by robot types of activity tomorrow.

Representative RicHMoNnD. You’re saying robot. What you really
mean is that a good deal of what is machine tools today will be replaced
by another machine tool which will be controlled by a computer with
an automatic loader and unloader.

Mr. MavmGreN. Robots will not be made by people. They will be
made by robots. The newest factories in Japan—there are about 15 or
20 people in a robot factory that makes 20,000 units a year.

Representative Ricamoxp. I was at that factory. They advertise
their third shift has only one person.

Mr. MarmcreN. The new Fujitso plant, that’s it.

Representative Ricusonp. I'm thinking of Yamasaki.

Mr. MarLmereN. Fujitso is building one 1n Luxembourg with Siem-
ens. The Luxembourg Government got all excited, thought they were
going to get a lot of jobs, and discovered they were only going to get
100 jobs out of a plant that will do almost all the robots in certain
fields for Europe. The progress in this field is moving so fast

Representative Ricaaoxp. Mr. Malmgren, look what we have to do
to get this country to snuff. Look what we have to do with our trans-
portation. You can’t use your robots for that. You need human beings.
Think what we have to do to put our highways and bridges back in
shape. People will have to have a different type of educational back-
ground for the new jobs. They won’t get that because we are now
gutting our education system with present policies so our people will
not be changed for the new jobs.

In Japan, why is it that people can adjust so readily ? How do you
take a steelworker and put him in the office so readily ? The answer
is all education up to a certain level is the same. Everybody is getting
a homogeneous backgound. Evey person is supposed to be interchange-
able with every other person and they don’t train you to be technical
until a much later stage in your education. They train you to be ver-
satile. You get your mathematics, your language, orderly way of
thinking. Everybody gets it. There is a 2-percent illiteracy rate. It’s
an extraordinary situation. They can move people around.

We don’t have that. We need it. We don’t have a human resource
policy. We don’t have a forward-looking policy on technology, the
economy or anything. :

You probably consider yourself a conservative. I consider myself a
liberal. What are we both saying? One thing this Nation needs is a
100-{>ercent literacy policv. We shouldn’t let people out of high school
until they are absolutely literate.

Mr. MarmcreN. I think probably the most important issue in for-
eign economic policy is our domestic education policy; second is our
technology policy at home, not abroad. When you get those things
squared away you can negotiate with other people. To thrust on the
world and our domestic industry the idea that you can solve the prob-
](;,lms by international negotiation, frankly, we will not solve problems
that way.

Representative Ricamonp. Let’s clean house first.
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UNDERVALUED YEN BENEFICIAL TO JAPANESE INDUSTRY

Mr. Fox. Congressman, I would like to make a point of emphasis.
I don’t believe our problems with Japan are likely to be substantially
resolved, as Hal Malingren suggested they might be, through more
cooperation and intercompany agreements with the Japanese. That
might help GM and it might resolve certain difficulties, but I don’t
believe that that goes broadly enough across the board. Nor do I agree
with Professor Branson when he suggests the exchange rate is not all
that important with respect to Japan. I think the Japanese competi-
tive advantage is growing and is substantial, and the exchange rate
disparity which is very substantial simply makes it impossible to deal
with that situation.

My suggestion is very much along the line of Fred Bergsten's.
Until we resolve the exchange rate problems, these other matters
which are tough enough to deal with can’t be resolved.

Representative Riciimoxn. Mr. Fox, we can’t resolve the exchange
rate until we start running our Government in a more intelligent
fashion. Could one of your manufacturers run his company the way we
run our government? Is this the time to cut taxes when we’re going to
have a $200 billion deficit ? :

Mr. Fox. My su%gestion 1s, with respect to the exchange rate, with-
out 1t necessarily being a charge by the United States that Japan is
manipulating the exchange rate regime, that a discussion take place
in the IMF under the provisions and objectives of article IV to see
what the circumstances are and how they may be corrected; that if it
produces the extraordinary result of a depreciating currency in the
case of the country, that everyone regards as the one that’s gain-
ing tl(xle most in competitiveness and that has the best prospect in that
regard.

Now, I think some approach dealing with target zones is likely to be
the outcome of that. It’s not satisfactory, however, for the Japaness
to say there’s nothing we can do. Tt’s all in the interest rates with the
dollar. If one looks at the previous history, the Japanese economic
policy has really posited and benefited from an undervalued yen. That
was the situation that was made extremely simple by the Bretton
Woods Agreement until 1981, We just handed it to the Japanese.

Representative Ricuyoxn., How do you force them to raise their
interest rates when they don’t have to?

. Mr. Fox. I think what we do is look at the alternatives. Until such

time as the yen is more internationalized and the Japanese monetary
system is influenced by the developments abroad, there are some alter-
natives. I'm not as keen on Mr. Bergsten’s capital controls as I would
be on the temporary export tax in the case of Japan.
. They could use the revenues to finance imports or to provide an
import subsidy. The Japanese Government would not want to do that.
It really puts it to them if they can’t do it any other way, do you really
want to do it. In truth, the Japanese would like to have a yen-dollar
rate of about 200, but not do any of the painful things that would re-
sult from that.

Representative Ricusoxp. 200 wouldn’t do—what would it do?
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Mr. Fox. I'd like 175 better than 200.

Representative RicamMonD. You’ll never even get to 200.

Mr. Fox. I like the suggestion Mr. Bergsten and I have put forth at
the same time. Let’s decide how far you can go this year : 200, although
it may not be enough for 1982, would point the way. But if we keep
on saying that there are other things that are more important, getting
the American school system working better, getting the U.S. budget
deficit down, those are all very essential elements, but until it’s put to
Japan if you really think 200 is right, then you’ve got a responsibility
to help get there. You simply can’t go to all these conferences and say
it’s high U.S. interest rates.

Representative Ricamonp. Mr. Fox, they won’t do it. They’ll talk
you to death, the way they’re talking to our Trade Negotiator. Bill
Brock and his staff are being talked to death night and day. The
Japanese say we’ll do this, we’ll do that. They finally, after 3 years,
settled on some 90-odd items.

Mr. Fox. Wait. There will be another package.

Representative Ricumonp. The whole 90 items don’t come to $200
million worth of sales a year. The Japanese are not going to give in.
Mr, Fox. I really feel it’s necessary to address the unrealistic——

Representative Ricamonp. They’ll talk and talk and end up doing
absolutely nothing. You know that. '

Mr. Fox. I think, though, if that is the case, we're going to have
great difficulty. :

Representative Ricamonp. Until we Americans get on to what is
going on and the Europeans get on to what is going on and tell the
Japanese, “Fellows, the party’s over, we want equal trade, we’re sick
and tired of your protectionism.”

Mr. BeresTEN. I think you’re a little too pessimistic.

Representative Ricumono. T wish I were, Fred.

Mr. BerestEN. No, about the possibility of getting the exchange
rate right. This is the third episode of this type in the last 12 vears.
We had it late 1960’s and early 1970’s. We had it again in 1977. We've
got it again now. It took very forceful U.S. action on those first two
occasions to get the exchange rate inoving in the right direction, in the
second case to get the Japanese out of the market when they were
holding the yen at a low rate. But strong action was taken in both
those cases and the Japanese did respond.

This time what is critically needed is the kind of target setting that
Mr. Fox just mentioned. Get it to the following level and make that
point forcefully from the top of the U.S. Government in support
with the European governments, maybe using Versailles as a venue in
which to do that. Once you set the target and make clear the alterna-
tives are very unhappy, I think it’s possible.

Remember, the yen rate hit 180 to the dollar in 1978. It’s not new
terrain. In fact, it stayed in the 190 to 200 range for quite a while in
late 1978 and early 1979. It’s not new terrain. At that time MITI,
your favorites, pointed out to the Japancse industry you fellows may
have to live with an exchange rate in this range forever. Prepare
youl"ise]ves to compete at this level. They can do it, they know they
can do it.
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MANIPULATE JAPANESE CAPITAL ACCOUNT TO REALINE
EXCHANGE RATES

Now, I've made the proposal which I think is the only really
feasible one, for getting there quickly, which is to manipulate the
capital account. What Fwould have the Japanese do is two things,
which is very similar to what they did only 2 and 3 years ago when
they were nmnin% big current account deficits. First, declare a mora-
torium on caiptal outflow by Japanese; finance their direct invest-
ments abroad ; stop buying zero coupon bonds but other foreign port-
folio as well ; for a temporary period sharply cut your capital outflow.
Second, go out and borrow aggressively abroad, as the Japanese Gov-
ernment did 2 to 3 years ago, to promote the capital inflow into Japan.
Those two changes would substantially alter the Japanese capital -
account and push the ven sharply in an upward direction.

T think that’s feasible. In fact, many Japanese that have been ap-
proached with that notion have said it is clearly feasible, our ad-
ministrative techniques permit us to do it, it is much less damaging
in terms of our domestic politics than all these nontariff barriers
changing our savings ratios and running big budget deficits. We can
do it. But they have one problem, and it’s a justified problem. They’re
afraid the United States would denounce tgxem for doing it. They're
afraid the U.S. administration would say you are violating the free
market ; therefore, it’s bad.

Representative Ricasoxnn. They're violating the free market every
dav of their lives. so what’s the difference?

Mr., Brrosten. Exactly. In the economic terms it’s the theory of the
second or third best, but it’s a practical way to solve a very real and
very urgent problem.

Representative Ricastonp. If you can get them to do it, fine. I don't
believe they’ll do it.

Mr. Berastewn. I disagree. I think they would do it if they had ad-
vanced word that the rest of the world would accept and support it as
a central step to deal with the problem, and I think the rest of the
world ought to give them that suaport.

Representative Ricuyonp. That's a possible move that could be
made at Versailles?

‘Mr. BeresTeN. Absolutely.

Mr. Mavnmerex. But this administration could not maintain its pres-
ent philosophic and economic approach and do this. Does it have to
abandon ship?

Mr, BerosTEN. It did on sugar import quotas——

Representative Ricumoxp. Wait a minute, Fred. Sugar has lots of
votes in Congress.

Mr. BerasTeEN. I pointed out that they have been pragmatic on a
number of issues in the same policy area. Mr. Malmgren rightly points
out they have to get a bit more pragmatic. I'm suggesting there’s ample
precedent in the last 2 weeks for doing it. I don’t see it’s beyond their
ken to achieve a major purpose like this,

Representative Ricumoxnn. I’'m for you.

Mr. Fox, Congressman, if the Versailles Summit would agree that
indeed the undervalued yen exacerbates the problems of unemployment
in all of the other countries and the Japanese accept that, and then
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say now it’s up to us to figure out a way to get there, Mr, Bergsten
may be right that this temporary control on the outflow of capital is
the way to go. The longer term solution, though, is the internationaliza-
tion of Japan’s capital markets and the international role of the yen.

If a duai track was stated that tuat were the objective, Japan was
prepared to see the yen become a key reserve currency, in order to get
there it needs the cooperation of other countries, perhaps joint defense
of this initial 200-to-the-dollar-yen rate. I think that would constitute
a step in the right direction, particularly if there was the support of
the IMF to help it work. And I think that is really in Japan’s interest,
because Japan is not likely to be a very happy country in the face of
protectionism all over the world. And I think that recognition of that
would permit some kind of agreement following the Versailles Summit
to take the necessary steps, and it wouldn’t be necessary for Mr. Sprin-
kel to say everything he said last week is wrong.

U.8. GOVERNMENT DEFICIT NONPRODUCTIVE

Representative Ricumonp. Except, Mr. Fox, in manufacturing, we
have a saying: When it’s not broken, don’t fix it. Now, the Japanese
economy 1s in great shape. They are generating more than enough cap-
ital at their 53/-percent rate to expand, to modernize, finance exports,
do anything they please, due to the fact that the people are willing to
invest a lot of their savings at 534 percent into their own corporation
and into the Government deficit. See, I consider deficits—Government
deficits are perfectly OK if those deficits are being used for the com-
mon good and if the deficit can be financed at low-interest rates. What
scares the devil out of me is that we’re going to be financing our defi-
cits, in my opinion, next year with 15- and 14-percent Treasury bonds
for an awful lot of stuff that is not going to help the American people,
like unnecessary MX missiles, unnecessary B-1 bombers, and so forth.
We know, for example, that the day the first B-1 bomber comes off
the assembly line the Stealth will be ready to go, yet we’re going to
spend billions upon billions on something that doesn’t create anything
for the national good. '

The Japanese improve their transportation system—look at how
many more hours of labor they get out of people that way. They im-
prove the education system ; look what you get with literacy. They im-
prove their health system ; look how many people you keep out of hos-
pitals when you can build decent clinics. That’s what they’re using their
deficit for. '

When you use your deficit for that and you finance it at 534 percent,
you are doing a brilliant job of running your country. What we are
doing is to finance our deficit at 14 and 15 percent. And, moreover, we
are taking most of that money and putting it into projects that really
won’t help the American people. That’s what worries me.

Mr. Fox. Congressman, I'm really saying the world is not going to
be able to coexist with Japan when so many of the advantages of world
trade pile up only in Japan’s corner.

Representative Rtcamonp. What’s going to happen?

Mr. Fox. The European community, at the time it took this article
XXIITI action in the GATT with respect to Japan, also directed its
finance ministers to take up the exchange rate question. I have no idea
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how that’s going to finally come out. There’s a very logical step to be
taken, and that’s for Europe to impose an import surcharge on Japa-
nese goods by their measurement of the misalignment of the yen.

I’'m not predicting that. I think 1t would be a lot better to get to-
gether, preferably in the IMF, and work out a solution. I say in the
longer run that meets Japan’s interests as well as those of the rest of
us. -
Mr. Beresten. Mr. Chairman, again there is a little history here.
The United States did impose an import surcharge 10 years ago, very
much because of & similar problem, aimed primarily at Japan, so it’s
not as if this is all fresh ground.

Representative Ricasonp. Mr. Branson,

Mr. Branson. I wanted to object a little bit to the focus on exchange
rates, because I think that can take you off the underlying problem
which seems to me to be high real interest rates. It seems to me that it
is not likely that one can get exchange rates realined in any sub-
stantial fundamental way unless the monetary coordination in the
background is doing right. My suggestion is that in a way you are
right with your focus on high réal interest rates, and the machine tool
industry story, that the heart of the problem right now is projected
budget deficit and high real interest rates, which are the source of the
overvaluation of the dollar. A coordinated monetary expansion,
combined with a change in budget position in most of the OECD
countries, in which Japan did not ease interest rates step by step with
the others, would be a feasible solution to this situation.

I think that you might have heard my emphasis a little off focus.
T don’t think we are necessarily temporarily in a slump. It seems to
me as long as real interest rates remain high, the situation gets worse.
Therefore, I would say that the key to a whole series of problems is
getting something done about monetary and fiscal policy, and that
will have a side effect of doing something about the exchange rate
which will then improve to a certain extent the trade situation. I still
wouldn’t want to take the risk of making a big bet that if we get the -
exchange rate, the dollar devalued, that is going to do something
fundamental about the Japanese trade situation.

Representative Ricramonb. It’s going to help a lot.

Mr. Bransown. I don’t think that it’s going to cause as much of a
reduction in their trade surplus, T guess, as Mr. Bergsten does.

Mr. BerasTeNn. It has twice before in those two early episodes I men-
tioned. There were other factors, but I think most of the empirical
evidence shows that those were really decisive trade reactions to ex-
change rate changes.

Mr. Branson. We'll probably end up disagreeing about that. )

Fhe other idea I wanted to mention that you had brought up 1s
this Reconstruction Finance Co. I think that’s an idea that should get
a hearing. I would worry about whether it’s a reconstruction finance
company that is going to subsidize industries that shouldn’t be subsi-
dized. Tt seems to me it’s not altogether clear that what we want to
do is subsidize the American steel industry or the American auto indus-
try, in order to keep it—fend off competition. 3

Representative Ricuyoxp. Mr. Branson, you want to spend $5.5
trillion on defense the next 5 years?
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I;IIr. Branson. No; but I don’t want to spend it on autos or steel
either. :

Representative Ricimonp. Whatever we spend on defense, we better
make sure we have a backup industry to back up defense. What
good is defense if you don’t have modern factories behind them;
right ? Everyone’s forgetting about that.

Mr. Maryerex. Congressman, when I first came to Washington in
1961, T guess, the Kennedy administration, I was in the defense area,
and I never recovered from that experience. I went on to trade and
other more pleasant things, but I never forgot some of the funda-
mentals, and this technological change that I referred to in my state-
ment includes some developments that really raise doubts about
whether steel is so vital. For example, the “Stealth” bomber will not
be made of metal. That’s why it’s stealth. You can’t find it with a
radar, because it doesn’t have metal.

Representative Ricamonp. Tanks will be made out of metal.

Mr. MaLmcreN. I’'m not sure. Carbon fiber technology is being de-
veloped in this country, Germany, and Japan. I think Germany and
Japan may be a little ahead of us in that technology. That material
has greater stress resistance than steel. than any alloy we know of
in steel, has greater strength and greater lightness.

Representative Ricamonn, Mr. Malmgren, when I say “steel,” what
I’'m really saying is a metal in general.

Mr. MarmcreN. It’s not metal. This is junk coal that’s put together
ﬁith plastic, and it’s made into something harder than any metal we

now.

Representative Ricamonp. Why didn’t United States Steel invest
$6 billion in that instead of buying Marathon Oil?

Mr. Marmeren. That’s a good question. I think what’s happening
there is a financial problem that arises from the interest rate difficulty.
United States Steel is diversifying its risks and finances, so it can run
its investment tax credits from the profit-taking side of the business.
It’s a very natural development. Bethlehem is staying in steel, but they
have very advanced technology. They have the leading labs in the steel
industry, and I believe they will be able to make it, but each has taken
its o?vn route. Most of the companies, again, have to contract in the
1980%s. '

Representative Rrcamon. I fully agree that perhaps some of our
basic steelmaking is unnecessary. I agree with you that all of these
corporate decisionmakers should now be taking whatever money they
have and, instead of buying real estate and shopping centers and un-
necessary oil companies, they should be putting it into these new fibers
and new fabrics, so they can stay in business.

Mr. MarmereN. Long lead time and high risk, so you’ve got to get
a heck of a hioher return than just putting your money in Treasuries.
That’s the problem.

INFLATION PREDICTIONS

Representative Ricrmonp. No. 1, how do vou all feel about inflation
for this coming 6-month period, then for the following year. Mr. Berg-
sten, give me a number.

Mr. BerasteN. I think over the next 6 to 12 months it will be in the
6- to 8-percent range. As the economy comes back a bit and the dollar
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weakens, you’ll get a reversal of some of the temporary factors that
have pushed the rate down so fast in the recent past, but it will still
be a lot lower.

Representative Ricitonn. Do you say 6 to 8 percent, Mr. Malm-
gren?

Mr. MaraereN. He says that because he sees a bottom to this reces-
sion. I don’t see it yet. So I don’t see that recovery coming in the next
8 months. So I think it will be 5 to 8 percent,

Representative Ricumoxp. Mr. Bergstein says 6 to 8; you say 5 to 6
percent.

Mr. Fox.

Mr. Fox. I'm very much on the lower end of that range, primarily,
because I don’t see the recovery coming alon%r very fast.

Representative Rrcuaroxn. What do you see?

Mr. Fox. Five percent.

Representative Ricumonp. Professor Branson.

Mr. Braxsox. Six percent.

Representative Riciiatoxn. So in other words—I’'m inclined to agree
with you, so we all see the inflation rate for the foresceable future is
going to be well within hand. We could all handle a 6 percent inflation
rate.

Mr. Braxsox. As long as the recession continues.

Representative Ricuaoxp. I think the recession is here for several
years to come, and if you want to talk to Senator Proxmire, he told
me that we are in for stagflation for the next 10 years. I think he’s ex-
aggerating, but after all, Senator Proxniire has been around here for
25 years. He was chairman of Banking for 20 years. His opinion is
we're going to have stagflation for the next 10 years. I think we're
going to have it for the next 2 or 3 yesrs,

Mr. BerestEN. Senator Proxmire’s point is, don’t take our 8 percent
consensus as a great note of optimism, because that’s a 6 percent infla-
tion forecast, based on a very soft economy.

Representative Ricusonp, Which I think we're going to have for the
necessary tuning up.

EUROPEAN INDUSTRY

My last question is, do you think the rather sick condition of the
United States in every way, shape, form, and manner is going to fur-
ther cause Europe to decline disastrously in the next couple of years, or
do you think they’ll be able to survive?

Mr. MaLmereN. The European industrial economy is going to havea
tremendous amount of difficulty. There’s going to be a lot of unemploy-
ment in Europe. The European leaders are going to be criticized and
some of them will have problems. What’s going to happen in that cli-
mate is that, if the United States shows steadiness of purpose and lead-
ership and a sensible policy, they’ll more or less stay with us, but if we
show the sort of stop-go experimental approach of late, they will pull
away and go in the wrong direction, I think it’s going to be very un-
healthy if that happens.

Representative Ricuonp. Mr. Bergsten.

Mr. BerasteN. I think they will survive, but I think there will be
continued steady erosion of European movement away from an open
trading system, cooperation with the United States, even the NATO
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alliance. I think there’s a real erosion. What Mr. Malmgren said can
certainly accelerate the pace of that erosion, but I am afraid, given their
underlying position, there’s a real problem there, even under fairly
optimistic assumptions about U.S. activities.

Representative Rrcamonp. Mr. Fox. :

Mr. Fox. I knew you were going to give me another chance at the
exchange rate. I agree with the observations about Europe, and I think
the prospects are quite gloomy, but bear in mind a large part of the
growth in Furope in the past 25 years has been export-led growth.
At this time that export-led growth is choked off by slow growth in the
United States and elsewhere in the world economy. To the extent that
Japan has a particular advantage in third country markets because of
the undervalued yen, they make it harder for Europe to go in
some way toward export-led growth while developing a more buoyant
domestic economy. That route is cut off to a considerable extent, par-
ticularly if the United States is going to go for that export-led growth
in heavy mechanical industries, as Professor Branson suggests we
might be able to do.

So I conclude that for both the reasons of U.S. trade and the
European interests in trade, an appreciated yen is quite essential. I
think we have emphasized a bit too much this morning the bilateral
trade balance with Japan. We could live with bilateral trade balance
with Japan that’s negative for quite a little while, if we can pick up
more on exports to other countries.

Representative Ricamoxnp. Providing they would buy goods from
us which had some type of labor

Mr. Fox. We could have more of that growth in the developing coun-
tries, if there were a more reasonable exchange rate.

Represenative Ricumoxp. I want them to buy our leather not our
hides. I want them to buy our chickens not our soybeans. In other
words, I want them to allow us to put a few dollars worth of Ameri-
can labor into what we ship them, and they won’t. They buy our phos-
phates, but they won’t buy our fertilizer. They buy our logs; they
won’t buy our lumber. One of these days the American people are
going to understand how we’re being taken, and all of a sudden, the
American people will stop buying Japanese goods. They’re more than
capable of it. They did it once. They can do it again.

Last but not least, Professor Branson.

Mr. Branson. I agree with Fred Bergsten’s analysis of the Euro-
pean situation. I think that’s an area in industrial decline, and I don’t
see a way out.

Representative Ricamoxp. I'm inclined to agree with you.

I have learned more this morning than I have in an awful lot of
mornings. You're a terrific panel. Thank you very much.

The commitee recessed.

[Whereupon, at 12:40 p.m., the committee recessed, to reconvene
tomorrow at 9:30 a.m., Thursday, May 27, 1982.]
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OPENING STATEMENT OF REPRESENTATIVE REUSS, CHAIRMAN

Representative Reuss. Good morning. The Joint Economic Commit-
tes will be in order.

A further hearing on the U.S. international economic relations.

The American economy has come to depend importantly on growth
in the developing countries. Such growth in turn depends on the com-
mitment of industrial countries to foster a climate in which develop-
ment can flourish.

We sell over 30 percent of our exports to nonoil developing countries.
Nearly one-half million Americans are employed in production of
manufactured goods for export to these countries, and the harvests
from one in every four American farms will go to them. In addition,
the developing world is an important and sometimes crucial source of
imports. Many of our manufacturing industries would collapse with-
out their raw materials.

Accordingly, it behooves us, on the eve of the Versailles summit,
to take a carcful look at the economic policies of the Reagan adminis-
tration as they relate to the Third World—both the impact of their
macropolicies, as well as their commitment to development assistance.

The effects of the Reagan administration’s macropolicies on the
LDC’s have been devastating. Continued high interest rates have
added alarmingly to the LDC’ debt burden, with each percentage
point nerease costing LDC’s over $1 billion per year. In addition, the
recession in the West has squeezed LDC manufactures and raw mate-
rial exports, drying up their source of hard currency for needed
imports. :

Tho result has been curtailment of development plans and adoption
of contractionary policies, creating difficulties ahead for many.

(227)
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Compounding the problems have been the development assistance
policies of the Reagan administration: , *

The emphasis of our foreign assistance program is shifting increas- -
ingly toward security and away from traditional development
assistance ; S

A Treasury report on the multilateral development banks, while
conceding their effectiveness and benefits, calls for phasing out public
financing of hard-loan windows;

The International Development Association had to trim its fiscal
year 1982 soft lending program by almost one quarter, due to adminis-
tration cutbacks; ' Cor

The administration rejected international calls for a separate World
Bank energy affiliate to spur energy investment in LDC’s; and

Secretary Regan has stated publicly that he sees no need for any
IMF quota increase at a time when balance of payments financing and
implementation of sound adjustment policies are more critical than
ever.

Our witnesses today will be focusing on the prospects for devel-
oping countries in the current international economic environment,
and on the impact of the Reagan administration’s policies on these
prospects.

Assistant Secretary for Economic Affairs Robert Hormats is the
focal point for administration preparations for the summit. He will
provide us with an overview of the administration’s assessment of
Versailles.

After Mr. Hormats, who has a later date with the Foreign Affairs
Committee—we’re so greatful to him for making himself available
here today——we will hear from:

Lawrence Klein, 1980 Nobel laureat in economics, and a professor
from the Wharton School of the University of Pennsylvania;

John Sewell, president of the Overseas Development Council; and

Ed Fried, a senior fellow at the Brookings Institute, and former
U.S. executive director at the World Bank.

Mr. Hormats, we thank you for your prepared statement, which will
be received in full. And I would now ask you to proceed.’

STATEMENT OF ROBERT D. HORMATS, ASSISTANT SECRETARY OF
STATE FOR ECONOMIC AND BUSINESS AFFAIRS

Mr. Hormats. Thank you, Mr. Chairman.

First of all, T would like to say that in calling this series of hearings,
you have undertaken what I believe to be a very constructive and useful
inquiry. I gather that over the last several days, you have looked at a
number of aspects, both short term and long term, of U.S. international
economic policy.

I would like to take the opportunity here to discuss the approach
that the administration is taking to the question of Versailles, and
then I would be delighted, of course, to answer any questions you have
on the issues that you are going to cover today, which relate to the
developing countries.

Before discussing the detailed issues for consideration at the Ver-
sailles summit, I would like to review a bit of the history of economic
summits, to put them in a broader context.
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French President Giscard I)’Estaing called for a meeting of heads of
state of the mnajor industrialized countries in 1975. It’s useful to recall
the situation of the international economy in the immediately preced-
ing period. During the 5 years from 1970 to 1975, the world economy
experienced :

The trauma of Vietnam, which strained traditionally close political
relations between the United States and Western Europe;

Abandonment of the Bretton Woods parity system and great uncer-
tainty about new arrangements;

Highly unstable commodity prices, in which food and raw material
prices soared to record heights;

Quadrupling of energy prices, which not only strained the produe-
tive structure of industrialized countries, but created massive imbal-
ances in global payments;

Major pressures on the international trading system, resulting {rom
these imbalances and efforts of countries to offset them ; and

Serious doubt as to the capability of the international financial sys-
tem to cope with the requisite recycling of OPEC surpluses.

In sum, the international economic system was battered. There was
widespread questioning of international institutions and of the ability
of the major western countries to restore order.

It was 1n this setting that the first summit was held. Tts objectives
were to reassure the peoples of the West that their leaders could suc-
cessfully grapple with the severe problems facing the world economy.
It Stresseg the value of consultation and common effort in dealing with
these problems.

It was not a new international decisionmaking body, but rather was
designed to reinforce international institutions, a commitment to close
cooperation, and the need to avoid attempts by companies to solve
problems at one another’s expense.

In the intervening years, summits have strengthened common efforts
in several areas:

Resisting protectionist pressures;

Reducing dependence on oil imports;

Supporting constructive relations with developing nations; and

Sctiing a firm anti-inflationary course after the 1979 oil shock.

Despite progress in several areas, serious problems remain. At Ver-
sailles, the legacy of inflation from the 1970’ will still be a major con-
sideration. In the United States, in Europe, and in Canada, unemploy-
ment is at record levels for the postwar period. The inability of
young people to find their first job continues to disillusion an entire
generation,

In the international economy, there is widespread questioning of
the fairness and adequacy of the trade and investment rules, and
doubt has been raised whether the trading system, which over the past
three decades has increased trading opportunities and led to the most
rapid growth in world trade ever experienced, can effectively serve
the needs of the decades ahead.

The currently soft energy market threatens to make us complacent
and to cause us to let down onr guard. It distracts us from the still-
urgent need to assure energy supplies necessary for our security and
adequate for a full recovery.
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This is a complex and difficult situation. There is no quick or easy
solution. Both here and abroad, many are tempted to turn inward to
try to solve their problems by :

Increased protection or subsidies;

Erratic changes in policy which may have short-term benefits but
loxég-term costs;

oncentrating on the faults of others, rather than applying their
efforts to needed domestic actions, such as increasing productive in-
vestment and the capacity of economies to adjust to new competitive
challenges and opportunities;

Avoiding or circumventing international institutions, rather than
making efforts to strengthen and improve them.

Following World War IT, the United States and its major Western
partners recognized that economic recovery in Europe and Japan, and
the future prosperity of the West, required close cooperation to build
an international economic system which increased opportunities for
trade and investment. Each recognized that its own economic growth,
while depending first and foremost on sound domestic policies, also
required a well-functioning international economy.

The IMF, World Bank, GATT, European Community, and OECD
stand as living monuments to the wisdom and leadership of Marshall,
Monnet, Acheson, Spaak, and others. They permitted and brought
about a steadily opening international economy, which gave an enor-
mous boost to trade and in turn, to jobs in the United States and in
other nations. The prosperity of the postwar period owes much to

. these institutions, which too frequently we tend today to take for

granted. .

"~ Today, however, there are pressures in this country and in others
to disengage from a system which sometimes seems cumbersome, un-
responsive, or unfair, and to adopt a more introspective international
posture.

Let’s face it. There are serious problems before our economies, indi-
vidually and collectively. We as a nation must address these forth-
rightly, by strengthening our domestic economy, by actively pursuin
our interests internationally, and by insuring a common multilatera
" effort to improve those institutions on which, despite their problems,
we still depend, and in which we still have a vital interest.

Our prosperity depends on our willingness and ability to defend
America’s interest in and within a well-functioning world economy.

There are those in this country, as in others, who counsel disengage-
ment from the institutions and rules which make up the world econ-
omy. They tend to forget the tragic lessons of the interwar period.
But there are others who, T believe, remain in the majority and most
countries, who recognize that, while we have high unemployment and
inflation today, a breakdown in the international economic system
and. a move to protectionism would seriously worsen both of these
problems. '

I profoundly share that view. . .

But while urging a rejection of pressures for unilateral solutions,
and in order to remain credible in doing so, we must correct the prob-
lems which give rise to them. To this end, the leadership of the United
States is essential. ' ,
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We remain the world’s major economy and the political and security
leader of. the West. But, unlike the period immediately followin
World War II, we share economic influence with other countries, ang
our ability to play a constructive role depends on our ability to insure
a partnership of shared responsibility with other major economies.

That is what the Versailles summit is all about. It’s a historic
opportunity to identify areas for common action to strengthen the
world economy, both in the interest of our own nations and that of the
many other nations who look to us for responsible leadership.

I will mention but two of the areas in which we hope to make prog-
ress in Versailles.

First, on macroeconomic and international monetary policies, we
will work to reinforce international consultations among the major
economics. Through greater consultation, each country can frame its
policies in a way which leads toward sustained, noninflationary
economic growth in the medium term.

In the declaration of the first sunmit at Rambouillet, the major
countries aceepted a particular responsibility for the stability of the
international monetary system. :

Questions have, from time to timhe, been raised whether other coun-
tries are sufficiently sensitive to, or knowledgeable of, one another’s
concerns on problems of domestic economic policy, and how greater
economic stability in the financial markets can be achieved. More fre-
quent and more Intense consultations can enable nations to encourage
one another toward sound economic policies, and to understand better
the impact of each of these policies on the other.

Second, on trade, we are desperately close to undoing the multi-
lateral trading system. That system 1is at a crossroads; either we
improve it and strengthen its capacity to resolve problems, or risk its
deterioration.

The benefits of an open trading system have been demonstrated over
the years, but for it to continue, our citizens must have confidence that
it is working fairly and effectively.

Thero arc important areas which are not adequately addressed by the
GATT rules. The ministerial meeting of the GATT this fall 1s an
historic opportunity to address the trade issues of the 1980’s. We will -
seek at Versailles not only a strong endorsement of the value of the
multilateral trading system, but also a commitment to make concrete
progress at the GATT Ministerial, to begin the effort to strengthen
the GATT and to insure that its rules cover new areas, such as services,
h1§h technology, and trade related investment issues.

will conchide my introductory remarks here, Mr. Chairman, but
look forward to a wide ranging discussion based on your and your col-
leagues’ questions.

Thank you very much.

HIGH U.8. INTEREST RATE REPERCUSSIONS

Representative Reuss. Mr. Hormats, the previous witnesses have
been testifying that the high interest rates with the resulting strong
dollar have had bad repercussions on our friends around the world;

it forces many developed countries to support their currencies

through higher interest rates, and that in turn leads to recessions there.
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There are also negative high interest rate repercussions on the less
developed countries.

Do you agree that our high interest rate structure has hurt the rest
.of the world ? -

Mr. Hormats, First, high interest rates in this country have been
harmful to our own economy, and we are not going to be able to get a
sustained recovery in this country while interest rates remain high.

Second, internationally, the impact differs from country to country.

- It is probably true that for certain countries the real rafe of interest
ig higher because the interest rate is relatively high,

I think in particular that’s the case in Germany and Canada, where
one could make an argument that the interest rate on deutsche mark
denominated assets is somewhat higher than it otherwise would be.

With respect toa number of other countries, France being a good
example, the interest rates are more related to the fact that the expec-
tations in currency markets are for less progress in the war against
inflation than in some other countries. T

In short, the impact of high U.S. interest rates is mixed. Tt does
have an impact on some countries; in other countries the high interest
rate is more related to the market’s assessment of domestic policies
within those countries. :

Representative Rruss. For those of our partners at the Versailles
Summit who have felt what they perceive to be an unfavorable impact
as a result of our high interest rates, do you expect them to sound off
about it at the summit, or do you expect that they will do what they
dlild? at Ottawa a year ago? That is, remain agreeably supine about it
all?

Mr. Honwmats. T expect that they will raise it. But in most of these
meetings that I have witnessed, the general approach is not for one
country to point the finger at the other. -

I do think each tends to be willing to give advice—not acrimoniously
put, but advice nonetheless—on various policy issues, And it wouldn’t
surprise me if one or two countries would raise this, '

I don’t think it would be raised in an acrimonious way or a com-
bative way, but more in terms of trying to draw the implications, as
they see them, of policies or interest rates in this country for their own
economies, - - . . '

Representative Reuss. The European Community recently invoked
article 23 of GATT against the Japanese alleging that the Japanese
acted in & manner that has prevented the Europeans from obtaining
the reciprocal benefits from trade negotiations that they had come to

expect, :
" __ Do you share the European view of the impact of the Japanese on
Europe, and what about article 23 as it relates to the United States?
Should we join the Europeans in their complaint ¢ ’ ‘

Mr, Hormats. T do think that a number of practices that seem built
into the Japanese economy do tend to restrict access of foreign sup-
pliers to the Japanese market. S :

. We, the Europeans, the Canadians, and others, including develop-
ing countries, who want to export to Japan constantly come up against
either overt barriers such as quotas on agricultural products or test-

‘ing arrangements which take a very long time and are very cumber-
- some and rigid, or customs procedures which tend to be overly harsh
and overly rigid. ~ - . ’
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I think by and large the Japanese economy is still for a whole host
of reasons a relatively restricted market.

The Europeans feel frustrated, one, about their ability to get into
the Japanese market, and two, about the fact that the European
economies have not adjusted as rapidly as desired to new interna-
tional competitive forces. And that is due in part to a number of rigid-
ities in their own economies.

It is difficult to say at this time whether article 23 is the right way
of doing it or whether it is better to pursue it bilaterally, but there
is a strong case to be made for the Japanese opening up their economy
and giving all of its trading partners access equivalent to the access
which those trading partners give to Japanese products.

I can see the European frustration because we feel it oursclves.
The Japanese have announced and are going to be explaining to us
today the details of a new trade package. From what we are able to
tell, there are a number of positive elements in that trade package,
although we don’t have the details. '

But T do think the Japanese have more of a stake than any other
country in the world in an open trading system and have to shoulder
their share of responsibility for the system by opening up their own
markets. That’s what we have been aiming at, as have the Europeans.

Representative Reuss. Operating with much more bite, at least upon
the United States, is not the churlish refusal of our Japanese friends
to let our agricultural and manufactured goods into Japan, but their
overwhelming of the market, particularly in this country with their
hyped-up exports. That of course is the leading single factor in the
great rash of protectionist suggestions which you have referred to
continuing.

A mxm%er of witnesses see the relatively low-exchange value of
the yen as contributing to this Japanese wrenching of world markets.

What do you have to say about the current valuation of the yen?
Do you agree with the other witnesses that it is too low and it would
do better for the rest of the world if it were to be revalued upwards
somewhat ? How would you go about that?

Mr. Hormats. I think that the yen-dollar relationship has contri-
buted to the ability of the Japanese substantially to increase imports
into the United States, although it is not the only reason. I have a
chart here, which I can give the committee afterwards, which demon-
strates the strengthening of the dollar vis-a-vis the yen over a period of
time.

Here the dollar is relatively weak and here it is-a little stronger,
but even during times when the dollar has been somewhat weaker
vis-a-vis the yen, there still have been major surges in Japanese
exports.

But T do think the yen is an important contributing factor—there’s
no doubt about that—because it does enhance the competitiveness of
Japanese products in our market and i others.

Now, how to get the yen up ? There is no evidence that the Japanese
are intervening to suppress the value of the yen, as has traditionally
been the case when countries want to hold down the value of their
currency.

There’s a lot of evidence that the Japanese have a very cumbersome
series of capital controls, and those capital controls one way or an-
other distort the value of the yen.
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There’s a debate in the academic community as to what happens if

you remove those capital controls. There are those who say, initially

- people will borrow yen, buy dollars with the yen, and that will in effect
weaken the yen vis-a-vis the dollar.

That’s one school of thought. There’s another school of thought
which says that if you open up the Japanese yen market and have
more and more people able to get into it, you have a lot more transac-
tions done in yen. And the J apanese trading companies will use yen
and American trading companies and others will use yen, and you will
create a greater demand simply because of greater access to it.

I tend to think that whatever the outcome, a more open Japanese

- capital market would be desirable. I think there’s one element, that’s
particularly important there; one reason the J apanese are able to do
well is that they have a target industry policy, under which certain
industries get preferential access to capital because the banks are en-
couraged to provide that.

Now if you open up the Japanese capital markets so that an Amer-
ican firm can borrow on the same terms as a J apanese firm, you reduce
to a degree the advantage which the Japanese firm might have through
preferred access to capital. So that’s an added benefit,

- Over the longer term a more open Japanese capital market is going
to insure that the yen comes to a more market-oriented rate. It may
take a little longer, but it will do it.

- Representative Reuss. Is it the policy of the American Government

that the Japanese capital markets should be opened up so that, among

. other things, American borrowers can borrow on terms equivalent to

the Japanese? Will this position be included at Versailles?

~ Mr. Hormars. Yes, sir. We have made this point most recently. There

was a meeting of the four trade ministers: Ambassador Brock and

Minister Abe of Japan, Minister Lumley of Canada, Vice President

Haferkamp of the Community; I participated in that.

At that meeting we.made very clear that we thought this was an
important element of the overall opening of the Japanese economy
that we were seeking, and although I haven’t seen the details—I gather
there is a financial element in the package that the Japanese are going
to be putting to us today. “

So we do regard that as a very important element.

ENTERING JAPANESE MARKETS DIFFICULT

Representative Reuss. Perhaps it would be useful if you now laid
out on the table the United States position vis-a-vis J apan econom-
ically in its totality; how do we get into Japanese markets? Even
more importantly, how do we keep Japanese invasion of our domestic

erican markets to a level which is consistent with the Manchester
School Economics that doesn’t result in heavy American job losses?
You say that the Japanese ought to loosen up their domestic money
and credit markets so that others may borrow on terms equal to them.
That’s our position in this country. " -
._Mr. Hormats. Exactly. Today a foreign firm can come into the
United States and borrow in New York on the same terms that an
American firm can borrow. I think what we really want is equivalent
access.
- Representative Reuss. So that’ipoint 1.
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JAPANESE CUSTOMS

Mr. Hormarts. That'’s point 1.

Two, these are not necessarily in order of priority—but we have
strongly urged a major improvenient in the customs and the testing
processes for getting into the Japanese market. They are currently
cumbersome and very rigid.

CUTTING TARIFFS

Three, we would like a major cutting of tariffs. Tariffs are not the
most critical factor, but they are still important in a number of prod-
ucts, particularly high-technology products, semiconductors, and
such things.

AGRICULTURAL QUOTAS

Four, we have been urging them for some time to liberalize their
uotas on agricultural products, which they argued they must retain
or domestic and political reasons. These are the sorts of things we've

been talking about.

RESEARCH AND DEVELOFPMENT

And five, we would like to get access to the research and development
which goes on in Japan on basically the same terms that Japanese firms
or others have access to the results of our research and development.

One of the very interesting phenomena over the last decade or two
is that most of the primary research in the world has been done in the
United States.

Bell Labs is a good example of one of the leaders in primary re-
search. In many cases that research is published. Indeed, foreign scho-
lars and technicians can participate.

Very recently in Europe and Japan there has been an effort to do &
lot more primary research on their own. Sometimes in Japan, spon-
sored by MITI. What we would like is the same openness of access to
the results of that research, and the ability to participate in that re-
search that others have in the United States.

That is particularly important as they do more in their area, be-
cause a lot of their innovations are piggyi:acked off our research; we’d
like to do the same.

In the high-technology area that’s going to be extremeiy important
in the decade ahead.

Now, what can we do ourselves? It seems to me, to be very candid,
one of the problems we have is that our approach to international trade
is in'some areas, at least, somewhat outmoded.

TPDATE ANTITRUST LEGISLATION

_ We still have antitrust laws which were developed in a period of
time when the major competition for an American firm was another
American firm.

Today in many cases, the major competition for an American firm is

a foreign firm or a foreign group of firms. And, in part, our antitrust
legislation may be—or needs to be—examined to determine whether it
really promotes competition or whether it constrains competition.
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REFORM EDUCATIONAL SYSTEM

Second, we need to do more in our educational system in training
people to deal with the new technologies of the 1980’s.

Japan is turning out more engineers than the United States today
with half the population. As a result, we are going to fall further and
further behind unless we can deal with some of these things.

EXPOkT TRADING CORPORATION LEGISLATION

In addition, there are things like export trading companies; there’s
been zlegislation in the Congress for a number of years. It hasn’t been
passed. :

Representative Reuss. Export trading companies?

Mr. Hormars. Yes, export trading corporation legislation, which has
been hung up in Congress for a variety of reasons which have differed
from time to time for a number of years.

This is a great opportunity to enable us to have export trading com-
panies similar to those of the Japanese. And absent that, we operate
with one hand tied behind our backs, particularly the smaller and me-
dium-size companies.

NEED FOR U.8. INNOVATION

There are a lot of things we can do ourselves. And getting back to
your earlier question about the Europeans, which I thought was a par-
ticularly important point that you were making—if you look at the
Europeans and to a degree, the United States, we have not adjusted to
new competitive opportunities as quickly as the Japanese for a number
of reasons. The Japanese have been very quick to take advantage of
new opportunities. They innovate very quickly; process technology is
done very well. '

We can do it. We can do it in the United States. We invented
robots, the Japanese applied them. But they were invented here. Al-
most all the really new technologies of the 1960’s and 1970’s came from
the United States, and there’s no reason why we can’t compete in the
1980’s if our economy gets going. If we get more investment, if we
train the people we need, if we take a look at the laws which inhibit
exports and inhibit certain collaboration among American firms—we
can compete with them. A

They’re not miracle workers; they’ve just done things well. They’re
like Kince Lombardi, they do it well. They do it simply and they do .
it well,

Representative Reuss. I think you mentioned nine things—five of
the Japanese, four that we can do—all of which I find commendable.

But I ask you, what do they do for the unemployed auto worker in
Detroit or the unemployed television worker in Chicago?

This list of five and four of yours relates mainly to our getting
exports into Japan, which is noble, but that isn’t really, quite honestly,
what is causing the milling around in the streets of America today.
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U.8. STRUCTURAL UNEMPLOYMENT

I don’t find exporters desperate because they can’t sell in Tokyo.
But I do find, as you know, a great protectionist impulse comes from
unemployed workers and leading American companies who are hurt
by Jupanese large-scale absorption in the American domestic market.

Mr. Hormats. I think you’re absolutely right. It seems to me, as I
indicated in my testimony, that the primary problem that affects
many countries—you hear of it in Western Europe, and; of course, you
hear it here, particularly in Detroit, the Midwest, and other parts of
the country—is that we do have a very high—historically high—rate
of unemployment. And that relates to or derives from a slow economy.

In addition—and this is the point I was really trying to get at—
by improving our own competitiveness we would not only export
more to Japan but also increase our ability to compete more effectively
within our own market. In many areas we can beat them in the
Americun market,

We do have a tragic problem, and that is high levels of unemploy-
ment. And T would say it’s 2 hard point to make, because it’s a tragic
one, In certain industries recovery will bring about increased em-
ployment. There’s no doubt about that. But in part, recovery in
certain industries is going to be based on developing or introducing
new technologies, which could well substitute capital for employment.

In the Japanese auto industry, there’s an interesting example. A
lot of the productivity in the Japanese suto industry is based on
the use of robotics, which displace people in the auto industry,

Now, it’s true that what happens is those people get employed in the
robotics industry perhaps or other industries, but there’s a very diffi-
cult human problem in making that transition, if it can be made at
all. And I don’t claim to have any miracle answer for how to deal
with that problem when we do get recovery in the U.S. economy.

Representative Reuss. One big difficulty I have is that we seem to
have a miracle nonanswer to the problem of energizing American
technology by reason of the economic program now m place,

There are envisaged a combination of huge increases in military
spending, largely hardware, which detracts from nonmilitary pro-
ductivity in R&D and huge increases in revenue reductions as a result
of the outyear tax program. This leads, as everyone knows, to a scries
of deficits ahead, whic%x, in turn, leads to terribly high interest rates,
which, in turn, leads to the situation we find ourselves in, whereby
businessmen are not investing in the great new world.

So the unemployed workers we are talking about can’t really be fed
the line that they should wait for a few months until we start doing
these great things, because as all can see, whether Wall Street or Main
Street, it isn’t working,. ~

-So what are we to do for these displaced Americans meanwhile?

Mr. Hormats. Well, I'm getting a little out of my depth and the
State Department has been accused of getting on to other people’s turf
too frequently.
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Representative Reuss. But you're a big man, and it’s all a seamless
web to you. ‘

Mr. HormaTs. As I say, the point I was trying to make earlier is that
even if we do get a relatively robust recovery, there is still that prob-
lem on which you are touching. And that is structural unemployment,
which is one of the great tragedies. ’

It’s two things. One, it’s unemployment among younger people, par-
ticularly among minority groups. It is very high and has been with
us for a number of years. :

I, quite frankly, don’t have enough expertise to know the answer to
tha%lalthough it is not only an economic problem, but a tragic social
problem.

Second, you’ve got the question of what you do in an industry which
needs more capital equipment to strengthen its productivity. And
that capital equipment could come in part at the cost of jobs. :

I don’t necessarily claim to come here, as a representative of the
State Department, having any answers to how to deal with either of
those. I suspect that when you get domestic economic specialists, they
will be able to give you a more specific answer.

Representative Reuss. Let me put to you a number of specific propo-
sitions that have surfaced during the course of our hearing, generally
designed or at least proclaimed as cutting down on the volume of
Japanese imports to this country in a way or in ways that are more
or less free from impurities. In listing them, I don’t mean to say that
I endorse any or all of them.

It is urged, one, that we request at Versailles and other places, that
the Japanese limit their investment abroad; the theory bein% that if
they do that, keep their capital at home, the yen will strengthen, and
thus the landed price of their exports will go up and they won’t get the
present unfair advantage over us and other countries because their
currency will not be grossly undervalued.

" T myself see some difficulties with that, but let’s hear from you.
Ts that part of our policy package?

Mr. HormaTs. No, it isn’t. And I share in seeing a lot of difficulties
with it. T haven’t studied this particular proposal in great detail, but
what would happen is that if you kept the capital at home, you would
more likely see tE:t in order to lend, the Japanese would simply lower
interest rates that they charged their companies.

Representative Reuss. If you accompany that with your commend-
able all-line-up-at-the-teller’s-window-in-Japan policy, then you
would vitiate that?

Mr. HormaTs. The two are inconsistent if you want to keep the capi-
tal at home. : :

What I want to do is not keep the capital at home, but let Americans
borrow on the same terms as Japanese. So, T think that proposal is not
olne we’re going to suggest at Versailles or, in my judgment, anywhere
else.

Representative Reuss. I agree with you, it isn’t just American bor-
rowing. Far from having any objections to Japanese investment in
job-creating activities in this country, I favor it. And if you say they
can’t invest abroad, you’d be cutting off your nese to spite your face.

Mr. Horsats. Exactly. We want them to invest in job-producing
enterprises here. That will deal with the unemployment problem.
There’s a concern in some sectors that if they invest, they’ll simply
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compete with more traditional American firms. But that's a separate
but related problem. L

But generally, if there’s new investment which creates new jobs,
we'rs not going to stand up and block it.

JAPANESE EXPORT CREDIT SUBSIDIES

Representative Reuss. Now, let me put to you another proposal.
I think there is much to be said for this one, but I'd like your view.
It does seem out of order to me for the Japanese to be using export-
inducing, Eximbank-like subsidies, credit subsidies for export sales.

It seems to me that, in view of the great success that the Japaness
are enjoying in exports, and particularly in view of the fact that the
yen, for many reasons, seems to be undervalued, and that until the
situation changes, the Japanese simply should not be giving credit sub-
sidies for exports. They ought to be formally asked to knock it off—
no more MITI, no more finance ministry, no more whatever other
equivalent effects they’ve got. .

Mr. Horsxars. I think, on the question of export subsidies through
Government financing and Government credits, I couldn’t agree with
you more, ‘

With respect to this we have made a major effort in the last round
of OECD negotiations on official export credits to get the Japanese
and, indeed, to get other countries to raise the interest rates that they
charge closer to market rates; and in particular, the Japanese, as part -
of that package, agreed to add a certain amount of interest on top of
their normal market interest rates in order to bring them closer to what
we consider to be equitable levels.

Now, I don't think we're going to be able to get them to cut out
their equivalent to the Eximbank program. But I do think that we
haven’t exercised our legitimate rig{x)t to encourage them to insure that
they do not provide credits at less than market rates, because that is a -
distortion.

And one of the things we are worried about internationally—and I
know you are, Mr. Chairman—is that a lot of countries are providing
export credits at less than market rates. What that does, it calls their
taxpayers into the game, and it means our people are having to com-
pete with exports of other countries subsidized by the taxpayers and
treasuries-of these countries.

Representative Reuss. I think we have to distinguish between our

eneral motion toward exports, credit subsidizing across-the-board

1sarmament, which is a worthy course we’ve been on without too
great success for a number of years, and the specific problem of Japan.
The Japanese problem is due in large measure to the hard work and
good planning and commonsense which they apply to their industry,
2lso aided by an advantageously undervalued yen. They are gobbling
up markets at a ferocious rate. The Europeans are cutting that down
by imposing very vigorous import quotas on Japan, which leaves us
as_the sole happy hunting ground for the export industries.

Honestly, I can’t think of a more benign way, a less vicious and
miserable way, of rectifying this as far as the United States is con-
cerned than to say that the problem of Japanese export credit sub-
sidies ought to be considered on an immediate basis, quite apart from
the general push toward multilateral export credit subsidies.
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Mr. HormaTs. I agree with that. What I said in the context of

multilateral discussions, we have singled out the Japanese and asked
them to do something above and beyond what the others have done.
- T think your broader point though is absolutely right, that there is—
inasmuch as the yen is relatively soft vis-a-vis the dollar, inasmuch as
the Japanese are doing quite well—considerably less need for them to
maintain a strong export-financing drive. And I do think it’s desirable
for us to make the point strongly that if they don’t need it and if it is
disruptive, they shouldn’t practice it. I agree with that.

Representative Reuss. Can you think of any better single position
which we might take at Versailles designed to somewhat reduce the
swelling of hyped-up Japanese exports to this country than to ask
them, very promptly, to very markedly reduce or eliminate their
export credit subsidies? . : )

Mr. HormaTs. I think to the extent they have export credit sub-
sidies, we certainly ought to insist that they eliminate them. I don’t

" disagree with that at all.

And T think, as I mentioned earlier, the Japanese do have a financial
element in this package. '
And what I would like to do is get a look at what is in that pack-

' age, to see if it addresses this. And if there is a measure of export

subsidy remaining as a result of that package, following that package
and following the OECD agreement, I think we ought to make a very
strong push to get them to stop that.. I agree with that.

. Representative Reuss. When are you going to see this package?
Tomorrow ¢ : '

~ Mr. Hormats. I think today. '

Representative Reuss. If there is in that package a Robin Hood

fellowlike jester on the part of the Japanese to cut out their export

. credit subsidies, grasp it to you with hooves of steel. And if there
isn’t, put it in there at Versailles.

" Mr. Hormats. I will be sure that if there is any export subsidy after
vvie h{we gone through what they have done, we will put it to them
clearly. . ~ :

Representative Reuss. Congressman Richmond. _
Representative Ricusonp. Thank you, Mr. Chairman.
‘Good morning, Mr. Secretary. It’s always a pleasure to see you.
Mr. Hormats, Geod morning. :
Representative: Ricamonn. I heard your dialog with the chairman
about the possibility of our requesting the Japanese to drop their ex-
ort subsidies. I think we all have to realize that the financial situation
in Japan is quite different from the financial situation in any other

" country in the world. Their interest rate is 534 percent, they have a sur-

plus of cash, yet it-still hasn’t occurred to them that the best investment

in the whole world for them is to take some of that cash and send it
- over to the United States and buy some of our ailing businesses—they

have more money than they can possibly spend in Japan.

Now, whether you call it export subsidy or just long-term loan, how .
in these grand conversations at Versailles are we going to get the Japa-
nese Ministry of Finance at the meeting to say that we won’t let the
Fuji Bank loan Fujitsu a trillion yen in order to expand their exports
or in order to do whatever they want todo? '
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In other words, for us to have such things as Eximbank and assist
Budd in upstate New York in selling subway cars to MTA is one thing,
because interest rates are 16 percent plus, so we need that.

But in Japan, the whole financial system is an Eximbank. There’s no
way you're going to be able to tell the Fuji Bank not to extend ample
credits to their clients to increase their bhusiness,

So, when you talk about telling the Japanese that they can’t extend
export credit, I think we’re just talking nonsense. :

r. HormaTs. I think earlier we were addressing this particular
point. There’s one point, which is the export credit subsidies, where I
think we do have a legitimate right to tell them not to do it. Thereisa
second point, which relates to the broader point you made, and I tend
to agree. The whole system is a sort of large Exim

Representative Ricamonp. Export credit subsidy ?

BORROWING IN JAPANESE MONEY AND CAPITAL Mam'rs

Mr. Hormats. Even beyond that, because of the target industry

* question. Capital goes to industries that the Government favors. Not

always, but in many cases. And that enables them traditionally to get
a relatively secure source of capital. Unlike our companies, particularly
our high-tech companies, which have to rely heavily on equities, they,
the Japanese firms, get a rather steady stream of capital even when,
for a period of time, their profits are low for cyclical reasons or because
they’re putting a lot more in investment,

ne point that I tried to make earlier is: We have been encouraging
and pressing the Japanese to enable our companies to borrow on the
same terms and conditions as Japanese companies, so that a Texas In-
struments or a Burroughs or an IBM can go in and borrow on the
same terms as Fujitsu; just as Fujitsu can come to New York and
borrow on the same terms as TL.

Representative Rrcasonn. As a practical matter, can our American
companies who have Japanese factories abroad, borrow money from
Japanese banks? ' '

Mr. Hormats. Can they do it? Some, in a limited way, have done it.
It’s parceled out in a very regulated way. o

Representative Ricnsonp, Mr. Secretary, if we can get that straight-
ened out, I think it would be a lot better than this export-import thing.

Mr. HormaTs. Absolutely.

Representative Ricumonn. As I just mentioned, in effect, there’s no
such thing as export-import grants in Japan. :

Mr. Hormats, 1 thini both are important. One, they shouldn’t be
subsidizing export credits——

Representative Ricumonn, They’re not subsidizing export credits.
What they’re doing is lending money at 5.75 percent, which is their
standard interest rate.

Mr. HormaTs, The Chairman raised the point, are there export sub-
sifdi}e;s? I was saying, to the extent there are, we should argue to get rid
of them.

I think the broader point—we had discussed that earlier—is the way
their target industry operation works; we want to insure that our firms

.

can borrow on the saime conditions and terms as their firms. That would
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help to deal with the target industry problem. and would help to deal
with the other larger issues that we’ve been talking about.

As a matter of fact, I pointed out earlier that we made this point to
. Minister Abe in earlier discussions, and that he had indicated that he

understood the point. And my judgment is that he was going to go back
and at least make an effort to try to deal with it. But we haven’t seen
that. We’re going to get the package—we’re going to get the package
. today and we’ll get a better sense of what’sin it.

Representative Ricumon. I think if we called a spade a spade here,
we’d be so much better off.

We can’t- ask the Japanese to stop their export subsidies, because then

any long-term loan any Japanese bank gives to one of its clients—man-
ufdcturers—is in effect an export subsidy. '
- Now, if we demand that Japanese banks give the same service to
Anijerican companies that are based in Japan, like IBM—in other
words, IBM should be able to borrow money at the same rate at which
Nissan Electric can borrow it. That I consider fair, because as you say,
Nissan Electric Co. or Sony does business in New York and borrows
money here.

Mr, HormaTs. Yes. And that is the point that I made as recently as
2 weeks ago, in a conversation with Minister Abe.

Representative Ricamonp. What did he say ¢ ,

Mr. Hormars. He understood the point. And I think the reaction
that I got from him was a positive one: That he understood and he
would try to do something about it. I can’t guarantee what’s in the
package, but I do think that he is going to go back and make an effort

. to do it. We will see what happens. :

Representative Ricamonb. I wish you luck. Thank you.

Mr. Hormats, We need luck. '

Representative Reuss. Mr.. Secretary, in my opening statement I
talked about development assistance, and made the point that our
high interest rate policy has produced devastation in a number of
ways, for the developing countries. Then I went on to list a number of
specific policy stances by the administration which, in my view, are

" wrong-headed and hurt the LDC’s,

LDC POLICY

Let me recapitulate them and have you tell me, if such is your view,
why you think I’'m mistaken. ’

One, we are shifting our foreign assistance program away from
economic and development assistance, and toward military security in
o way that is going to hurt development.

Two, we have called for the phasing out of financing from the hard
loan windows, toward middle-level LDC’s in the multilateral develop-
ment banks. ,

Three, we have cut back—with congressional acquiescence, I must
admit—on our aid to the International Development Association.

Four, we have rejected the World Bank’s proposed energy affiliate.

And five, we are opposing the IMF quota increase at a time when
balance of payments financing needs are very strong.

Y;Vougld you address those five criticisms which I make of our LDC
policy .
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Mr. Hormats. OK. First, let me make a general observation on this,
because I think it might help to put some of these in context. I think
gou’ve asked very valid questions, and I will try to address them one

one,
yBut basically, it seems to me that the development approach in the
latter part of the 1970’ and the decade of the 1980’s has to be some-
what different from that in the 1950’s and 1960’s and the early part of
the 1970’s. That is, aid remains critically important. There is no doubt
it remains critically important to the poorer countries of the world.

They can’t export very much to earn the money they need. In some
cases, their commeodity earnings are depressed as a result of high
interest rates and low growth. A lot of the projects that they need
involve health, education, and projects of that naturc—water—which
don’t allow for borrowing on commercial terms or close to commercial
terms. h

There is a second group of countries which depend increasingly on
their ability to attract foreign investment and the ability to export
into developed-country markets. And from the point of view of those
countries, open international investment and, very importantly, open
markets in developed countries, are probably the critical elements in
whether they succeed in the 1980,

Many have borrowed very heavily, as you know, on the expectation
that they will be able to export in order to repay the money they bor-
rowed. A lot of countries in this hemisphere and east Asia fall into
that category.

So that, in order to develop an approach to deal with development
in the 1980’s, you need a combination of aid, investment. and trade,
similar to the sort of bundle of programs that was put forward in the
Caribbean,

Now, on foreign assistance, there has been a major emphasis on the
security assistance, in part because that is important in the overall
effort to bring about a peace in the Middle East, or toward a peace in
the Middle East; in part, because there were new pressures as g re-
sult of the Soviet invasion of Afghanistan—in that area of the world—
to provide more security assistance.

And T think it’s true that thaf has gotten more emphasis than, as
you put it, “traditional development assistance.”

With respect to the multilateral development banks, there has been
& recognition of the fact that it’s less like?y now than in the past that
we're going to get the sort of steady increases in multilateral funding
that we had in the 1970’s. And second, in order to get money out of the
Congress and out of OMB, we had to demonstrate that countries that
could move up the curve from softer to medium to harder terms were
moving up that curve at a relatively expeditious rate.

Now, the one thing that is very important to note about that Treas-
ury report is that it was agreed that those countries would not move
2t a faster rate than their creditworthiness permitted.

And I think that there is merit in keeping, even in countrics at the
very hx%ex end of the spectrum, some presence by the World Bank,
largely because when you go to these countries, they will indicate that
they value very much the technical support, the advice, the wisdom
about development that they can get from the World Bauk.
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So, the basic approach is not a wrenching adjustment, but a more
gradual approach, which is consistent with the creditworthiness of
those countries. And that some of the soft countries would move to
medium terms or mixed credits, or “blend” as they call it, and other
blend countries would move up to harder terms, and ultimately rely,
as some countries now do in the developing world, very heavily on pri-
vate borrowing. But it’s not supposed to be a wrenching adjustment.

Third, I would make the same point on IDA that you made. And
that is: That the administration did, in its request, ask for sufficient
funds to meet our obligations on time, with a sort of stepup increase.
And we found that it was difficult to get that through the Congress,
so we have now had to go to 4-year replenishment rather than 3-year
replenishment,

And what you say is happening. That is, because there is a formula
in IDA -which calls for prorating of contributions, a number of donor
countries have cut back and are going to increase their contributions
in the same sort of stepup way that we will.

With respect to the World Bank energy affiliate, that was an idea
which I think, in its time, had a greater degree of acceptance inter-
nationally than it does now.

The premise upon which that was based was that it would be a new
pool of money, and that the OPEC countries would provide a very
large share of that pool, larger than their share of IDA contributions.

Subsequent to the initial discussion of that, the price of oil has
gone down. The OPEC countries collectively now are not even im
surplus. And as a result, the enthusiasm for providing a dispropor-
tionately large share has now all but evaporated. )

There are a few OPEC countries who still like the idea, but say
they would provide the same share to this as they provide to IDA
or the Bank. So, I think for the most part, that is not going anywhere.

That is not to say that the World Bank shouldn’t have an impor-
tant role—indeed, perhaps a growing role—in energy production of
the developing countries. Because in many developing countries, that
is still the single largest bottleneck to their development. And we
have been encouraging the World Bank to play a greater role, but we
don’t think that the energy affiliate has got sufficient international
support.

Iz&pnd we also think, quite frankly, Mr. Chairman, that given our lack
of ability to get IDA through, it’s going to be doubly hard to go up
and get funding from this Congress or from OMB for a new institu-
tion. : :

Representative Reuss. The one thing in my list that you haven’t
commented on is our opposition to an IMF quota.

Mr. HormaTs. Yes. Secretary Regan’s point. Sorry. I haven’t been
intimately involved in every aspect of this. A lot of the discussion
went on in Helsinki, when I was at a trade meeting, elsewhere, the
one I mentioned to you earlier, with Minister Abe.

But basically, his view is that the real emphasis now ought to be on
the adjustment of individual countries to reduce some of the structural
imbalances. And this really ought to be the priority route that new
funds channel through the IMF.
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Representative Reuss. I know that you have another date up here on
the Hill, and T just want to thank you very much and excuse you.

I would say, by way of comment on your answer to my criticisms of
our current policy toward the less developed countries, that while it is
true that Congress must bear at least part of the fault—if fault it be,
as I think it is—nevertheless, as I'm sure you recognize, it’s always
going to be true, under Democratic or Republican administrations, that
the Congress by itself is not going to be noble about foreign economic
policy. :

It ga.kcs an administration which is out in front and willing to per-
haps incur momentary setbacks. That’s the only way that the Marshall
ghm, point IV, develo%ment assistance, OECD, IMF, the World Bank,

DA, IFC, IDB, ADB, and so forth, ever got off the ground. So, it
really won’t do for any administration to say that Congress is pusillani-
;nogs, which is perfectly true, but known to every civics teacher in the

and.

Mr. Horaats. I wasn’t placing the burden. I was just stating the
facts with respect to that particular item.

Let me just say, to sum up, that the United States has taken the lead
in the last 30 years in developing the sort of fundamentsl institutions
which today make up the world economy. There are increasing pres-
sures on those, internal and external, .

I think if you look at the history of modern man, one can see that
these are extremely constructive institutions, and the people who de-
veloped them were extremely enlightened and developed what was
needed to make progress and keep unity in the world economy. And
they have been the centerpiece of the effort to improve trade and in-
crease international investment. And despite their problems, which
occur from time to time and which we are all aware of, they have done
extremely well. The World Bank and IDA have made excellent con-
tributions to development. Without those institutions, the developing
countries would be considerably worse off. .

And, as your statement indicates, we would be worse off. We export
today well over a third of our overall exports to the developing world.
And in the future, these countries are going to be important markets,
increasingly important markets, for our products.

I think that, while from time to time there may be problems with
these multilateral institutions, we have a fundamental stake in them.
I quite agree that there needs to be strong support, from the executive
branch to maintain our commitment to the whole host of multilateral
institutions, which are vitally important to our own prosperity.

T just would conclude on that theme. I'm in full agreement.

_ Representative Reuss. We're'grateful for your testimony this morn-
m%z and I am personally most happy that you are where you are.
hank you for being with us. :

Mr. HormaTs. Thank you, Mr. Chairman,

Representative Reuss. We'll now hear from a panel consisting of
Messrs. Lawrence Klein, John Sewell, and Ed Fried.

Welcome, gentlemen. You have helped us much in the past, and I
kmow you will this morning too. Your prepared statements will be
incorporated in the record in full, without o}l))'ection.

Would you now proceed, starting with Mr. Klein.
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STATEMENT OF LAWRENCE R. KLEIN, PROFESSOR OF ECONOMICS,
WHARTON SCHOOL, UNIVERSITY OF PENNSYLVANIA, PHILA-
DELPHIA, PA,

Mr. Kiemn. Thank you, Mr. Chairman. Today, as I understand it, we
are to focus attention on problems of the developing countries, and I
have a statement which I will read rather briefly.

The first part deals with the general world situation.

The world economy is in recession, and although some areas are
poised for recovery, it is hard to find clear signs of a turn having oc-
curred. It is a pervasive recession, and the developing world has not
escaped many of its worst aspects.

The developing world is ?u'ghly varied, and although the recession
is generally evident everywhere, its impact has been uneven. At two
extremes, we find continuing poor performance in A frica, especially

in black Africa. There, food conditions are poor in a number of areas,
~ and growth rates are at best 1 or 2 percent, while negative values are
also discernible in a few places.

: NEWLY INDUSTRIALIZED COUNTRIES HURT BY WORLD ECONOMIC CONDITIONS

~ The best of conditions,.on the other hand, prevail in the Pacific
Basin, but the seemingly high growth rates in some countries represent
significant come downs. During the late 1970’s some Pacific Basin coun-
tries were showing two-digit growth rates and the present figures of
_ 6 to 8 percent may look high on a world scale, but they are considered
mediocre in relation to past performance. A strong feature of the
Pacific area countries has been their low rates of inflation. Malaysia
and Singapore, for example, are rarities among developing countries
because they have had inflation rates below 10 percent. Other countries
in the Pacific have not been areas of high inflation, when viewed
against the backstop of developing nations as a whole.

Latin America is showing an average growth performance but ex-
periencing high inflation rates as usual.” Chile and Argentina have
known much worse times, as far as inflation is concerned, but other
countries are now worsening, shifting from moderate inflation to
becoming severe cases. '

Last ‘year, the Middle East did not measure up to the expectations
that would be associated with a rich oil exporting area. The declines
in world oil production were reflected in total output, GDP, decreases,
not to mention the setbacks to production caused by war in Lebanon,
Iraq, and Iran. Restraint in oi.{’ production will continue to have ad-
verse effects on Middle East growth during 1982, but the nonoil sectors
of the OPEC countries of the Middle East should continue to show
progress, as integral parts of long-range development plans.

.Overproduction and excessive inventory holdings have plagued ac-
tivity in markets for oil and other primary commodities. On a year-
over-year basis, it is estimated that world oil prices will show a decline
of about 5 percent for this year. At the beginning of this year, primary
products other than oil, registered a decline of about 12 percent. These
soft prices have had serious impacts on export earnings of many devel-
oping countries who are important primary producers. A good part of
the price decline can be attributed to the world recession, but in the case
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of oil, conservation has also played a role. For some other primary
products, substitutions have been made, which may hold back earnings
even after recovery begins. This is all the more true if world recovery
is, as expected, quite modest. World steel production, for example, may
not regain its former preeminence as a heavy industry sector, and this
could mean less than full optimism for the future of iron ore produc-
tion.

In this recent setback for developing countries, a number of star per-
formers, particularly among the newly industrialized countries, have
been hit hard. As oilyexporters, Mexico and Nigeria both implemented
ambitious development programs. They borrowed funds at high inter-
est rates because they were confident about the tendency of oil prices to
rise indefinitely. Now they find themselves burdened with high interest
costs and face joint declines in oil price and oil volume. In Mexico’s
case, it led to devaluation of the peso, very high rates of inflation, cut-
ting back of development plans, and the need to borrow heavily on
world capital markets.

Brazil moved down from high growth in 1980 at about 8 percent to
negative growth in 1981, and poor prospects for the immediate future.
There has been no letup in inflationary pressure. Brazil, like other
newly industrialized countries, depends heavily on world markets for
pursuing a policy of export-led growth and is not expected to recover
the dynamic status of a star performer until the world recession ends
and a definite recovery phase comes into place. :

In the Pacific Basin, a great deal of attention has been placed on the
“New Japans”—South Korea, Taiwan, Singapore, and Hong Kong.
As we already indicated, these countries still look strong when com-
pared with the rest of the world, but their ambitions are very high,
and there is no doubt that they have been set back by the depressed
world situation. If South Korean growth rates appear to be unusually
impressive, it is to a large extent a case of rebound from the negative
rates that followed the assassination of President Park in October
1979, the ensuing political uncertainty, and the imposition of martial
law. Korea is apparently recovering, {)ut we should not draw the mis-

-leading interpretation that all is well, from an economic point of view.

The newly industrialized countries have been considered to be excel-
lent credit risks, but in today’s environment we are finding enough
surprises to realize that even the best of cases may have some under-
lying weaknesses. Mexico cannot simply assume that oil wealth solves
all her economic problems in a single generation. Brazil, South Korea,
and other countries who depend heavily on export markets cannot
assume that foreign earnings are always going to be large enough to
provide adequate debt service. At presently punitive interest rates theg
all stand to court trouble. It was not long ago that Polish officials an
economic observers thought that their past record established them as
prime credit risks, and their developments are not entirely different
fromttbose that might be expected to occur among newly industrialized
countries,

NEGATIVE OPEC CURRENT ACCOUNT BALANCES

The most noteworthy economic tendency among developing coun-
tries this year is the swing in the current account status of the OPEC
countries from strong surplus toward negative balances. The same is -
true of other oil exporting countries outside OPEC. This is not the first
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time that OPEC nations have had to come to the world financial mar-
kets for net support. It happened between the first and second oil

- shock. The net gainers in this changed situation will be the oil import-
ers among OECD countries, especially Germany and Japan.

The United States will benefit from the more favorable oil position,
but our current account could deteriorate for other reasons, The oil
importing developing countries will benefit, too, but they are having

“adverse trade impacts because of price declines in primary products
other than oil.

The decline in oil prices could well be temporary. Some even believe
that it is now ceasing, but if it is accomplished primarily by produc-
tion controls, that situation does not look particularly favorable for
export earnings, - '

A plausible projection is for a turnaround in oil price movements
during 1982, lowering the year average; below the 1981 average but
making 1983 average once again. -

The rise is projected to be moderate, in line with the expected mod-
erate recovery in the world economy, so that real oil prices will be
lower in 1983 than in 1982. Tt will be 1984 before we can expect to see
oil prices rising as fast- as, or faster than, OECD export price
expansion. : .

LOW WORLD GNP GROWTH

One, my next section deals with the world recovery. World GNP
grew by only about 1.6 percent in 1981. In the industrialized coun-
tries, it was marginally worse, at about 1.4 percent. The centrally
planned and developing countries are expected to show slightly better
growth for 1982, while the industrial countries should do worse, pulled
down es]pecia.lly by the U.S. recession, which carries a big weight in
the total.

By 1983 and 1984, the world should be on a 4 percent recovery path.
This may seem to be optimistic when placed alongside the dismal read-
ings for this year, but it is actually a modest recovery, for the early

. period of a general pick-up should show faster-than-average growth.

1f the OPEC countries stop cutting back oil production, they and

_ghe oil importers in the developing world could jointly grow at about
percent.

World inflation has been brought down by this recession ; that was
in fact the policy intent of the restrictive measures introduced by
Great Britain, the United States, Germany, and many other indus-
trial countries. Lower inflation rates should be helpful all around. for
the developing as well as the industrial countries, but some areas of the
developing world will experience worsening inflationary pressure,

Mexico’s inflation rate, for example, is jumping from about 25 per-

- cent to 50 percent as a result of devaluation of the peso and subsequent
wage increases. '

. . ’ DECLINE IN VOLUME OF WORLD TRADE

- Concomitant with the world recession in production, there has been
a corresponding decline in the volume of world trade. It was held to
a virtual standstill in 1981, and is projected to expand this year by
only 1.5 percent. .
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Thereafter it might grow by about 1 percentage point above the
GDP growth rate, but this is-3 great comedown from the expansive
period of the late 1980’s when ‘world trade was growing by about 10
percent annually.

This was a period when the Newly Industralized Countries benofited
greatly from their participation in the expansion of world trade.

The developing world as & whole needs a strong world trade growth
rate for their economies to prosper. Moderate recovery in production
and world trade presently being forcasted will help the developing
world but leave them far short x(:lfgaspira,{:ions.

When modest trade expansion is coupled with high interest rates,
reluctant world bankers who have been shaken u %y poor loan ex-
perience, and tendencies toward protectionism by OECD countries, it
1s not surprising that developing countries need to reassess their eco-
nomic policies. '

For one thing, they need to work at becoming even more competi-
tive than they have been in the past. Mexico needs to expand nonoil
exports. Brazil needs to compete with other manufacturing nations
in erder to export goods other than coffes, cocoa, and iron ore on world
markets. Ry

SLOWDOWN IN PRODUCTIVITY -

What are needed in order to remain cost effective are good increases
in productivity, wage restraint, moderate profit margins, and effective
changes in exch rates.

For a while, the %ewly Industralized Countries were enjoying strong
gains in preductivity, but after 1973 many developing countries were
affected by the general slowdown in productivity and covered up prob-
lems in being competitive through the medium of exchange of £zpreci-
ation.

This has induced inflationary feedbacks. While they must remain
flexible in exchange rate policy, they should focus on more funda-
mental aspects of ming competitive such as the encouragement of
productivity gains.

NEWLY INDUSTRIALIZED NATIONS TARGETS OF PROTECTIONISM

Two, the final section deals with some current issues.

First, protectionism. While we hear a great deal about protectionist
sentiments aimed at the Japanese invasion of markets in North
America and Western Enrope, the problem is much broader and exists-
as an obstacle to free trade i)etween the developing and industrial
worlds as wholes.

In particular, the Newly Industrialized Nations are collectively
targets for protectionist barriers. We have already seen them in
textiles, shoes, and TV sets, .

There is nothing like good growth for the entire world economy and
associated expanston of trade in order to stem the expanding tide of:
protectionism. The restrictive economic policies of the industrial na-
tions are, at the base, responsible for conditions under which protec-
tionist sentiment thrives, although such ideas have independent
sources in mature countries who are having their own unusual prob-
lems of economic revitalization.
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NORTH-S0UTH TRANSFERS

Three, the second issue is North-South transfers. The report of the
Brandt Commission and other sentiments in favor of North-South
capital transfers for the purpose of stimulating economic progress
among the poorer developing nations have been cooly received among
potential donor countries. S

The future of North-South capital flows in the form of concession-
ary aid or transfers is not bright, and North-South economic problems
are likely to remain intense as ever. In this cool environment it is
important for developing countries to look elsewhere for betterment
of their economic positions in life. _

_ In this connection, the concept of increased South-South trade and,
in general, South-South economic relationships are worth serious
exploration. :

Among developing nations there are simultaneously good bases for
supply of primary materials and production of finished manufactures,
at nearly all levels of technological sophistication.

If the developing nations involved can get together for the estab-
lishment of favorable trading and investing relationships, it is possi-
ble that they can short circuit the obstacles to growth that are pre-
sented by the slow-moving industrial nations.

At the same time that developing nations are being encouraged to
promote South-South trading relationships, they can also be urged to
look more carefully at their own domestic markets.

Some of the developing nations have large market potential at
home and can get as much support for their own economic activities
in the domestic market as in the world market.

MULTILATERALISM

Multilateral free trade and development promoted through multi-
lateral agencies have been the hallmark of three decades of postwar
development in which many developing countries have come a long
.. way alon% the path of economic progress.

Now, théy are ficed with an 'American administration that favors
bilateralism, especially with military undertones, and provides faint-
hearted support for multilateral economic institutions in dealing with
developing nations. , L

This is an unfortunate policy change as far as progress in the devel-
oping world is concerned, and we can only hope that it is temporary.

EXCHANGE RATE POLICY OF DEVELOPING COUNTRIES

Apart from the fact that developing countries have used exchange
rate movements to compensate for laxity in domestic inflation, pro-
ductivity growth and profit margins there is yet another aspect of ex-
change rate policy for developing countries that is relevant for present
circumstances of the international economy.

It is often the practice of an individual developing country to tie
its exchange rates to that of a particular industrial country. Many
Latin American countries, for example, may tie their rates to the U.S.
dollar. :
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It would be better and more flexible to tie rates to a combination of
currencies, cither well established instituticnal combinations such as
the SDR or ECU or to tailored averages.

This would spread the risk of having some awkward ties. At the
present time, for example, those countries tying their rates to the dol-
lar aﬁe finding that exports are correspondingly over priced and hard
to sell.

Combinations of currencies are less likely to be unusually over or un-
derstated than in any single currency. The whole subject of exchange
~ rato determination is complicated, and we are just beginning to learn

something about it for the major industrial countries who now have al-
‘most 8 decade of experience in living with a floating system.

1t is a much more difficult challenge to undertake similar investiga-
tions for developing countries,

That concludes what I had to say this morning in my statement.

Representative Reuss. Thank you very much.

Mr. Fried.

STATEMENT OF EDWARD R. FRIED, SENIOR FELLOW, BROOKINGS
IRSTITUTION, WASHINGTON, D.C.

Mr. Frrep, Thank you, Mr. Chairman. I submitted a relatively brief
prepared statement, which I would ask that you include in the record,
and I will summarize my remarks even more briefly so as to maximize
time for discussion.

MULTILATERAL DEVELOPMENT BANKS

I had focused on one subject, what might be done at first cye, in
regard to the multilateral development banks.

1 think the possibilities are three: First, that action could be taken
. to enable these banks to increase their lending at the present time

generally. '

Second, as a subsct of this, to increase their lending for energy
in particular; and third, to do something to restore TDA on its previous
course; and to take action that would insure the continuation of this
rather critical program as far as the developing countries are
.concerned, ’

Versailles could do a great deal to give & boost to each of these, but
there seems to be little incgiication that North-South issues generally will
receive any emphasis at the summit, and Bob Hormats’ statement to
you this morning is notable for the absence of these issues entirely.

Now, I think that as a backdrop you should look for & moment to
what is happening to the current accounts in world payments:

DECLINING OPEC CURRENT ACCQUNT SURPLUS WILL LEAD TO SURFLUS
FOR INDUSTRIAL COUNTRIES

As Larry Klein has pointed out, the OPEC surplus is rapidly dis-
agFearing. I think for 1982 it might amount to $25 billion and conceiv-
ably could be less, perhaps going to zero, but this is obviously a matter
for conjection.
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As a group the industrial countries’ current account will be moving
into surplus, and the current account of the current oil-importing
developing countries will remain high, probably at something like $85
billion for this year—about the same in real terms as it was in 1980,

Now, we no longer have the issue of recycling the OPEC surplus.
What we have now is the more traditional position of a surplus in the
industrial countries and a deficit in the developing countries,

Now with this—T think the reason for the high deficit is fairly clear:
The oil-price jump of 1979-80 added about $35 billion to the import
blurdlen of these countries, and that is going to go down very, very
slowly.

Second, the recession in the industrial countries means soft markets
for manufacturers, and weak demand as well as low prices for primar;
commodities. And third, the record high interest rates in the industria
world obviously increases the burden of the very large debt that al-
ready exists. : :

That’s the reason that the surplus—that the deficit is remaining high
and will %o down only slowly.

What I think is not as much appreciated is that for the most part
these countries have already done a great deal in the way of adjustment,
in the way of belt tightening.

If you look at the oil-importing developing countries as a whole, the
growth has been a respectable 4 percent or so—less certainly than it
was in the period before 1973. But investment has been pretty much
maintained and consumption as a share of GNP has been going down.
Thgs :ls belt tightening and this is adjustment, but more time will be
needed. ' )

Clearly, some countries have done much better; some not as much.
But as I see it, the risk is that in this kind of situation, the commercial
banks, fearful of the continuation of large deficits and of the high
debt, will begin to cut back heavily on their loans to these countries.

I think on economic grounds this would largely be unwarranted, but
this is the kind of concern that I think the international system should
seek to guard against.

Now at present the banks are providing about $40 billion of new
financing a year to these countries—roughly half of the financing for
their total current account deficit.

But given this risk, I think it’s all the more important now that the
industrial countries—and particularly the governments represented at
the summit—should be encouraging the World Bank and the regional
banks not to cut back on their %endings, but to increase their lendin,
just at this very time. Because it’s this kind of lending that can add .
‘confidence to the commercial banks to continue what they are doing,
and it’s this kind of lending—being lending for projects that repre-
sents adjustment in its best forms—it represents the increase in produc-
tion that eventually will make it possible for these countries as a whole
to pay their own way. . :

ENERGY FINANCING

Now, one element in this kind of lending is clearly lending for en-
ergy. I have noted in my statement that energy is an integral part of
the development process. Twenty years ago the developing countries
used about 10 percent of the free world’s commercial energy. Today
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that’s 15 percent. By the end of the century it will be 25 percent. As
long as oil prices remain high, and I believe they will remain high
through the end of this century, energy will be a consistent constraint
on the economic growth of these countries, and one of the important
areas of adjustment therefore, that these countries can take is to be
able to increase investments both to increase domestic production of
primary energy fuels—that’s any kind of primary energy fuels, be-
cause in the end that backs out the demand for oil; and second, invest-
ment to increase the efficiency which energy is used. |

Now, to the extent that this is done, this will help everybody. Clearly,
it will help the world energy outlook and in this sense the industrial
countries as well, because if you look ahead, the biggest—in fact, the
only major source of increase of demand in the world oil market will
be the increase in demand of imports of the oil import developing
countries. Therefore, to the degree they can be contained, this will both
assure that supplies will be more ample and more secure of everyone,
including ourselves,

Second, the more these countries can do in energy, the less the strain
will be on the international trade and financial system as a whole. At
the moment, to do this a very large investment program would be re-
quired. The Bank has estimated this would be on the order of $40 bil-
lion a year over this decade in constant dollars, in 1980 dollars. This
is a large amount. It’s more than double what’s been happening in these
countries until recently. -

The most important vehicle that we in the industrial world have to
assist these countries to increase their production of energy and their
efficient use of energy is the lending program of the World Bank. The
Bank now in responding to this pr(ﬁ)ﬁ%m has greatly increased its lend-
ing for energy. Those loans this year will probably amount to over $3
billion, or over 25 percent of its total lending, and this is what the Bank
proposes to continue to do over the next 5 years.

It also argues, and I believe rightly, that this is about the maximum
it can do unger present circumstances without jeopardizing other high-
priority programs, food in particular, So what’s needed is some means
of increasing the Bank’s ability or authority to increase its total lend-
ing which, as I said, would fit in with the first objective I noted. Such
increase in lending would be useful at the present time, in terms of the
total international financial system.

The bank believes that it can virtually double its present program if
it had the lending authority, all for cost-effective projects with high
economic rates of return. Now, one way of doing this that has been
considered was the establishment of an encrgy afliliate. Whatever the
merits of this, I believe it had merits, I believe it would have been use-
ful to do, it’s not practical now since the United States has opposed
it. I don’t think it’s as Bob Hormats said because the OPEC-coun-
tries would no longer be interested. At one time they certainly were,
and it isn’t simply the QPEC countries. It’s only the few OPEC sur-
plus countries, namely, Saudi Arabis, Kuwait, and perhaps the United
Arab Emirates, and one or two more, .

But in any event, I think the issue is academic, as long as the United
States continues to oppose this. And that needn’t be any serious set-
back. I think much the same objective conld be accomplished if we
were willing to allow the Bank now to increase its total lending, which

99-735 0 - 82 - 17
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could be done by the action of the major industrial countries. Simply
lift the lending ceiling at the present enough to accommodate this in-
crease in lending for energy that the Bank believes would be feasible
and economic.

World Bank President Clausen has estimated that the Bank could
lend $1 billion more this year, $2 billion more in 1983 and almost $4
billion more than it presently is able to do for projects that would have
high economic rates of return. I think if we pushed for such a pro-
gram, we could also ask the capital surplus o1l OPEC countries, the
Saudis in particular, to join with us in this kind of endeavor and at the
-same time to see that their lending for energy in these countries either
in cofinancing Bank projects or otherwise, could also be accelerated
to achieve this kind of objective. ,

Now, I think the important thing is that lifting these ceilings at the
present time would not require additional budgetary appropriations
now. What it would mean is that we would be advancing E ,say, 1 year
from 1985 to 1984 the time at which the next addition or the next cap-
ital increase for the World Bank would have to be considered. That
would mean no budgetary appropriations until—new budgetary ap-
propriations, until that time, in order to finance an expanded energy
and Bank lending program in particular.

Now, at that time, when the next capital increase is considered, I
think we should realize that that could be accomplished this time
around without paid-in capital. This is an issue that is debatable, but
certainly is, to my mind, at least a feasible proposition. So in thinking
about increasing the Bank’s lending program now, budgetary consid-
erations are not a serious problem, nor, as some people argue, is this a
question of raising the danger of misallocating capital on a world basis.
To the contrary, since any additional Bank projects, particularly those
for energy, are likely to earn above average economic rates of return,
higher indeed than the worldwide average, this, if anything, would
aqg to or contribute to a more optimum utilization of capital world-
wide.

Now, I say I think a recommendation at the Versailles summit urg-
ing a move in this direction would be enough for all practical pur-
poses, to put the Xrogram into effect, and it could not come at a more
opportune time. Again, this makes me all the sadder that these kinds
of issues do not seem to be on the table. That leaves open the very large
question of what should be done for the poorest countries, for whom
commercial bank lending is not a large possibility and who do not
qualify for a very large amount of borrowing on hard terms from the
World Bank and the regional bank. And here we simply have to rec-
ognize that the largest single source of capital to these countries at the
present time is IDA, and unfortunately, the IDA program has had to
be cut back because of the shortfall in the U.S. contribution.

Furthermore, and perhaps equally important, the discussion of the
next replenishment of IDA, a replenishment that would enable the
IDA program to continue from 1984 out, is now being postponed
asa res:g(ti of the unwillingness, perhaps inability of the United States
to proceed.

Now, I think in principal, this could be changed if the United States
was prepared to reverse its position and move ahead to meet its share
of IDA obligations. That doesn’t seem very likely to me now in the
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context of the present budget, even though the amounts involved are
comparatively modest. Alternatively, the other industrial countries,
notably the six represented at Versallles, could say that they would be
willing not only to meet their commitments in full, but possibly make
up for some or all of the U.S. delinquency. There has been some move-
ment in this direction, but it’s doubtful to me that the total 1.S. short-
fall will be made up,

So T think that agian, in looking at this rather dour outlook, that
this is the kind of subject that will be passed over lightly at Versailles,
if not neglected all together; if so I think that the leaders of the indus.
trial free world will gﬁ building up trouble for the future. You can’t
indefinitely slight the problems of this large portion of humanity, and
I think that whatever ﬁappens at Versailles, in the end, this is an issue
that the United States will have to examine itself in reconsidering its
own priorities,

Bob Hormats said in the statement and in their subsequent dis-
cussion with him, Mr. Chairman, that it is for the United States to
take the lead now, as it has in the past. This is an area in which not
only have we been unable to take leadership, but an area in which our
posttion has been holding back the rest of the world.

Thank you, Mr. Chairman,

[The prepared statement of Mr. Fried follows :]
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PREPARED STATEMENT OF EpwWaARD R. FrIED*

The Multilateral Development Banks and the World Economy

It now looks as though North-South issues will receive little
attention at the Versallles economic summit. If so, this is a mistake.
The heads of government of the seven most important industrial
democracies cannot claim to be addressing the problems confronting the
world economy without considering action in this field.

I propose to discuss one possible action of this kind--action to
enable the World Bank and the Regional Banks to expand their lending to
developing countries. This would be a feasible, cost-effective step
to take at the present time. It would bring significant economic
benefits to the oil-importing developing countries and in a modest way
facilitate world economic recovery and contribute to an improvement in
the world energy outlook--all at very small budgetary cost to the
industrial countries.

To understand the need for such action it is useful to summarize
the-current world payments outlook in the wake of the oil price shock
of 1979-80. - The OPEC current surplus, after reaching a high of $115
billion in 1980, is rapidly disappearing because of weak o0il demand

and prices; it is likely to decline to $25 billion or even less in 1982.

% The views 2x~ressed in this statement are the snle resnonsibility of
the author and do not purport to represent those of the Brookings
Institution, its Officers, Trustees, or other staff members.
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The current account of the industrial countries as a group will
probably move into substantial surplus. On the other hand, the
current deficit of the oil-importing developing countries will remain
high--probably $85 billion this year, or in real terms about the same
level it reached in 1980. The proceSS of recycling OPEC wmoney is now
coming to an end; it is being replaced by the mere usual surplus in
the industrial countries and a counterpart deficit in the developing
countries. In elther case, the external debt of the oil-importing
countries continues to mount; by the end of 1982 it will probably exceed
$400 billion.

The reasons for the persistence of high current deficits for the
0il importing countries are fairly straightforward. The jump in oil
prices in 1979-80 initially added some $35 billion to their import
bill, a burden that is only very slowly being worked down through
increased exports of goods and services to the OPEC countries. 1Im
additicn, the soggy OECD.égonomies have taken their toll in the form
of weak demand and prices for primary commodities and weak markets
for manufactured exports. Finally, record high real interest rates
have added to the foreign exchange burden of financing the external
debe.

What is not generally appreciated, however, is the progress these
countries have made in adjusting to the second oil shock. Economic
growth, while one-third below trend levels, is still a respectable
4 percent or so. This has been accomplished by maintaining, if not

slightly fncreasing, the share of investment in GNP, while reducing
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the share of consumption. The comparative share of the net foreign
resource inflow has declined because a considerable amount of
belt-tightening has already taken place.

Performance has differed substantially among countries. For
example, Brazil, Thailand and the Ivory Coast have done exceptionally
well in their adjustment policies; Argentina, Zaire, and Sudan
rather poorly. For the group as a whole, the pace of adjustment to the
second oil price shock has been faster than it was after 1973.

One of the evident risks in this situation is that the foreign
commercial banks, fearful about the persistence of large deficits and
the mounting external debt, will sharply reduce their net lending.

At present, net inflow of private commercial loans amounts to about
$40 billion, or roughly 2 percent of'GNP and 10 percent of net invest-
ment in the oil-importing countries. Should net commercial bank
financing begin to dry up, at least some of these countries would
suffer substantial economic setbacks, which could take a long time to
reverse and which could have adverse consequences for world trade and
the international financial system.

This is where the lending of the multilateral development banks
plays an important role. Total loan commitments of the World Bank and
the regional banks are now running at about $17 billion a year, and
total disbursements at about $9 billion. By expanding lending now,
these institutions would provide additional confidence to the commercial
banks to continue their lending, either generally or through

cofinancing Bank projects. The multilateral development banks,
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contrary to some views, have had an excellent recerd in selecting
projects with high rates of return. An increased volume of lending,
therefore, would contribute to effective adjustment, looking toward
a sustainable balance of payments and external debt equilibrium in
the future.

Expanded lending for emergy is a key element in such an approach.
Increasing use of energy 1S an essential part of the development
process. Twenty years age the developing countries used about 10 per-
cent of the free world's commercial emergy; today, that proportion is
15 percent; by the end of this century, it is likely to be 25 percent.
With high oil prices and, therefore, a high foreign exchange burden for
oil imports, the encrgy constraint on the economic growth of the oil-
importing developing countries will become worse unless remedial acticen
is begun now. Such action consists of investments to expand domestic
production of primary energy fuels and to improve the efficiency with
which energy is used.

A successful energy program in the oil importing developing countries
would also improve the economic outlook of the industrial countries.
This clearly applies to the world oil marker. The oil importing
developing countries are likely to be the principal sources of
increased demand on the world oil market for the indefinite future;
by as early as 1990, their import requirements could amount to about
one-fourth of net world oil exports. To the degree that their oil
import requirements are contained, oil will be in more ample and more

secure supply for all countries. The international trade and payments



260

system would also benefi;. A stronger adjustment effort in energy
would ease balance of payments difficulties, improve debt-servicing
capacity, and lessen strains on international capital markets.

Such an approach would require a massive increase in energy
investments in these countries. World Bank studies suggest that

-energy investments need to more than double over the course of the

decade to a level of $40 billion to $50 billion a year (in 1980 dollars).

All available sources of capital would need to be tapped,
private and public, domestic and foreign. However, there are serious
political, technical, and financial obstacles to the mobilization
and -efficient use of capital in these countries. This 1s where the
World Bank and the regional development banks should come in, helping
to formulate least cost approaches, participating in financing, and
through all this encouraging the inflow of foreign debt and equity
capital, ‘

The World Bank, which is the main source of 4uasi-public
capital for these energy investments, now plans to devote about one-
fourth of its lending to energy projects, including over $3 billion
this year. This is the maximum it can lend now for energy without
seriously compromising other high-priority programs, notably agriculture.
If it had additional lending authority, the Bank believes it could
easily double its energy program, all for projects with economic rates
of return that are higher than the opportunity cost of capital in the
countries concerned or in the free world as a whole.

Even if its program were doubled--and this deserves emphasis--Bank

lending would represent less than 10 percent of estimated investment
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requirements for energy. The measure of the program's success is
the extent to which, through its projects, advice, and technical
assistance, it can attract additional domestic capital for energy
and additional foreign capital and know-how to supplement domestic
resources. In general, capital from other sources associated with
Bank projects 1s about two to three times the amount of Bank
financing, and a strong effort is currently being made to increase
this mulciple.

To finance an expanding lending program, consideration was given
to the establishment of a World Bank Energy Affiliate. Whatever its
advantages, this proposal has had to be deferred because it does not
have U.S. support.

Alternatively, the member governments could each year authorize
an increase in the Bank's lending ceiling by an amount necessary te
finance the additional identifiable energy projects that meet the
Bank’s lending standards but would otherwise be rejected for lack of
financing. President Clausen has estimated that under present lending
limits, such a shortfall sould amount to $1 billion in 1982, $2 billion
in 1983, and almost $4 billion in 1984, At the same time, the capital-
surplus OPEC countries could be urged to cofinance additional Bank and
energy projects through thelr existing assistance agencies or in other
ways, in cooperation with an expanded Bank program. This would be
particularly helpful in the poorest countries, where OPEC concesslonal
financing would blend effectively with the Bank's financing on market

terms,
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Lifting the lending ceiling to finance these additional energy
projects would require that the question of the next capital increase
for the Bank would have to be acted upon one year earlier, that
is, in 1984 rather than 1985. Meanwhile, no additional budgetary
appropriations would be needed, and if it were agreed to increase capital
subscriptions to the Bank in 1984, this probably could be done
without a paid-in component, that is, without a further budgetary
appropriation. Hence, budgetary considerations should not be a
factor in deciding on ;n expansion of the energy program. Nor is
there any evident danger of a misallocation of capital. To the contrary,
since the additional pfojects are likely to generate above-average
economic rates of return, expanding the Bank's energy program would,
if anything, contribute to a more effective use of capital worldwide.

A recommendation at the Versailles economic summit urging the
multilateral banks to move in this direction would for all practical
purposes put the program into effect. It could not come at a more

opportune time.

That leaves open the question of what can, or should, be done for
the poorest countries. These countries are not sufficiently credit-
worthy to borrow from capital markets on a significant scale or to
qualify for a large amount of hard loans from the multilatéral
development banks. They must rely heavily on bilateral aid or on
the soft loan windows of the multilateral institutions for external
capital.

The World Bank's soft loan affiliate, IDA (the International

Development Association) is now the largest single source of such
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assistance. Credits are extended on highly concessional terms but
the project; must meet strict economic criteria. The program as a
whole is designed to build infrastructure, that is, the foundations
for economic growth and for subsequently mobilizing domestic and
foreign private capital.

IDA's lending program, which was to be $4 billion a year for
the period 1981-83, is now reduced by one-third because of the
shortfall in the U.S. contribution, which in turn has triggered
cuts from other countries. Furthermeore, discussion of the next
replenishment, which must begin soun if the program is not to be
interrupted, is being delayed because of U.S5. unwillingness or
inability to proceed.

In principle this discouraging outlook might be changed in either
of two ways. The United States might reverse itself and meet its
share of the IDA obligations. Thls seems unlikely in the present
budgetary atmosphere, even though the amounts involved are comparatively
modest.

Alternatively, the other industrial countries, notably the six
represented at Versailles, could announce their willingness to meet
their commitments in full and possibly make up for some or all of
the U.S. delinquency. While there has been some movement in this
direction, the prospects for making up the U.S. shortfall look dim.

The likelihood therefore is that the Versailles meeting will pass
over this subject lightly. Tf so, it is fair to say that the Summit
leaders will be building up trouble for the future. We cannot
indefinitely slight the problems of this large portion of humanity.
Whatever happens at Versailles, in the end,this is an issue the
United States will have to re-examine in the course of addressing

1ts own priorities.
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Representative Reuss. Thank you very much, Mr. Fried.
‘Mr. Sewell.

STATEMENT OF JOHN W. SEWELL, PRESIDENT, OVERSEAS DEVEL-
OPMENT COUNCIL, WASHINGTON, D.C.

Mr. Sewerr. Thank you, Mr. Chairman.

Like Mr. Fried, I'd like to commend you on focusing attention on
this set of issues which, as Mr. Fried said, are likely to be the neglected
issues at the Versailles discussions next week.

I want to talk a little bit about these issues and particularly how
they.impact on the other industrial countries and on the United States,
and I want to start out with the proposition that this morning’s discus-
sions in these issues are particularly important because in our own
country a marked disparity now exists between our interests in the
developing countries, between American interests in the Third World,
and the low priority that most policymakers in this country give to our
relations with these countries. Xnd frankly, that disparity is due to the
fact that we do not have a general understanding of the changes that
have taken place in the position of developing countries in the world
economy. I want to talk about that ver grieﬂy in summarizing my
testimony, which you have a copy of. And that as long as that dis-
parity continues, we’re going to miss a series of opportunities, some
of which Mr. Fried has alluded to in terms of the energy facility.
The costs to this country are going to be higher, and we do risk

ermanently losing the leadership role that we have played over the

ast three decades on a bipartisan basis with cooperation both between
the executive and the legislative branch in encouraging international
development cooperation.

Now I think one of the problems that we face in discussing relations

“between the industrial countries and the Third World, and particu-
larly between the United States and the Third World, is a lack of
realization about the changes that have taken place in the position of
the developing countries in the world economy. And we lose sight of
the rather remarkable aggregate economic progress that has been
achieved by those countries since the beginning of the 1950’s. They.

ew, as I think you know, Mr. Chairman, at a rate over those three

ecades, much faster than we ever did in the industrial world at any
time during the Industrial Revolution, and even during the very
troubled 1970’s, the annual GNP growth rate of the developing coun-
tries in the aggregate was close to 6 percent compared with just over
8 percent in the industrial countries.

Their manufactured exports have increased. They have come to a
point where they are considerable participants in the international

‘economy. You've seen this in two ways. You’ve seen them emerge as
major participants in the world’s trading system, not only as tradi-
tional importers of goods from the industrial world, which they are,
and to which they have grown in a considerable extent, but also in a
case, in many cases as major exporters of goods, both their traditional
"goods at the low end of the manufactured scale and, increasingly, a
set of sophisticated and higher technology goods.

-.And you have in the second place seen the developing countries be-

- come major, participants in the international financial system. There’s

an interesting transition that’s gone on over the last two decades which
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has escaped notice in a general sense in the composition of overall
capital flows between the OECD countries and the developing world.
In the beginning of the 1960’s; close to two-thirds of the total
financial resources transferred from the industiial world to the Third
World are in the form of concessional assistance, foreign aid. But
by the end of the last decade, that percentage had diminished to less
than a third, and private sector flows of a variety of kinds, mainly in
explosive growth and private bank lending, had increased to well over
two-thirds of the total. This is a major transformation, when one looks
over the 1980’s, because it means that the developing countries in the
aggregate are now important participants in both the stability of the
international financial system and certainly in any future growth of
the world’s trading economy.

~ In my prepared statement I go in, in some detail, to the implica-
tions of this to the United States, because in this arca, as in others,
we suffer a very—sort of cultural lag, having been relatively autono-
mous from the world’s economy throughout our history and about
how much that position has changed in the recent past.

- Attached to my prepared statement are a series of tables drawn from
some of the publications of the Overseas Development Council which
reflects this. If one looks at the area of trade, the developing countries
as a whole now represent one of the largest markets for U.S. goods,
at a time when the exports, as a percentage of U.S. GNP have grown
from 6 percent in 1960 to almost 13 percent in 1980. The nonoil de-
veloping countries now purchase a greater share of our exports, greater
than that sold to the European Cgc;rmmunity, Eastern European, the
Soviet Union and China combined, and this is illustrated in table 1
attached to my prepared statement. They have become major export
markets both for our manufactured goods and our agricultural prod-
ucts. And yet we don’t really give this sufficient policy attention,

The second table attached to my prepared statement looks at the
major 20 export markets for the United States. Of those 20 countries,
11 of them are in the so-called “Third World,” and where a great
deal of time and effort is spent both in the public and private sector
worrying about our trade balance with Japan, very little time is spent,
say, worrying about our trade balance with Nigeria, where the deficit
is roughly the same, brought about by the fact that we buy all that oil
from Nigeria and manage to sell them very little. And this pattern
is repeated for other developing countries also.

We see the growing importance of the developing countries in the
commodity trade field. They provide us with a variety of strategic
mineral resources, despite the fact that the United States remains
one of the biggest exporters of raw materials, and of course, in terms
of our markets, they are the major market for the bountiful surplus
of the American agricultural system. Nearly 40 percent of our grain
exports go to the developing countries and U.S. agricultural produc-
tion, for instance, brought in more than $41 billion in export earnings
in 1980.

By the same token, the United States is directly affected by the
shift in resource transfers that I referred to earlier. ‘ )

Table 4 attached to my prepared statement lays out American
private bank lending to developing countries. U.S. banks now account
for some 60 percent of total commercial bank claims on nonoil export-
ing middle-income developing countries. U.S. bank claims on develop-
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ing countries totaled about $128 billion in mid-1980, and they’ve been
growing at a very rapid rate, as private bank lending has expanded
in the course of the last decade. And much of the same growth is.seen
in the field of private foreign direct investment which grew at an
average annual rate in the developing countries of about 29 percent
in the last decade and grew at a much slower rate in terms of the in-
vestment in-the industrial world..

All of this, of course, is natural, even in terms of traditional eco-
nomic theory, because the difference between the developed and the
developing countries, in terms of position in the world leads to an
almost classic working of the theory of comparative advantage.

The conclusion from this brief summary of the importance of the
- Third World to the United States is obvious. The developing countries
are not important participants in the international economy, but
they’re now important trading partners and financial partners of the
United States. Therefore, ignoring their economic problems as, un-
fortunately, the Versailles summit seems likely to do, is going to have
a direct impact on the ability of these industrial countries and of the
United States to address our own economic problems. And for that
reason, I think these issues should move much higher on the agenda
of the industrial countries summit. o

That conclusion is reinforced by the fact that the economic outlook
for the 1980’s, as previous witnesses have gone into, is, I should say,
not particularly bright. I think it’s now generally accepted that the
choice by the developing countries to maintain their economic growth
in the 1970’s after the first oil shock, had an imgorta.nt and measurable
impact on growth in the North, The fact that they were willing to con-
tinue to expand their exports, that they borrowed heavily from private
banks and other sources, meant a source of demand for goods from
the North which, at least in the mid-1970’s was extremely favorable
and made our economic situation somewhat less worse.

EFFECT OF STAGNATION IN DEVELCPING COUNTRIES ON INDUSTRIAL
o ECONOMICS

. The key issue for the 1980’s, therefore, is how long can any amount
of ?owth in the developing countries be maintained in an increas-
ingly adverse set of economic circumstances, of conversely, if you want

to put it the other way around, what’s going to be the impact of stag-

natiﬂilgin the developing countries on the economies of the industrial
world- ~

As a number of other witnesses have talked about the rather dismal
economic prospects for the years ahead, let me just run over those
points we highlight in my testimony, briefly.

World trade is barely growing at all, in fact, in 1981, actually de-
clined in terms of value, the threat of protectionism is on the increase,
and I think for those people who believe in the magic of the market-
place, the renewal of the Multifibre Agreement in the recent past on
more restrictive terms was a major missed opportunity to actually let
the market work, begin to work for some parts of the Third World.
The debt of the developing countries continues to mount rapidly. It
now totals $526 billion and debt servicing payments, as o result, con-
tinue to grow. For the major debtor countries, the 10 or 20 countries
that hold most of the private debt in the developing world, the pros-

N A
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pects are not good for their ability to handle this debt without some
restoration of global economic growth.

And we are at a point with high interest rates, where a number of
observers have calculated that changes in the interest rate in the United
States have a greater impact on the major nonoil developing coun-
tries that are heavily in debt than changes in the price of oil. It was
a Morgan Guaranty Bank estimate that indicated that a 1-percent
change in the U.S. interest rates has a greater impact on the nonoil
developing countries than does a 1-percent increase in the price of oil.

Mr. Fried has already mentioned the change in the OPEC surplus
with a movement to surplus in the industrial countries and the im-
plications of that, and it is clear that financial conditions in the Third
World are becoming highly politicized as more and more countries
run into financial difficulty. It’s still somewhat ironic that after all
the worries of the 1970’s about the world debt situation, partienlarly
in the developing countries, that the major current problem involves
Poland and not any country in the Third World. But it's worth noting
that the number of countries experiencing arrears on current payments
has increased from 3 in 1974 to 26 at the end of 1980. And the amount
in arrears has risen from some $300 million to $5.5 billion over that
period of time. :

Between 1956 and 1974 there were 30 debt renegotiations involving
11 countries and a total debt of $7 hillion, but in the 7 years since that
time, however, there have been 24 debt renegotiations involving 14
countries and a total debt of over $10 billion.

FINANCIAL FLOWS TO DEVELOPING COUNTRIES

Finally, it secms to me that as we all agree that regrettably the flows
of official development assistance are going to, at best, grow very slowly,
at least I must say partially due to an abdication of the United States
in leadership in tgis area, one has to raise the question of the ability of
the private financial markets to deal with the needs of developing coun-
tries in the period ahead. My own view is that private investment credit
flows are not likely to take up the slack as they did to a major degree in
the mid-1970%, .

If one looks, for instance, at U.S. direct foreign investment, over the
last several years it’s declined dramatically from $24 billion in 1979 to
$7 billion last year. And you’re running into a situation where the
prospects for this interrelated system of trade and finance in the years
ahead are not particularly brigit. Pressures on this system are build-
ing, and the aggregate problem seems to me at the very least to be seri-
ous enough to g:mand priority attention of the leaders of the world’s
industrial powers when they meet next week in Versailles.

BET GROUNDWORK FOR MUTUALLY BENEFICIAL II.\"IERDEPENDENCE

Let me now end by saying—suggesting very briefly, as we do in the
testimony, that there are things that could be done. I would argue for
several. One is a very strong pledge by the industrial country leaders
for a standstill on trade restrictions, including on tariff barriers, that a
strong trade pledge, it seems to me, could seng a very strong signal not
only to the world but could set the grounds for the meeting of the min-
1sters of the GATT in the fall in a very beneficial way.
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Second, there needs to be some sort of serious discussion of mecha-
nisins to provide a cooperative financial safety net to help, at an early
stage, countries that run into difficulty in dealing with their debt and
financial problems. Currently, those problems are managing on an ad
hoc manner, and usually, when they reach near-crisis proportion.

Third, and it seems to me I'd like to back up Mr. Fried’s excellent
statement fully, that we need an- indication, particularly from the
United States, that it’s willing to meet its full current commitments
to the international financial institutions, particularly to IDA, and
when the discussions of the Seventh Replenishment come up to be
forthcoming in that particular area.

Finall{' I would argue that the summit participants, the seven lead-
ers, shou d reach some agreement and indicate their willingness to hold
another North-South summit similar to that held in Mexico last fall.
We're at a stage in the world where the integration of the world’s econ-
omy has far outrun the capacity of our institutions to deal with it, par-
ticularly, across the North-South dividing line. We know one of the
benefits of the industrial countries’ summit has been a periodic oppor-
tunity for political leaders at the highest level to discuss their own
problems and the constraints they have on their own actions, And that,
I think, was one of the benefits of the meeting at Cancun, despite its
other limitations, and I would hope we could begin to institutionalize
that process, not necessarily on an annual basis, so that leaders could
reach across this North-South dividing line.

Let me turn to my original point, in closing. Unfortunately, rela-
tions between the First and Third World are not going to loom large
on the agenda at Versailles, and that, it seems to me, is a loss.

I close my testimony with a quote which I would like to read to you,
because I think it is an indication of the right sentiment:

We have a great opportunity for change in our relations with the developing
countries. It is one of the ironies of our age that as nations have become more
powerful, their destinies have grown more interdependent. Together, we and the
leaders of the developing countries have an opportinity to make sure that this
interdependence is a source of mutual benefit founded on a solid ground of com-
* mon interest. The consequences of failure to cooperate would be disastrous for

both America and the Third World.

P’'m in full agreement with that quote. It comes from a speech which
the current Secrétary of State gave at a chamber of commerce meetin
last month. I think it’s too bad it won’t provide the motivation, bot
for American policy and for discussions at the summit next week.

- Thank you. ,

[The prepared statement of Mr. Sewell, together with attached
tables, follows:]
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PREPARED STATEMENT OF JOHN W. SEwELL

MR, CHATRMAN, T am pleased to have been invited to testify on the prospects
for the next economic summit at Versailles. I would like to talk about a
series of issues which I understand are not likely to receive major attenticn
at the Versailles discussions. These are the international economic issues
that impact on both the industrial and the developing countries--the so-called
North-South issues,

Mixch of my testimony is drawn from two recent publications of the

Overseas Development Council. The first is U.S. Foreign Policy and the

Developing Countries: Agenda 1982, the eighth in ODC's annual assessment of

American relations with the developing countries. The second is a just re-

leased paper entitled The Ties that Bind: U.S. Interests and Third World

Development. 1 would be happy to make copies available to members of the
Comittee. I also am indebted to my ODCvcolleague, John Mathieson, as I
have drawn from his work. The testimony, of course, reflects my own views

and not those of the Council, its staff or Board.

99-735 6 - 87 - 1g
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These issues are important because a marked disparity now exists
between U.S. interests in the developing countries and the low priority that
policymakers in this country assign to our relations with these countries.
This disparity results from a lack of understanding of the changes that have
taken place in the position of the developing countries in the global economy
over the past two decades. U.S. foreign policy still does not reflect ade-
quately the emergence of the developing countries as important participants
in the international arena. As long as this disparity continues, opportuni-
ties will be missed, the costs to the United States will be higher, and the
risk of permanently losing the leadership role the United States has played
for so long in encouraging international stability and cooperation will be
greater.

It is for this reason that I regret that several important issues
affecting both the industrial world and the deveioping countries apparently
will not receive high priority at the Versailles sumnit discussions, and will
not be emphasized by the government of the United States. North-South issues
have, of course, always been on the agenda of the preceeding economic sumnit
meetings. However, they have usually been given a low priority and have been
relegated to the very last part of the discussion. This was true even at last
year's meeting, which was designed in part to prepare for the North-South sum-
mit meeting at Canaum, Mexico. This year, North-South issues are likely to be
swamped by concerns among the summit participants over domestic U.S. economic
policy and by attitudes toward economic and political cooperation with the

Sovie Union. This is a shortsighted view. The economic problems of the rich
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countries no longer can be solved in isolation frem and in ignorance of the
financial and development concerns of the poor countries.

My statement will cover first some background about the emergence of
the developing countrics as major participants in the international economic
system; second a brief, sobering, but hgpefully not alarmist, sketch of cur-
rent global economic conditions; and third, a few suggestions of steps that

could be taken at Versailles.

The Emergence of the Developing Countries

First, let me turn to the growing importance of the developing countries in
the world economy. In our current uncertain cconomic situation, we lose
sight of the rather remarkable aggregate economic progress that has been
achieved by the developing countries over the past three decades. They have,
in fact, grown over that period at a more rapid rate than did the industrial
world at any time during the industrial revolution. Even their progress
during the troubled 1970s was in some respects astonishing. The annual GNP
growth rate of the developing countries in the 1970s was 5.7 percent {compared
with 3.4 percent in the industrial countries). And despite the increase in
protectionist measures, in the mid-1970s their manufactured exports increascd
at an annual rate of more than 10 percent. This prugress, of course, was
very unevenly spread and masked the continued existence of mass poverty, as
well as vast differences in performance among and within countries. While
some countries--the so-called Advanced Developing Countries--are now minor

industrial powers, others--particularly in sub-Saharan Africa--remain very poor,
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with only meager long-term prospects for economic and social development in
the future. Nevertheless, it is accurate to say that the developing countries
in the aggregate, and in some cases jndividually, are now major participants
in the world econoiy.

This increased participation is reflected in their growing importance
in both the world's trading and financial system. During the last two decades
international trade expanded rapidly--its value increasing about 11 percent
each year in the course of the 1960s, and 20 percent each year in the 1970s.
The developing countries benefitted greatly from that growth, and a number of
them became important exporters, not only of traditional primary products but
eventually of sophisticated manufactured goods as well. During the decade of
the 1970s, growth in trade provided an increase of about $145 billion (1980
dollars) in.the purchasing power of o0il-importing developing countries. This
is four times as much as the $36 billion increase in purchasing power attri-
butable to external finance.

Second, the developing countries became major participants in the
international financial system. This fact is reflected in the composition of
overall capital flows between industrial and developing countries which have
undergone a major shift. In the mid-1960s about 60 percent of total financial
resources transferred from developed to developing countries were in the fom
of concessional assistance, with private sector flows accounting for the remain-
ing 40 percent. By the end of the 1970s, the percentages had more than reversed,
with concessional assistance falling to only 30 percent of the total, and pri-

vate sector flows increasing to almost 70 percent. The growth in private flows
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{along with higher prices for cil and other products} has also led to a
multiplying debt burden. LDC debt grew at a rate of 23 percent a year during
the 1570s and at the end of 1981 totalled $526 billion.

This shift in the pattern of financial transactions and the growing
participation in the world trading system has considerable implications for
the future. It means that the developing countries in the aggregate are now
important participants, both in the stability of the intemational financial
system and in the future growth of the world trading economy. In both areas,
their growing importance of the economic health of the rich coumtries is under-
appreciated in policy circles.

It is important to be aware that these developments have had a con-
siderable impuct on the United States as well. We still tend to think of the
United States as relatively less affected by the international economy than
other countries. To a certain extent, that is true. But our economic involve-
ment with the developing world has been growing rapidly over the last decade or
two. Let mec give you some examples.

1. In temms of trade, the developing countries as a whole

now represent the largest market for U.S. goods at a time

when expurts as a percentage of U.S. GNP have grown from 6

percent in 1960 to almost 13 percent in 1980. They purchased

about 38 percent of total U.S. exports in 1980--a share greater

than that sold to the Furopean Commmity, Eastern Europe, the

Soviet Union and China combined (Table 1). Developing coun-

tries purchase an average of 23 percent of industrial-ceumtry
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exports, which is a significantly smaller share than the

38 percent they buy from the United States. The developing
countries have emerged as major export markets for American
manufactured goods and agricultural products, in many cases
far outstripping in growth terms our more traditional markets
in the industrialized world(Table 2). Trade, of course, has
a series of impacts on the American econamy. For example, it
helps maintain lower consumer prices, as consumer-good imports
from the developing countries are on the average 16 percent
lower than comparable goods imported from our industrial part-
ners. But it also directly affects American firms, commmities
and workers in industries adversely affected by competition

with imports from developing countries.

2. The same growing importance is evidenced in the commodity
trade field. We depend heavily on the developing countries
for many strategic materials, despite the fact that we have
considerable mineral resources of our won (Table 3). 1In

1978, for instance, U.S.net imports from developing-country
market economies accounted for 93 percent of domestic con-
sumption of tin; 88 percent of columbium; 56 percent of
aluminum; and 35 percent of manganese. I don't have to
mention our dependence on imported oil and the fact that

literally all of such items as rubber, coffee, cocoa, hard
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fibers, and jute came from the developing countries.

But we also arc major exporters of a very important
camnodity, that is food; the United States is the largest
exporter of cereal grains. Nearly 40 percent of our grain
exports go to the developing countries, constituting nearly
twe thirds of their imports. U.S. agricultural production
brought in more than $41 billicn in expert earnings in 1580,
and roughly onc out of three U.S. fam acres produces for
exports, and one out of five for export to the developing
countries. The United States thus is both a recipient

and supplier of crucial commodities.

3. The United States alsc is directly affected by the
growing role of the developing countries in the international
financial system. U.S. private bank lending to these coum-
tries has been expanding rapidly. U.S. banks accamt for

some 60 percent of total commercial bank claims on non-oil-
expert ing middle-income countries. Total U.S. bank claims

on developing countries amounted to $128.6 billion in mid-1980
(Table 4) and have been growing at an average rate of about 30
percent a vear following thc 011 crisis of the early 1870s.
Interest from these loans constitutes a Jarge and growing

share of overall U.S. bank revenue. Much the same growth has

been seen in the field of direct foreign investment (Table 5).
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U.S. foreign direct investment 'in the developing countries
(excepting the petroleum sector) grew at an average anmual
rate of 29 percent between 1970 and 1979 in the developing
countries, while the comparable figure for investment in
other industrial countries was 16 percent. By 1980 almost
32 percent of total U.S. direct investment income came from
the developing countries. And the developing countries pro-
vided by far the bulk of net U.S. service transaction earn-
ings, providing a healthy benefit to the American balance

of payments.

The conclusion from this brief summary is obvious: the developing coun-
tries are not only important participants in the international economy, they are
also important trading and financial partners of the United States. Ignoring
their economic problems and their economic prospects, therefore, will have a
direct impact on the ability of the industrial countries, including the United
States, to address their own economic problems. These relations with the de-
veloping countries pose issues that should be high on the agenda of the indus-

trial-country swmmit.

The Current Situation

It is now generally accepted that the continued growth by the developing coun-
tries after the first oil shock in 1973 had an important and measurable impact
on growth in the North. This impact, of course, was a direct result of the

growing economic “importance of the Third World which émerged in the 1970s. As
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1 indicated earlier, this progress continued up until the end of the last

The key issue for the 1980s, therefore, is how long can growth in

the developing countries be maintained in an increasingly adverse set of eco-

nomic circumstances. Or perhaps conversely, the question should be, what

will be the impact of stagnation in the developing countries on the econamies

of the North?

The importance of these questions is underlined when cne locks at the

current scbering economic situation facing both rich and poor coumtries.

1. The combination of uncertainty and depressed economic
denand has dampened the growth of world trade. The rate

of growth in the volume of werld trade has fallen from

an average anmual rate of 8 percent in the 1960s to €
percent in the 1970s, to only 1.5 percent in 1980, and

to no growth at all in 1981. In 1981, for the first time
since 1958, the value of world trade actually declined by

1 percent. Markets in the industrial countries are growing
very slowly as the OE(D economies are wracked by low growth,
high interest ratecs, and continmuing unemployment. The de-
veloping cauntries, faced with large current account deficits
and highly uncertain futures, are cutting back expenditures,
which iﬁ turn have a direct impact on the imports they

normally buy fram the OECD countries.

2. The threat of protectionism is on the increase. Although

there is no precise delineation of the extent of protectionist
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measures, the trend is aminous. The just negotiated
renewal of the Multifibre Agreement was more restrictive
for imports of textiles and apparel from the developing
countries; the U.S. decision to institute import gquotas
for sugar is another indication; and a growing demand for
"reciprocity'" by the industrial countries indicates that

protectionist pressures are rising rapidly.

3.  The debt of the developing countries continues to mount
rapidly. It now totals $526 billion and debt servicing pay-
ments have risen to at least $60 billion a year in 1981.

Debt service ratios for many middle-income countries are
approaching very high 1evels§ debt service now represents 4.4
percent of GNP and 13.9 percent of exports of these countries.
In addition, the terms of debt appear to be deteriorating as
interest rate spreads increase and maturities shorten. Much
of this debt, of course, is owed by relatively few middle-
jncome countries. But the prospects for these major debtors
is not good unless there is a restoration of global economic
growth. For instance, for Brazil debt servicing as a percen-
tage of exports has grown from 13.3 percent in 1973 to 34.6
percent by 1979, as Brazil's debt has grown at an average

annual rate of 26 percent a year over the same period.
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4, Real interest rates, that is, those adjusted to accoumt
for inflation, are at historic highs. Where real interest
rates once were at a level of 2-3 percent, they now range
as high as 11-12 percent. The impact on the economies of
industrial and particularly developing countries is con-
siderable. Morgan Cuamanty Bank has indicated that a 1
percent change in the U.S. interest rate has a greater
impact on the non-oil developing countries than does a

1 percent increase in the price of 6il, Other commentators
have indicated that a 1 percent increase in international
interest rates, which are closely tied to U.5. rates, adds
anywhere between $1 to $4 billion to the deficits of de-

veloping countries.

S. Due to depressed prices and demand for oil, the OPEC
surplus will be much smaller than expected. The 0il export-
ers had been major sources of funds for private capital mar-
kets. After the last cil price increases in 1979 and 1980,
some predicted that the surplus of the OPEC countries would
nm at a level of $100 billion a year, well into the 1980s.
As with many predictions concerning emergy, this estimate
was incorrect. The actual OPEC surplus in 1981 was only
$60 billion; current estimates suggest that in 1982 the
OPEC countries collectively will have a deficit--perhaps

as high as $10 billion or more. The decrease in the cil
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price, of course, benefitted some developing countries.
However, because of their heavy involvement in the world
economy and their growing debt burden, the decrease in oil
prices did not offset the impact of stagnation for their
export markets or the continuing burden of high interest
rates. Therefore, they benefitted least of all from the

soft oil markets.

6. Financial conditions in the Third World are becoming
highly politicized as more countries appear to run into
financial difficulty. It is ironic that the current major
debt problem involves Poland, and not any particular Third
World country. But the severe problems and sensitive poli-
tical positions of such countries as Zaire, Turkey, Iran,

and now Argentina underline the fragility of the system and

the spillover effects of financial issues into general foreign
policy concerns. It is also worth noting that the number of
countries experiencing arrears on current payments has inceased
from 3 in 1974 to 26 at the end of 1980; and the amount in
arrears has risén dramatically from $500 million to §$5.5 billion.
Between 1956 and 1974 there were 30 renegotiations for 11 coun-
tries involving a total debt of §7 billion. In the seven years
since 1975, however, there have been 24 debt renegotiations for

14 qotmtries involving a total debt of about $10 billion.
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7. Flows of Official Development Assistance will probably
increase somewhat in the 1980s but at a much slower rate than

in the 1970s when ODA grew at 4 percent a year in real terms.

8. Finally, thc ability of private financial markets to

deal with the needs of the developing countries is coming

into question. Private investment and credit flows are not
likely to take up the slack, as they did in the mid-1870s.

To tzke but one example, U.S. direct foreign investment has
dectined dramatically in recent past. 1In 1979, the United
States invested $24 billion overscas; in 1980 $18.5 billion.
But in 1981 the total dropped to $7 billion. Many business
firms will not invest in long-temrm, relatively risky pro-
jects when they can receive high returns from short-temm
liquid investments, At the same time, capital {lows into

the industrial world, and particularly the United States,

are growing in significance. Capital inflows to the United
States rose to $50 billion in 1980 and $74 billion in 1981,
with over one half of the latter caming in the form of short-
term bank deposits, including major inflows from Latin America.
U.S. official reserves, not counting gold, increased fram
$£7.8 billion at the end of 1979 to $18.9 billion at the end of

1981.
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The prospects for this interrelated system of trade and finance in
the years ahead are not particularly bright. Pressures on the international
economic and financial systems are building. Many of these pressures, of
course, are the consequences of current economic stagnation, and if non-
inflationary growth will be restored, particularly in the industrial ecoro-
mies, would diminish. But such a recovery is unlikely in the short mm. And
prudent planning would suggest that in a world heavily laden with debt, with
slow growth and high inflation, the world's economic system will become in-
creasingly fragile. The aggregate problem seems to me, at the very least, to
be serious enough to demand the attention of the leaders of the world's seven

major industrial powers when they meet next week at Versailles.

What Can Be Done At Versailles?

Finally, I would like to briefly mention a few possible actions that could be
taken at next week's meeting. My agenda would include:

1. A commitment t-o negotiate a standstill on trade

restrictions, including non-tariff barriers, which

would restore a crucially needed degree of certainty.

A strong "trade pledge" would be a very useful political

endorsement to blunt the growing pressures for protection-

ism and set the groundwork for the discussions at the Minis-

terial Meeting of the GATT this fall. American leadership

in this area would be crucial.
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2. Serious discussion of a cooperative financial "safety
net'" to deal with and assist at an early stage countries
nmning into financial difficulties is clearly warranted.
Currently, debt servicing problems are managed in an ad
hoc manner, and usually only when problems reach near-

¢Tisis proportions.

3. We also nced an indication, particularly on the part

of the United States, of donor-coumtry willingness to meet
full current commitments to the intermaticnal financial
institutions, particularly the International Development
Association, as well as a pledge from world leaders to give
full consideration to the Seventh Replenishment of the IDA
at a levcl commensurate with the particular needs of the low-
income countries.

4. ‘The summit participants should reach some agreement to
eventually hold another 'North-South swwit,” such as that
held at Cancun, Mexico last year. The meeting, while not yet
1cading to concrete results, at least provided a frank and
open forum where leaders fram both North and South could dis-
cuss their problems and constraints. In the period ahead
when the integration of the world's economy has far outrun

the ability of existing institutions to cope with this grow-
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ing interdependence, informal sumit meetings such as that
at Versailles are of considerable importance because they
provide a forum for interchange among leaders. As the
developing countries are now participants of growing im-
portance to the international economy, a contimuation of

the North-South summit on some periodic basis (not neces-
sarily each year) would be an indication of the importance
that the leaders of the industrial countries assign to mutual

problems with developing countries.

* % & * *

Let me finally return to my original point. Relations between the
industrial and developing countries should loom large on the agenda of the
Versailles sumit discussions. The fact that they are not likely to be accorded
that priority nms counter to the realities of growing world economic inter-
dependence and tixe important role now played by ‘the developing countries. This
was perhaps put no more succinctly than in the following statement:

"... We have a great opportunity for change [in] our

relations with the developing nations. It is one of
the ironies of our age that as nations have become
more powerful their destinies have grown more inter-
dependent. Together, we and the leaders of the de-

veloping countries have an opportunity to make sure
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‘'that this interdependence is a source of mutual benefit,
founded on the solid ground of common interest. The
consequences of failure to cooperate would be disastrous

for both America and the Third World . . . ."
That quotc was from a speech given by Secretary of State Haig at a meeting
last month in Washington. I would hope that it would provide the motivation
for both American policy and for the discussions of the leaders at the eccnomic

sumnit.

Attachments:

98-735 0 - 82 - 13



D-8. U.S. Trade, 1980
($ billions and percentages)

Table 1

U.S. Exports U.S. Imports
$220.7 $240.8
billion billion

Canaga (16 0% 17.2%
14.9%

EEC [24.3%
12.7%

o
Japan | 9.4% 5 79

Other Developed Market Economies | 8.3%
OPEC | 8.0% 21.6%

Non-OPEC Deveioping Market Economies (30.0%
26.7%

Centrally Planned Economies 3 5% 1 0%

U.S. Exports U.S. Imports

Manutactured
Products

Food. Beverages.
and Tobacco

Crude Materials'

Chemicals?

Minera!l Fuels?
Misceillaneous

$220.7 $240.8
billion billion
48.3%

55.8%
7.7%

13.8%

11.7%
32.8%

9.4%

3.6%
5.7%

4.6%
3.6%

3.0%

Manutactured
Products

Fooo, Beverages.
and Tobacco
Crude Materniats®
Chemicals?

Mineral Fuels:

Miscellaneous

'inciudes (in1er alia) raw hides and skins, crude rubber. logs and lumbe:. and ol and lals

Yinciudes tertlizers
3Includes lubrncants and relaled matenals

NOTE Expornt and import igures are L.a.s (iree aiongside ship) transaction values Totals include race

1able

SOURCE U.S DOC, Highiights of U.S. Trade (1980). Tabtes £-2. E-3.1-2. and 1-6

with unidentiied countnes not otherwise shown on this

982
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Table 2

A-2. Twenty Largest U.S. Trading Partners, 1980
($ billions and percentages)

The twenty iargest U.S. trading partners. in terms of total merchandise trans-
actions. inciude eleven deveioping countries. which together account for more
than 25 per cent of all such transactions and 33 per cent of all U.S. imports
Mexico is the third igrgest trading partner of the United States.

Total Transactions Exports imponts
Canada $ 76.8 $ 354 $ 415
Japan 51.5 208 307
Mexico 27.6 15.1 12.5
West Germany 22.7 11.0 11.7
United Kingdom 22.5 12.7 98
Saudi Arabia 18.3 58 12.5
France 127 7.5 52
Nigeria 12.1 1.2 10.9
Ta:iwan 111 43 6.8
Netherlangs 10.6 8.7 1.8
Venezuveia 8.9 46 53
taty 9.8 55 43
Korea Rep 8.8 47 47
Beigium-tuxembourg 86 6.7 18
Brazi: 8.0 4.3 37
Libya 7.6 0.5 71
Hong Kong 7.4 2.7 4.7
Aigeria 7.1 05 66
indonesia 6.7 1.5 52
Austraha 66 41 25
Tota!. 20 Countries $346.5 $157.6 £188 ¢
Tota! U.S. Trade $461.5 $2207 $240 8
11 Developing Countries as
% of Total U.S. Trade 27.0% 20.5% 33.0%

NOTE Al figures gre .8 s (iree siongside shipi transaction values

SOURCE ODC tabie based on U.S DOC. Mighinghis of ' S Traoe {1980:. tables E-3 anc i-€
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Table 3

A-S. U.S. Imports of Selected Metals and Minerals
(percentages of total imports)

: Imports from Developing Countries

E S * X | mports from Developed Countries

Bauxite (1980} 100% -
Strontium (1979) 100°% |
Tin (1979) 97% i |
Petroleum (1980) 90% =
Graphite (1978) 88°¢ m
Antimony (19801 86°% — D

Chromium (1879) 76°%
Manganese (197S) 71%
Copper (1979, 66°%
Cobatt (1979 65%
P S
Columbium (1979) 60°%
Tungsten (1879) 60%
Silver (1979) 56%
vanadium (1979) 46% —
Nickel (1980) s I
won ore 19791 [z [

N
Q
°
)

Zinc (1979) |

SOURCES ODC table basec on data from U.S Dept of the Interior. Bureau of Mines ang
U S. Dept of Energy
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Table 4

A-7. U.S. Bank Lending Abroad, 1979 and 1980

($ millions)

Deveioped Market Economies
of which
United K:ngdom
Japan
France
Belgium-Luxembourg
Canada

Centrally Planned Economies -
of which
Poland
German Democratic Republic
USSR
China. Peopie's Rep

Deveioping Market Economies
OPEC
of which
Venezuela
indones:a
iran
Algerna
Ecuador

Non-OPEC
of which:
Brazii
Mexico
Korea. Rep.
Taiwan
Argentinag
Other (internationa! ang
Regional Organizations)
Tota!

TJotal Ciaims
June 1978

106,174.7

36.515.¢8
13.500.2
8.691.2
69133
5612.8

5.438.5

1.514.8
1.100.8
8154
66 4

109,267.7
18.792.6

7.7121
2.262.7
2.130.6
1.830 4
1.540.6

88.505 1

13.606.8
10.448 9
48240
34552
3.421.4

420.4
221,331.7

Tota! Claims
June 1880

131,581.8

42.918.3
17.999 4
11.467:9
10.983 .0

7.844.3

5.814.9

1.743 6
13321
S48 7
113.2

128,565.0
18.857.3

8.313 7
1.984 ¢

7728
1.669 4
1.752 %

108.707.7

13.991.8
12.760.3
6.889.3
3.8776
56437

224 .1
266,1856.3

NOTES in 1979 nearty three guariers of the ciaims had @ maturiiy of one yea: ot iess n 1960

shori-term ¢ig:ms gmgoumed 10 two thirds of the lotal

SOURCES ODC tebie sdapteg trom U S . Comptrotier of the Currency. Fecera: Deposit ins
Corp  ang Feders: Reserve Board. "Country Exposure Lenting Survey  December 14 1973

and Novemper 24 1980



Table 5

A-6. U.S. Direct Investment Position in Developing Countries, 1967 and 1980
($ millions and percentages)

1967

(% of (% of (% of {% ot
. (8 miluons) region) total) ($ millions) reqion} total)
Latin America 10,102 100.0 68.1 Latin America 27,401 100.0 52.4
Venezuelia 2,081 20.6 Brazil 7.546 27.5
Mexico 1.426 141 Mexico 5,940 21.7
Brazil 861 8.5 Panama 3.190 1.7
Other Latin Amernca 5.634 55.8 Other Latin America 10,725 391
Africa 1,402 100.0 10.0 Africa 3,730 100.0 71
Libya 350 23.5 Egypt 1,029 27.6
Nigernia 271 18.2 Libya 577 155
Zambia 138 9.3 Other Africa 2,124 56.9
Other Africa 733 49.0 .
Middle East’ 1,540 100.0 10.4 Middie East® 1,842 100.0 3.7
fran 317 20.6 OPEC Countries . 1.891 97.4
Other Middle East 1.223 79.4 Other Middie East $1 2.6
Asia and Oceania 1,817 100.0 10.2 Asia and Oceanisa 8,387 100.0 16.0
Philippines 550 36.3 ) Hong Kong 1,969 23.4
india 249 16.4 indonesia 1,334 15.9
Hong Kong 173 11.4 Philippines 1.244 14.8
Other Asia anad Oceania 545 359 Other Asia and Oceania 3.850 459
Other: 188 100.0 13 Other? 10,874 100.0 20.8
Total 14,839 100.0 Total 52,344 100.0

'Bantain. iran irag Jordan. Kuwait. Lebanon, Neutral Zone, Oman, Qatas. Saud: Arabia. Synhia. Yemen Arad Rep., and Yemen Dem Rep
2Bermuda Roughly 85 per cent o1 U.S investment in Bermuda by year-end 1380 was in linance and insurance

NOTE F.gures represent cumutative U S invesiment as of year-end 1967 ano year-end 1980

SOURCES ODC tabie baseo on dala trom U.S. Department ol Commerce, Bureau of Economic Anatysis. and U.S DOC. Survey of Current Business. Vol. 61,
No 8. August 1881, p 32

063
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Representative Reuss. Thank you very much, Mr. Sewell.

FUTURE CREDIT SHORTAGE FOR DEVELOPING COUNTRIES

I have a question for the entire panel. It seems to me that a number
of factors suggest that there could well be a real shortage of available
credit for the less-developed countries in the years ahead. The Polish
debt situation and other near defaults or defaults have spooked inter-
national banks considerably on further commercial bank lending.

OPEC’s surplus, as you all have pointed out, is shrinking. And that
would seem to reduce the pool available for international lending of
savings. Plans in this country and in Europe for revitalizing indus-
tries are going to put a huge and legitimate demand on credit for
domestic purposes. .

Do any of you have observations to make about whether there will,
in fact, be a credit shortage for the less-developed countries, and par-
ticularly on whether such a shortage is ircapable of alleviation, or
whether things could-be done about it %

Does anybody want to address it ?

Mr. Klein.
Mr, Kreix. Well, I don’t think thers’s any doubt that the conditions,

terms under which credit is going to be made available is going to be
more restrictive, at least in the near term. But I think it’s wort. while
looking at a few of the points you just made.

Tf the OPEC surplus disappears, as I think it will, that is not nec-
essarily a bad thing for the Xeveloping countries, It means that the
funds get shifted to some extent into other hands.

In the past, there are two things I think happened with the OPEC
surplus. Some of it was made available directly to developing coun-
tries who are friendly with the OPEC nations. And that was quite
OK—very selective.

In addition, the OPEC funds have been invested around the world,
8 great part in the private banking system. And then it became the
risk responsibility of the private banking system to relend all over the
world and, in particular, 1n great measure to the developing countries.

So, it took the risk from OPEC and put the risk on private banks.
And then the private banks are having, as you recognize, these un-
fortunate series of circumstances that change their attitudes toward
making those loans.

I think it gives us a new set of problems. It also might give us & new
set of opportunities.

1t does mean the great industrial nations who will now be in sur-
plus have to be encouraged to take a more sympathetic attitude toward
_ capital transfers, capital availability for the developing countries.

And it also means that the United States has to consider its attitude
toward, let’s say, the extremes of making funds available or relying on
the magic of the market.

I think if we just look at the situation as forecasters, as I am, or
passive observers, I would say there are some good tendencies, namely,
that interest rates aren’t going to stay forever at these astronomical
levels, they will come down. And that means that lending will be avail-
able on somewhat better terms, there will be some recovery in the

world economy.
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So, if ﬁou looked at the situation simply in terms of today’s position,
you might become overly pessimistic. Yet, I think it means that we
have to reconsider not the 1nstitutions but reconsider how the present
distribution of world surplus and deficit will get reallocated in this
capital-lending process. - :

Representative Reuss. Mr. Fried.

Mr. Friep. I don’t think that the shrinking of the OPEC surplus in
itself makes that much of a difference. I agree with Larry on this.

You could argue that the OPEC surplus represented an easy source
of savings to be tapped, it was automatic saving, thus added to the
world level of savings.

You could also argue, to my mind, even more strongly, that the dis-
appearance of the OPEC surplus represents the removal of a drag on
the world economy and therefore can result in somewhat higher levels
of output and, in that sense, higher level of savings than would other-
wise take place.

I think, in either case, the issue is the same as far as the developing
countries were concerned, when the OPEC surplus was large or when
we go back into the more traditional relationship of industrial coun-
tries exporting capital to the developing countries, and that is to what
extent can these countries compete for savings on a world scale? And
I think that the criterion for this should be, as it is in any other situa-
tion, where the return on investment is high.

And I would argue generally the return on investment in the de-
veloping countries has been—return to capital has been above aver-
age and that, therefore, these countries should be able to continue to
attract capital on a very large scale, leaving aside, of course, the prob-
lems of the poorest countries, who, for technical and economic reasons,
do not have access to savings on this basis. .

That brings in the other part of your question, which I think is very
important, will the banks be spooked, as you put it, by the Polish debt
problem, the whole concern with Eastern European debt, and the gen-
eral rise in the volume of debt in the developing countries.

And here I think it’s essential to make a very sharp distinction be-
tween Poland, that has had negative growth li%r many reasons for 2
or 3 years, and the developing countries or the more rapidly advancing
developing countries, who have had rather substantial levels of con-
tinued economic growth and therefore continue to demonstrate their
ability to use capital effectively. ' :

INCREASE PUBLIC LENDING TO PROVIDE CONFIDENCE IN BANKING SYSTEM

But the spooking problem is a real one, and it’s for that reason
that I think that it is important for the industrial world and for the
United States, in particular, to make it possible for institutions like—
for the World Bank and the regional banks, among others, to increase
their lending at this time, because it provides confidence to the system
as a whole. And second, that we should have a far different attitude
than we seem to have on the issue of expansion of Fund quotas.

I don’t think this is something we argue, that this is something that
we should worry about, an expansion of Fund quotas, because giving
the Fund more resources will result in financing adjustment and there-
fore postponing it. To my mind, this is very, very wrongheaded rea-
soning.
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The Fund, as well as the Bank’s, are necessary and useful for the
reason that they gromote adjustment, they don’t postpone it. And any
impairment of the Fund’s ability, as well as the Bank’s ability to
perform this essential function does harm to us all.

Representative Reuss. Mr. Sewell.

Mr. SeweLr. Mr. Chairman, just let me add two points, & brief one.
One of the developments clearly, at least in private capital markets,
will be the claims put on by the now deficit, I suppose, OPEC coun-
tries. Clearly, some OPEC countries will remain in good financial
shape, but a number of others will tend, I think, to move into private
markets, private bank lending, to continue to finance their develop-
ment program.

And I would guess, although I'm not a private banker, that they are
slightly more creditworthy as they have oil, obviously.

econd, there’s an aspect to this question of adjustment and dept
which hasn’t been alluded so far. And it’s not economic, it’s political.

‘When one looks at the major holders in the major development coun-
try debtors, beginning with Brazil and Eoing down through Mexico,
A{geria, Indonesia, Korea, Egypt, Turkey, and so on, these are all
countries in which the United States has a considerable political stake,
rightly or wrongly. One can argue about that, But we consider these
countries important to our strategic interests for different reasons in
each case, :

And the question of forcing adjustment on these countries and th
internal stresses and strains that it will cause, including political insta-
bility, are not to be factored out of the equation.

It's not simply a question of whether you're going to enforce finan-
cial orthodoxy and countries are going to adjust. As Mr. Fried indi-
cated, they’ve already adjusted to a considerable extent anyway. It's a
question of what impact this will have on Brazil, for instance, which is
important to us a major trading partner, a major debtor, a major
regional power, a country that’s still thinking about undergoing an
interesting experiment in political liberalization.

So, the political aspect to this it is terribly important that we not
lose sight of.

Representative Reuss. On a related subject, Mr. Sewell. In your
prepared statement, you advocated the setting up of an international
safety net to help the LDC’s before they get into serious financial
troubles. Could you spell that out a little bit,

Specifically, to what extent are you thinking about an expansion
of the existing International Monetary Fund consultation,process? To
what extent may you have in your mind an expansion or even priva-
tization of the Paris Club? Wgat kind of institutions are you talking
about ? What needs to be done to construct that—— -

Mr. SeweLr. Mr. Chairman, I'm not going to expand in great detail,
because I think it's one of the issues that needs serious discussion
among financial decisionmakers, particularly expansion, if that’s the
way to put it, of the Paris Club procedure, which tends to take place
only when countries get into difficulty and therefore comes in at the
last moment, with all sorts of serious problems. ,

I think we need some sort of anticipatory system which will enable
us to flag problems before they arise and to deal with them in a variety
of ways, depending upon the circumstances of individual countries.
And I think this i8 an issue that needs serious discussion.
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A historical analysis of what has gone on since the 1950’s or so, -
with some suggestions about how that particular aspect of it could be
improved is being prepared. It does seem to me that we need much
more anticipation built into the system. This is not to say things are
going to collapse, but we have to look forward to what is happening

- to enable us to avoid trouble in the future.

Representative Reuss. Thank you, Mr. Sewell.

Mr. Fried, you emphasized the importance of IDA’s low-interest
loans for the LD(’s. The administration, in justifying its pullback on
IDA, argues that private capital can very largely take the place of
multilateral lending, -

- What do you think of that argument ¢

Mr. Friep. I think that position is dead wrong, and let me explain.
I believe that there is a larger role for private investment, private
lending in the developing countries. I think this is the right course to
take, to seek in every way to encourage an increase in those forms of
capital, and for the most part the obstacles to an increase are largely
technical imperfections of the market, if you wish, that prevents
them. So I agree completely with that.

‘What I disagree with is that this can substitute for the lending of
the multilateral development banks, in particular. To the contrary, I
think that the hard lending of the banks are an important requirement
to facilitate an increase in private flows, whether direct investment
or the banks—commercial banks. I think this is demonstrated by
the development of cofinancing over the past 3, 4, or 5 years and the
indications that this is being pressed further in the future.

It isn’t going to enable us to do this thing on the cheap. To the con-
trary, in the case of IDA I think what was not recognized is that IDA.
represents, for the most part, infrastructure in the poorest countries.

- TUnless that is put into place, there isn’t a hope of mobilizing foreign
ca ita}iprivate in any form on any significant scale. The two go hand
in hand.

So if we want to increase the flow of private capital from the
industrial world to the developing world, which I think we should
want, it will also be necessary to enable these institutions to expand,
not to cut back on their role.

Representative Reuss. Thank you.

PROSPECTS FOR SOUTH-SOUTH TRADE

On another subject, Mr. Klein, you suggested that in view of the
shortfall in North-South developments and investment in the systems,
that the South should explore the prospects for enhanced South-South
trade. I certainly don’t dismiss that thought on the grounds that that’s
suggesting the poor taking each other’s laundry, but what are the
prospects for more South-South trade that make sense, in the sense
that there is a complimentarity ¢ '

Mr. Kezi~. I think there’s a lot of complimentarity in the develop-
ing world now. That does not mean that 1t’s the preferred way of at-
ta(g,king the problems, but I think circumstances are such that we
should be lookin%1 for second-best solutions, and the main thing that -
has developed, I think, is that a number of countries have now initiated
their own sophisticated industry and manufacturing activities and
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if one would look, for example, at the Pacific area by itself, they would
say that there are countries in that area that produce rubber and timber
and oil and other basic materials, and also have a ready access to 8
very rich assortment of industrial materials in Australia, and simul-
taneously there are countries that can manufacture sophisticated elec-
tronics and heavy things in steel and transportation equipment and
so on, so that you have a small model of the world economy sitting
right there and there*could obviously be & lot of encoursgement that
might take the form of capital financial assistance to get it going, that
might prove to be very valuable.

Now, it doesn’t have to be confined to that particular area. You could
envisage a scheme like that expanding all over the developing world,
and given that the developing countries are having these rather diffi-
cult times in relationship with the industrial countries, it might be to
their advantage, as I say, to short circuit the industrial countries as
much as possible.

Representative Reuss. Thank you.

Representative' Richmond.
beRepr;esentative Rrcamoxp. Thank you, Mr. Chairman. I'll try to

brief.

WILL THE NEW SURPLUS NATIONS TAKE OVER OPEC RECYCLING ROLE?

Mr. Klein, you feel now that OPEC will be going from a surplus
position into either a balanced position or slightly opposite?

Mr. KreN. Actually, my own group’s forecasts are that they would
be in deficit, current account deficit this year, but as Mr. Fried has sug-
gested, it’s a chancy forecast. . '

Representative Riciimonn. That's, of course, because of the massive
amount of construction they’ve been doing within their own countries
plus the financing of the Irngi war and such other items.

Mr. Kieix. There are many drains. The low price of oil and the
necessity to institute production controls in order to shore up the price
means that the volume component is low, the price component is not
rising as expected, and they are carrying on costly military ventures.

Representative Ricmaronp. What will that do to the international
investment market? As you know, the building boom we're experienc-
ing in many cities throughout the United States is due partially to
surplus funds.

Mr. Krerv. Well, there still is s huge accumulated surplus from the
past that’s being invested around the world. That's not new funds,
but that gets rolled over and reinvested, and some of it can be shifted
from liquid holdings to——

I_lepresentativeni%xs(;BMONn. But chances are there’ll be fewer specu-
lative office buildings being built around the United States.

. Mr. Kirin. Yes, but I think really the big thing that has happened
15 that the current accounts of Germany and J apan are moving into
significant sur&l:;s. Now, they won't be the only countries, but they
will be two striking cases. So in some respects, it removes the recyclin%
burden from getting the OPEC mone mk into the world financia

stream and getting the German and tfyx'e Japanese holdings back into -
the financial stream, and that is a new set of issues.
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Representative RicamonD. I would hope one thing that can develop
from the Versailles summit meeting is a commitment on the part of
the Japanese to start shipping some of their capital into other countries
lS1HCh as our own. They clearly have surplus capital-management know-

ow. - : ‘

Mr. Kuein. That is happening already. '
Representative Ricaxonn. But I would like to see a much greater
flow. Of course, that’s a highly American desire. I would hope the
* Japanese would bring some of their capital in and build up some of
our industries, the way the Germans have built up our tooling

industry.

I v?vant to ask a few more questions, Mr. Chairman. Do we have the

time : : :
" Representative Reuss. We are fine. I should, if I may, and I do. hand
you the gavel so that you can take vour own time. I must take off for a
vote. I will thank each member of the panel for a memorable contri-
bution from the Overseas Development Council, Brookings, and the
remarkable multinational conglomerate brain trust put together by
the Wharton School and Mr. Klein. What they are doing for public
enlightenment is remarkable, so it isn’t just today’s performance that
T’'m grateful for. . .

Our hearings are about to be concluded. They have succeeded, I
think, in turning up a pretty good smorgasbord of offerings for the
summiteers, in terms of U.S. fiscal and monetary policy, in terms of
international trade, in terms of development aid, WhiclYl, if the sum-
miteers choose to adopt them, would be a greatly desirable thing. We
shall watch them closely to see how keenly they follow the advice of
the witnesses before the Joint Economic Committee. So if you will
take it on from there, Congressman Richmond.

- Representative RicamMoNDp [presiding]. Two more minutes. I have
to vote also. : A :

What is your feeling about the mess we’ve got ourselves in on the
Falklands. Clearly it was somethj.ng we should have kept out of and
allowed the United Nations to mediate. We’re in a no-win position
with either side, but we clearly made a major mistake. What’s going
to be the residue of this? My feeling is we’re hated: thoroughly in the
‘Western Hemisphere and the United Kingdom doesn’t feel we’re doing
enough for them, so we messed that one up.

Is that going to hurt us in the developing world, Mr. Sewell?

Mr. Sewzrs. I think it’s clearly going to hurt us in Latin America.
Given the choice faced by the Government, that is, either siding with
Argentina or Great Britain, after all of it had broken out, I mean,
this was clearly an extraordinarily difficult choice.

Representative Ricemonp. No, it wasn’t. This insane piece of
megalomania on the part of two people who want to keep control of
their governments—we should have just stayed out of it and said we
think it’s a great thing for the United Nations to handle.

'Mr. SEweLL. I think, Congressman, there’s two issues here, one of
which is that the Falkland Islands is not the only piece of leftover
territory floating around the world—not literally floating, but that
‘we’re going to run into that situation time and time again. And there-
fore, strengthening the U.N. and strengthening ways of dealing with
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those issues on & multilateral basis is terribly important, because
otherwiss you get into that no-win kind of choice that we were in.

S8OVIET GAS PIPELINE

Representative Ricamonp. Last but not least, what’s your feeling
on the Russian pipeline to the West. As you know, it’s $16 billion of
hard money we've got out of the Russians. This pipeline would give
the West Kuropeans an alternate source of energy 1f and when they
wanted it. I'm very anxious to see that pipeline built. How do you
folks feel about it? Can you tell me in a minute, because I have to
vote, toot

Mr. Frrep. T think the pipeline will go through, but we have no in-
flience on that decision. That decision has been made. I think that deci-
sion is in our interest. I think the real security issue is not whether
or not the pipeline is built, but whether the Europeans take additional
action in the form of storage facilities, integrated grids in Western
Europe, these kinds of measures that can give them adequate protec-
tion in caso the Soviet Union should decide to use that gas for political
purposes. .

Representative Ricamoxnp. Gentlemen, I’d like to hear more from
you. I have to go to vote. Thank you very much. I appreciate your
coming.

The committee is adjourned.

[Whereupon, at 12 noon, the committee adjourned, subject to the call
of the Chair.]
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