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INDUSTRIAL POLICY, ECONOMIC GROWTH AND THE
COMPETITIVENESS OF U.S. INDUSTRY

FRIDAY, JUNE 24, 1883

Concress oF THE UNITED STATES,
Joint Economic COMMITTEE,
Washington, D.C.

. The committee met, pursuant to notice, at 9:59 a.m., in room 2255,
Rayburn House Office Building, Hon. Dan Lungren (member of the
committee) presiding. .

Present : Representatives Lungren and Scheuer. - , .
Also present: Charles H. Bradford, assistant director; and Mark
R. Policinski and Robert Premus, professional staff members.

OPENING STATEMENT OF REPRESENTATIVE LUNGREN,
PRESIDING

Representative Lungren. First of all, I want to welcome all of you-
here, particularly the distinguished panel of witnesses, as today we are
considering the most dynamic, new idea in economics, at least-in a .
political sense, industrial policy.

I understand that Professor Samuelson has to leave no later than
11:20 a.m. : ‘

I would hope that we could get one thing clear from the start—
that this coulg be a revolutionary idea that we are talking about in
Washington. As advocated by some, industrial policy for the 1880°s
is far different from our present form of economic policy. It would
be, as defined by some, a large departure from our present course,
so large that T believe 1t would also require basic change in some of
the political structures of the country.

Though understanding cof industrial policy suffers because advocates
cannot seem to agree on a definition of what it really is in a political
sense, an unclear understanding of industrial policy appears to give
advo}cates an advantage. They can promise many things to mahy

eople. e
p,The hearings that we initiate today will provide s better defini-
tion of industrial policy, at least that is our hope. In turn, this will
help us determine 1if industrial policy is a miracle cure or snsake oil or
something in between. - _

Certainly, the decline of the American economy from 1979 until
last year weakened our basic manufacturing might. Our ability to
compete in world markets was diminished during this 3-year economic
decline. And I think one of the charges of this committee in these
hearings would be our determination if the damage done by the 1970’s
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high inflation and decline in productivity was so severe, that the re-
covery will not sufficiently cure our basic ills. If not, of course, then
we must look for additional answers. We must consider more tradi-
tional cures like tax cuts, but we must also at least consider radical
notions such as industrial policy as defined by some.

The Joint Economic Committee is ideally suited to hold hearings on
this issue. As a nonlegislative committce, we are able to take a detached
and broad look at the structural shifts in the U.S. economy, where
we’re heading and what role the Government should play in coping
with structural changes. And in the process, we will not be tied to or
swayed by any specific legislative proposals that might be forthcoming
from a legislative committee, or if this were a legislative committee.

Be assured that the Joint Economic Committee will not rush to
judgment on industrial policy. The Nation, I believe, is ill-served by
anything less than a full disclosure of what industrial policy really
is and what it will do to our economy and our society.

The six hearings that this committee will hold on industrial policy
will establish, hopefully, the truth and explode some of the myths of
this issue. In particular, this factfinding will be important when we
hold hearings on Japanese industrial policy. Japan is actually the
catalyst and the example for advocating an industrial policy by many
in this body. '

I know that we will get at the real truth or truths of this issue in
these hearings becanse the entire membership of the Joint Econoinic
Committee, Republican, Democratic, conservative and liberal, has de- -
termined that we will have bipartisan hearings that will analyze both
or all sides.

In this regard, I commend Chairman Jepsen, Vice Chairman Hamil-
ton, and the ranking member, Representative Chalmers Wylie, for
their efforts to have a unified effort on these hearings.

I am also confident that we will succeed in improving the public’s
understanding of industrial policy because of distinguished witnesses
like those before us today. This panel represents not only a broad range
of viewpoints, but more importantly, a great depth of knowledge that
will serve this Congress well.

I might just say to those who are appearing before us, 'm sorry -
that T don’t have more colleagues here. We were supposed to be in
session today and, as you know, that tends to have more members here.
On the plus side, since we’re not in session, we will not be interrupted
by those bells that keep going off when we'’re trying to do something
which break our train of thought.

If vou will help us, I would ask that we might try and confine the
initial remarks to 10 minutes apiece and then go into questions and
answers. I would hope that we wonld get a good exchange from all of
vou on the questions so that we can see the various points of view on
the question of industrial policy. And I will just simply start from
left to right, and first, welcome John M. Albertine, president of the
American Business Conference, and suggest that your prepared state-
mf-rlxlt will be made part of the record and ask that you proceed as you
wish.
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STATEMENT OF JOHN M. ALBERTINE, PRESIDENT, AMERICAN
BUSINESS CONFERENCE, WASHINGTON, D.C.

Mr. Avsertine. Thank you, Congressman. I would like to submit my
“prepared statement for the record and just simply make several brief
remarks with respect to this issue.

_Let me say, first, that I think you’re absolutely correct. I am ob-
viously biased—well, maybe not so obviously biased—but I am biased.
1 think that this committee, in fact, is the most important committee
in the Congress of the United States because, one, it doesn’t enact laws.
[Laughter.] It’s the only committee in the Congress of the United
States that has the time and the expertise to think through some of
the initiatives that some of the other legislative committecs in the Con-
gress are dom§. I feel very strongly that this committee has a very
vital role to play. And I really, sincerely mean that. I think it’s the
most important committee in the Congress.

I am president of the American Business Conference, which is an
organization of the chief exccutive officers of 100 mid-size, high growth
companies, We define mid-size as $25 million to $1 billion in annual
sales. We define high growth as each company at least doubling in size
in the last 5 years. These arc some of the most entrepreneurial com-
panies in America. They also are companies that represent the full
spectrum of American industry. We have firms in the high tech sector;
in manufacturing, in the service sector, in financial services, and in
the energy industry.

What they have in common is that they are quite excellent com-

panies,
_ Let me just make three or four comments, if T can, about this whole
issuc of industrial policy which I have thought about over a number of
yvears. In 1978 and 1979, when I was a member of the staff of this dis-
tinguished committee, there was an awful lot of discussion about in-
dustrial policy. The election of Ronald Reagan really ended the dis-
cussion. As you suggest, Congressman, the relatively poor performance
of the American economy in the last few years has revived the issue,
and now, the question of industrial policy is all the rage. In fact, if
the issue of in((llustrial policy went away, all those peop%e who attend
parties at Governor and Pamela Harriman’s house would have nothing
to talk about.

It’s all the rage in Washington and T would like to address two or
three issues with respect to industrial policy, whatever that means.

First, there is this notion that somchow, we need to develop govern-
mental institutions in this economy to pick winners. Proponents claim
that we ought to set up mechanisms, perhaps industrial banks or entre-
prencurial banks which are supposed to scout out entrepreneurs, find
people with cutting edge ideas, and target those people and those great
1deas which will lead to industries of the future. By targeting those
budding entrepreneurs with loans and loan gnarantees, for a few dollar
expenditures on budgel and a few off-budget expenditures, the propo-
?ents expect that we would have all sorts of new industries in the

uture.
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I think this represents the worst possible industrial policy idea,
Congressman. The fact of the matter is that what Government clearly
should not do is what the private sector does well now. And I think,
unambiguously, the private sector picks winners very well. The firms
that I represent are firms that were started by entrepreneurs who
raised money at a time when raising money was not all that easy. But
the situation currently described to me by all of the people that I
know in the venture capital business is that there is venture capital
coming out of people’s ears. There is no lack of money. There is no lack
also of entrepreneurs who want to start businesses. Everybody I know
is starting a business. T know that Rudy Oswald is trying to figure out
how to take the AFL-CIO public. [ Laughter. ]

So I think this notion of picking winners is a silly idea and we ought
not to go down that road.

The second principle that T would like to discuss with respect to this
is this whole question that the Federal Government is capable of tar-
geting anything, that this political system can make judgments on the
basis of objective analytical data.

Let me say that if the Congress of the United States were to go

ahead and set up industrial banks for the purposes of picking winners,
1 know that much of vour staff would wind up resigning and going
into business with me. We would lobby this Congress—the Members
that we know. We know that there are opportunities when Members of
the Senate and the House can call over to the White House and tell
the President that there are friends of his or hers that have great ideas
and if you want that vote on AWAC’s, you'd better call the Richmond
_]zlintrepreneurial Bank so that they can see the light of these wonderful
ideas.
_ So that the notion that the Congress is capable of targeting simply,
in my judgment, is incorrect. If you remember, for example, the
Economic Development Administration was started in 1961 by the
. Kennedy administration for purposes of targeting loans and loan
guarantees for infrastructure improvement in areas of the country
which were so-called depressed and distressed. The idea was that you
would help only those distressed areas.

Under the basic EDA program in 1961, 15 percent of the country’s
counties qualified. By the time the Carter administration came into
power, it was about 85 percent. And I misspent my youth in a bunch
of offices in the Congress of the United States trying to raise that per-
centage. When the Carter administration left, it was about 93 percent.

So the notion that somehow this Government is capable of targeting
on the basis of analytical and objective data, I think, has simply not
been our experience in the past.

There is a fairly new justification which I have read about and
which has been presented to the Congress with respect to setting up an
institutional arrangement for industrial policy. The justification is the
need—people have now discovered that the market system really does
pick winners and actually, the market system identifies losers fairly
well. What happens when the market system identifies losers is the
losers tend to organize themselves and come to the Congress and try
to prevent resources from moving out of their sectors of the economy.
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One of the justifications for the need for an industrial policy 1s that
we need an institutional mechanism which would lobby the Congress
or which would facilitate the movement of resources from declining
to expanding sectors of the economy.

Now, if I walked up to the top of this building and jumped off,
there’s some probability, however small, that T'd go up and not down.
That probability is higher than the probability that any lobbyist will
ever come to the Congress of the United States for the purpose of ask-
ing the Congress of the Tnited States to move resources out of his or
her sector of the cconomy. That justification seems to me to be abso-
lutely silly. The fact of the matter is that the grave danger implicit in
setling up new institutions is that they will, in fact, be captured by
those who don’t want resources to move out of the declining sectors of
the economy. In fact, if we had had an industrial policy 100 years ago,
I probably today would be president of the buggy whip manufacturers
association. and T wonld be here lobbying for why we need to keep re-
sources in that industry, probably for national security purposes.

Finally, let me say, Congressman, that this other issue with respect
to sctting up a Reconstruction Finance Corp. with a huge amount of
money—8§90 billion or $100 billion or $150 billion, or whatever the
numbers are, at least has the advantage of being fairly straightfor-
ward. That idea is designed to try to revitalize the declining basic
industries in the United States.

We are, of course, opposed to it. We think that would generate an
awful lot of government activity. It would also gencrate, in our view,
a strong desire for protectionism, a sort of aging infant industry argu-
ment, that while revitalization was occurring, we needed to protect
those industries,

I might say, Congressman, that those of us who represent firms that
are growing would be in the Congress lobbying to get our piece of
the action so it would not just go, I can almost guarantee, to the de-
clining sectors of the economy.

In sum, those are some of the idcas that we have heard about that
we think are very bad ideas. We think that the correct industrial
policy is for government to create the proper climate, the general
macrocconomic climate, where growth is possible. It might be a good
1dea for policymakers to sit down and look at the various govern-
mental policies which are roadblocks to economic growth and iry to
eliminate those roadblocks.

But, Congressman, we think that the ideas that we have heard
with respect to industrial policy would not improve the current situa-
tion at all.

Thank you, Congressman,

[The prepared statement of Mr. Albertine follows 1]



PREPARED STATEMENT OF JOHN M. ALBERTINE
. Goob MORNING!
1T IS A PLEASURE TO BE HERE THIS MORNING, BEFORE THIS AUGUST
COMMITTEE, TO TESTIFY ON INDUSTRIAL POLICY. WE ALL KNOW WHAT A
POPULAR PRESCRIPTION “INDUSTRIAL poLicY” HAS BECOME IN WASH INGTON
THESE DAYS. EVERYONE 1S TALKINé ABOUT PICKING WINNERS OR SETTING
UP A NEW RECONSTRUCTIO& FINANCE CORPORATION. IN FACT, WITHOUT
INDUSTRIAL POLICY, PAMELA HARRIMAN'S GUESTS WOULD HAVE NOTHING TO
TALK ABOUT,
THE TRUTH 6F THE MATTER IS THAT INDUSTRIAL POLICY fs NOT A
NEW IDEA. WE HAVE HAD AN IMPLICIT INDUSTRIAL POLICY IN THE GUISE
OF AN INFORMAL SET OF TAx; ECONOMIC, AND REGULATORY GUIDELINES
" SINCE WorLD War I, THE PROBLEM IS THAT OUR INDUS{RIAL PoLICY
HAéN'T BEEN VERY GOOD. IN FACT, IT HAS, MORE OFTEN TQAN NOT,

BEEN TOTALLY IRRATIONAL. THERE HAVE BEEN TREMENDOUS WEAKNESSES



IN THE WAYS IN WHICH OUR TAX LAWS, REGULATORY POLICIES AND
ECONOMIC PROGRAMS HAVE INTERACTED. THEY HAVE CONSPIRED TO GIVE
US AN INDUSTRIAL POLICY THAT HAS THWARTED GROWTH MORE OFTEN THAN
IT HAS ENCOURAGED IT.

THE WRONG APPROACH

SOME BELIEVE THAT WE SHOULD TAKE AN INTERVENTIONIST APPROACH
T0 xﬁnﬁsrRxAL POLICY, THEY BELIEVE THAT THE GOVERNMENT SHOULD
PICK PROSPECTIVE WINNER INDUSTRIES IN QUR ECONOMY AND CODDLE THEM
UNTIL THEY BOOM. | aM COMPLETELY OPPOSED TO THIS STRATEGY,
BECAUSE | THINK IT TAKES A NAIVE VIEW OF HOW THE POLITICAL
PROCESS WORKS IN AMERICA TODAY.

FIRST oF ALL, 1IT WOULD BE IMPOSSIBLE TO DEPOLITICIZE THE
PROCESS OF PICKING THE WINNERS. NO MATTER WHAT SAINTS AND
VIRGINS  WERE HIRED TO MAKE THE DECISIONS, POLITICS HOULD
EVENTUALLY COME INTO PLAY. SOME CLAIM THAT NO ONE WOULD EVER TRY
10 POLlTiCIZE.SOKETHXNG AS IMPORTANT AS OUR NATIONAL xnouérRXAL
PQL;CY -- JusT LIKE‘NO ONE'S EVER TRIED TO SIPHON OUR DEFENSE

DOLLARS FOR PORK BARREL PROJECTS,



SECONDLY, THE GOVERNMENT CAN'T MAKE A DECISION QUICKLY. THE
FEDERAL éOVERNMENT DOESN'T DO ANYTHING QUICKLY. THEY CAN'T EVEN
DELIVER THE MAIL QUICKLY. THE VENTURE CAPITAL MARKET CAN MAKE
DECISIONS MUCH MORE RAPIDLY.

THIRD, HOWEVER WELL INTENTIONED, THE GOVERNMENT IS WRONG A
LoT. WHEN VENTURE CAPITALISTS ARE WRONG THEY CUT THEIR LOSSES
AND MOVE ON. IF THE FEDERAL GOVERNMENT MADE A MISTAKE IT WOULD
G0 UNDISCOVERED FOR A LONG TIME, BECAUSE NO ONE WOULD TAKE THE
BLAME. EVERYONE INVOLVED WOULD CLAIM THAT IT WASN'T REALLY A
MISTAKE AFTER ALL. THEN, CONGRESS WOULD HOLD HEARINGS. WHEN THE
EXECUTIVE AND LEGISLATIVE BRANCHES FINALLY AGREED, THE LAWSUITS
WOULD START.

We ARE THE woaLp’é MOST LITIGIOUS SOCIETY.  [F THE
GOVERNMENT HAD BEEN PICKING WINNERS FOR THE LAST CENTURY, BELIEVE
.ME. THE APPEALS OF THE Buéev WHIP MANUFACfURERS WOULD STILL BE

BEFORE THE SuPREME COURT,



RATHER THAN AN INTERVENTIONIST INDUSTRIAL POLICY, | THINK WE
WOULD BE MUCH BETTER OFF WITH ONE WHICH ALLOWS THE MARKET TO MAKE
MOST OF THE DECISIONS. BuT, LET'S LOOK AT THE ROOTS OF OUR
ECONOMIC PROBLEMS BEFORE | DISCUSS A CURE,

0 £ P P P !

SLUGGISH PRODUCTIVITY GROWTH IS THE CAUSE OF THE MALAISE
WHICH DESCENDED UPON OUR ECONOMY IN THE EARLY SEVENTIES, [T HAS
LED TO HIGH INFLATION; IT HAS ERODED REAL INCOMES; IT HAS
INCREASED UNEMPLOYMENT; IT HAS WEAKENED OuUR TRADE BaLance. Our
STANDARD OF LIVING HAS SUFFERED AS A RESULT OF WEAK PRODUCTIVITY,

Our POOR PRODUCTIVITY PERFORMANCE DURING THE LAST DECADE CAN
BE ATTRIBUTED TO THE CONFLUENCE OF DEMOGRAPHIC CHANGES AND TaX
POLICIES THAT DISCOURAGED CAPITAL FORMATION. ACCORDING TO A
RECENT STUDY BY THIS VERY COMMITTEE, THE CAPITAL/LABOR RATIO IS

THE KEY EXPLANATORY VARIABLE IN THE PRODUCTIVITY EQUATION.
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THE INDEX OF THE CAPITAL/LABOR RATIO DECLINED STEADILY
THROUGHOUT THE 1970's, THERE WERE TWO REASONS FOR THIS TREND.
FIRST, A RECORD NUMBER OF PEOPLE, ABOUT 22 MILLION, ENTERED THE
LABOR FORCE IN THE 1970's., THIS EXPANSION IN THE LABOR FORCE WAS
THE RESULT OF THE POST-WAR BABY BOOM AND THE MORE ACTIVE ROLE OF
WORK ING WOMEN. SECOND, THE RATE OF GROWTH OF CAPITAL FORMATION
DID NOT KEEP PACE WITH THE GRbWTH IN THE LABOR FORCE. [NDEED, IN
THE SEVENTIES, THE U.S. INVESTED A SMALLER PERCENTAGE OF 1Ts GNP
THAN ITS MAJOR TRADING PARTNERS. As A RESULT, U.S. WORKERS, ON
AVERAGE, HAD LESS CAPITAL AT THEIR DISPOSAL. THE REASONS FOR
THIS CAPITAL INSUFFICIENCY ARE COMPLEX, BUT TAX POLICY IS ONE OF
iHE MAIN CULPRITS.

TRADITIONALLY. THE DESIRE TO PRODUCE “TAX EQUITY” HAS DRIVEN
THE CONGRESSIONAL TAX WRITING COMMITTEES.  THEY -REVISED THE
GRADUATED INCOME TAX SYSTEM IN ORDER TO GRADUALLY EQUALIZE THE
AFTER-TAX . INCOME OF ALL AMER!CANS. THIS PHILOSOPHY PRODUCED A
TAX SYSTEM WITH HIGH MARGINAL RATES AND AN INHERENT BIAS AGAINST

SAVINGS AND INVESTMENT. INCOME PRODUCED BY THRIFT AND RISK-TAK ING
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WAS LABELED "UNEARNED” AND TAXED AT ESSENTIALLY CONFISCATORY
RATES. PRe-1981 TAX POLICY FAVORED CONSUMPTION AT THE EXPENSE OF
SAVINGS AND INVESTMENT. [T WAS & KEY COMPONENT OF THE IRRATIONAL
INDUSTRIAL POLICY OF THE POSTWAR ERA.
e ERTA ExpERIENCE

SINCE LOW PRODUCTIVITY WAS CORRECTLY VIEWED AS THE
UNDERLY ING CAUSE OF OUR ECONOMIC DISTRESS, 1IN 1981 gconomic
POLICY DID AN ABOUT FACE, TAX POLICIES WERE CHANGED TO SPUR
INVESTMENT,  PARTICULARLY IN THE LARGE, CAPITAL-INTENSIVE
INDUSTRIES SUCH AS AUTOS, STEEL, AND HEAVY MANUFACTURING, WHICH
DOMINATED THE AMERICAN ECONOMY IN THE FIRST HALF OF THE TWENTIETH
CENTURY. THE PENALTIES FOR SAVINGS AND INVESTHENT WERE FINALLY
REDUCED, HOWEVER SLIGHTLY,

Tue EconoMic Recovery Tax Act ofF 1981 FAVORED GENERAL
CAPITAL FORMATION., A CONSENSUS AMONG POLICYMAKERS MADE THE

LIBERALIZATION AND SIMPLIFICATION OF DEPRECIATION THE TOP
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PRIORITY, HOWEVER, DEPRECIATION REFORM WAS VIEWED AS
INSUFFICIENT, THE LARGE, CAPITAL-INTENSIVE INDUSTRIES 1IN
DECLINING SECTORS OF THE ECONOMY STILL HAD LARGE CONSTITUENCIES
IN WASHINGTON, HENCE, THE RIGHT TO SELL TAX CREDITS WAS GIVEN TO
FIRMS NOT PROFITABLE ENOUGH TO TAKE FULL ADVANTAGE OF THE NEW TAX
BRE AK'S .

DEsPITE ALL THE HoopLA OVER ERTA, IT TURNED OUT TO HAVE. VERY
LITTLE IMPACT, BECAUSE THE HIGH INFLATION, LOW PRODUCTIVITY
ECONOMIC POLICIES OF THE 1970°'S FINALLY CAUGHT UP WITH US.
INTEREST RATES SOARED AND COMPLETELY SWAMPED THE EFFECTS of ERTA
ON INVESTMENT., ERTA PRECIPITATED A DROP OF ONLY 1.2 PERCENTAGE
POINTS IN THE TOTAL COST OF CAPITAL SERVICES FOR CORPORATIONS.
THIS LED SOME TO CONCLUDE, INCORRECTLY, THAT INCREASING
INCENTIVES WAS INSUFFICIENT AND LARGE SCALE INTERVENTION WOULD BE
NECESSARY TO STIMULATE INVESTMENT.

C FC
Now, I'M NOT SAYING THAT THERE IS NOTHING THE GOVERNMENT CAN

DO TO LOWER THE ASTRONOMICALLY HIGH COST OF CAPITAL.



13

ONE OF THE MEMBERS OF THE AMERICAN BusINEss CONFERENCE, DR,
GEORGE HATSOPOULOS, RECENTLY COMPLETED WHAT | THINK 1S A PATH-
BREAKING STUDY ON THE COST OF CAPITAL. HIS STUDY SHOMED THAT THE
COST oF CAPITAL IN THE U.S, IS MORE THAN THREE TIMES AS HIGH &S
N JA?AN.

THIS DIFFERENTIAL HAS IMPORTANT IMPLICATIONS FOR  THE
DEVELOPMENT OF THE HIGH TECHNOLOGY SECTOR, THE SECTOR UPON WHICH
THE ATART DEMOCRATS AND MANY OTHER AMERICANS ARE PINNING THEIR
HOPES FOR AN AMERICAN ECONGMIC RESURGENCE. THE HATSOPOULOS $TUDY
SHOWS THAT FOR A PROJECT REQUIRING 5 YEARS OF DEVELOPMENT AND
HAVING THE SAME PROBABILITY OF Success IN Toe U.S. as In Japaw,
THE ENORMOUS DISPARITY IN THE COST OF CAPITAL WOULD MEAN THAT
JaPaN couLd INvEST b TIMES AS MUCH AS WOULD BE JUSTIFIABLE IN
THE U.S.  FOR A PROJECT REQUIRING TEN YEARS OF DEVELOPMENT, THE

JAPANESE WOULD BE ABLE TO JUSTIFY SPENDING § TIMES AS MUCH AS THE

24-479 0 - 83 - 2
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U.S., SOLELY ON THE BASIS OF LOWER COST OF CAPITAL. BECAUSE THE
JAPANESE WILL BE ABLE TO UNDERTAKE MUCH MORE RESEARCH, UNDER
CURRENT U.S. POLICIES, THE JAPANESE HIGH TECH SECTOR 'COULD
COMPLETELY ECLIPSE OUR OWN,

HOWEVER, AMERICA'S COMPETITIVE EDGE COULD BE RESTORED BY .
' EOLICIES THAT MAKE THE U.S. COST OF CAPITAL COMPARABLE TO THAT OF
THE JAPANESE. THE MOST EFFICIENT WAY TO DO THIS, IN LIGHT OF THE
DIRE BUDGET SITUATION, WOULD BE TO REDUCE THE MARGINAL COST OF
CAPITAL THROUGH TAX POLICIES THAT PERMIT INCREASED USE OF TAX-
FAVORED SOURCES OF FINANCING. FOR EXAMPLE, IF DIVIDENDS PAID ‘ON
CUMULATIVE PREFERRED STOCK WERE TREATED AS TAX DEDUCTIBLE
fNTEREST PAYMENTS, THE COST OF CAPITAL TO PROFITABLE FIRMS COULD
(BASED ON DATA FOR 1981) BE LOWERED FROM 18.87 710 9.87. [ DoN'T
KNOW WHAT THE REVENUE LOSS WOULD BE, BUT [ BET IT WOULD GENERATE
MORE INVESTMENT PER DOLLAR THAN ANY OF THE OTHER PROPOSALS

" PRESENTED TODAY.
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MQBE gEEh’; JENT !NVEslHENl

THE QUANTITY OF INVESTMENT IS NOT THE ONLY ISSUE -- THE
QUALITY IS IMPORTANT 700, THE U.S. NOT ONLY UNDERINVESTED IN THE
1870s, BUT IT GOT LESS BANG FROM ITS INVESTMENT BUCK. WHILE
LIBERALIZED TAX TREATMENT SHOULD RAISE CAPITAL INVESTMENT IN THE
LONG RUN, 1T WILL NOT ADDRESS THE DECLINING EFFICIENCY OF
INVESTHMENT. IN A TIME OF BUDGET CRISIS., WHEN TAX INCENTIVES ARE
INCREASINGLY HARD TO JUSTIFY, WE MUST MAKE SURE THAT  OUR
INDUSTRIAL POLICY, BE 1T IMPLICIT OR EXPLICIT, WILL DELIVER THE
GREATEST PRODUCTIVITY ENHANCEMENT POSSIBLE FOR EACH DOLLAR OF TAX
INCENTIVE,

NoBEL LAUREATE LAWRENCE KiEIN OF THE UNIVERSITY oF
PENNSYLVANIA HAS DEVELOPED A MEASURE OF THE EFFECTIVENESS OF
INVESTMENT. KLEIN'S CONCEPT IS CALLED THE INVESTMENT-EFFICIENCY
RATIO. |T MEASURES HOW MUCH REAL GROWTH THE ECONOMY PRODUCES FOR
EACH DOLLAR INVESTED. THE HIGHER THE REAL GROWTH PRGDUCED BY
EACH [INVESTMENT DOLLAR, THE HIGHER THE INVESTMENY-EFFiCIENCY

RATIO FOR THE ECONOMY,
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AccorDING TO PROFESSOR KLEIN'S FIGURES, THE RATIO OF REAL
BUSINESS FIXED INVESTMENT To REAL GROWTH IN G.N.P. was 30.2%
DURING THE 1950‘'s. DuURING THE NEXT DECADE, IT DECLINED SLIGHTLY
10 27.12. But, IN THE 1970's, THE INVESTMENT-EFFICIENCY. RATIO
DROPPED DRAMATICALLY -- T0 12.87%.

WHILE PART OF THE SOLUTION TO OUR PRODUCTIVITY PROBLEMS WILL
COME THROUGH A .GENERAL RE-ALLOCATION OF RESOURCES FROM
CONSUMPTION TO SAVINGS AND INVESTMENT, WE MUST ENCOURAGE THE
ALLOCATION OF RESOURCES TO THOSE FIRMS AND INDUSTRIES WHICH WILL
USE THEM MOST EFFICIENTLY. WE MUST FACILITATE THE EXPANSION OF
THE FIRMS OF THE FUTURE, RATHER THAN PROPPING UP DECLINING
INDUSTRIES. MORE EFFICIENT USE OF OUR INVESTMENT RESOURCES WILL
CREATE A STRONGER NATIONAL ECONOMY AND PROVIDE THE BEST MEANS OF
OFFSETTING THE 'SER!OUg PROBLEMS ASSOCIATED WITH DECLINING

INDUSTRIES.,
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Age E ] ?

HIGH GROWTH, MID-SIZE COMPANIES RUN BY ENTREPRENEURS SEEM TO
FIT THE FORMULA FOR EFFICIENT IMVESTORS.  THESE “THRESHOLD"
COMPANIES  REPRESENT  REAL, OLD-FASHIONED AMERICAN  SUCCESS
STORIES. YET, THE MEDIA IS MUCH MORE LIKELY TG TELL US ABOUT
FACTORY CLOSINGS IN OHIO THAN ABOUT ENTREPRENEURIAL EXPANSION IN.
MassacHuseTTs,

IN THE LAST 2H YEARS, A GROUP OF THE CHIEF exeéurxvs
OFFICERS OF MID-SIZE, HIGH-GROWTH COMPANIES HAS BANDED TOGETHER
Te FORM THE AMERICAN Business CoNFERENCE. THEIR FIRMS EACH HAVE
ANNUAL REVENUES BETWEEN $25 MILLION AND $1 BILLION AND HAVE
DOUBLED IN SIZE OVER THE LAST FIVE YEARS.

THE MEMBER FIRMS OF THE ABC TYPIFY THE HIGH PERFORMANCE
FIRMS WHICH UTILIZE RESOURCES'MOSY EFFICIENTLY., THE QuUALITY OF
THEIR PERFORMANCE RECORD IS PROOF THAT INVESTMENT IN THESE KINDS
OF COMPANIES WILL HAVE HIGH PAYOFFS IN TERMS OF THE PRODUCTIVITY

PERFORMANCE oF THE U.S. Economy.
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McKinsey aND COMPANY HAS STUDIED THE INITIAL MEMBERS OF THE
AMERICAN BusINESS CONFERENCE AND COMPARED THEM TO TEN “EXCELLENT”
COMPANIES IN THE ForRTUNE 100. THE TEN were [BM, PROCTER AND
GAMBLE, 3M, JoHnson AND JotNsoN, Texas INSTRUMENTS, Dana, EMERSON
ELecTric, HewLeTT Packarp, DicitaL EquipMent, aAND McDowaLd's.
McKINSEY FOUND THAT OVER A THREE YEAR PERIOD, THE ABC cOMPANIES
OUTPERFORMED THE EXCELLENT COMPANIES IN KEY AREAS, EMPLOYMENT
eREw.EGZ FASTER IN THE -ABC COMPANIES "THAN IN THE "EXCELLENT"
COMPANIES. THIS FACTOR HAS IMPORTANT IMPLICATIONS FOR PROVIDING
JOBS TO WORKERS DISPLACED BY THE DECLINING INDUSTRIES. OVER THE
LAST THREE YEARS, SALES GROWTH HAS BEEN 497 FasTER IN THE ABC
" COMPANIES THAN IN THE EXCELLENT COMPANIES, AND EARNINGS PER SHARE
HAVE GROWN 437 FASTER.

INCREDIBLY, THESE FIRMS ACHIEVED THESE PERFOéMANCE RECORDS
DESPITE HIGHER EFFECTIVE TAX RATES AND HIGHER CAPITAL COSTS.
McKINSEY CALCULATED THAT ABC FIRMS PAY EFFECTIVE TAX RATES OF

ABOUT 29.7%, WHILE THE 100 LARGEST CORPORATIONS HAVE EFFECTIVE
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TAX RATES OF 16%Z.  McKINSEY ALSO CALCULATED THAT THE COST OF
CAPITAL FOR MID-SIZE COMPANIES IS ROUGHLY 207 GREATER THAN THAT
FOR LARGE FIRMS.

How CaN INDUSTRIAL Poricy BE More FFFicienT?

AN INDUSTRIAL POLICY WHICH PROVIDES INCENTIVES To SHIFT
RESOURCES FROM CONSUMPTION TO SAVINGS AND INVESTMENT WILL SLOWLY
IMPROVE OUR NATION'S PRODUCTIVITY PERFORMANCE. AN INDUSTRIAL
POLICY WHICH FURTHER REFINES THIS CONCEPT BY FOCUSING ON
INCENTIVES FOR HIGH-EFFICIENCY INVESTMENTS IS LIKELY TG HAVE A
HIGHER PRODUCTIVITY PAYOFF. THIS MEANS THAT WE SHOULD FAVOR THE
REDUCTION OF THE CAPITAL GAINS  TAX RATE FOR PRODUCTIVE
INVESTMENTS OVER FURTHER LIBERALIZATION AND SIMPLIFICATION OF
DEPRECIATION, AND WE SHOULD PREFER INCENTIVE STOCK OPTIONS To

SAFE HARBOR LEASING.

YET, OUuR IﬁPL!CIT INDUSTRIAL POLICY EXTENDS FAR BEYOND OUR
TAX CODE. WE SHOULD EXAMINE OUR REGULATORY APPARATUS AND EXPORT
PROMOTION PROGRAMS TO SEE  HOW  THEY AFFECT HIGH-GROWTH
ENTREPRENEURIAL FIRMS. We wmusT Remove ROADBLOCKS TO ECONOMIC

GROWTH.,
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THIS MEANS PROCEDURAL REGULATORY REFORM, RATHER THAN REFORM
OF INDIVIDUAL STATUTES LIKE THE CLEAN AIR AcT.  THERE 15
IRREFUTABLE  EVIDENCE  THAT  ENTREPRENEURS ARE  METHODICALLY
OVERWHELMED BY THE COMPLEXITY OF FEDERAL AND STATE REGULATORY
PROGRAMS |

ONE POSITIVE STEP IN THE PROCESS OF FORMULATING AN ERFFICIENT
INDUSTRIAL POLICY WAS THE PASSAGE OF THE ExpoRT TRADING CoMPANY
AcT LAST YEAR. ProcraMs LIKE THE ETC, NoT Exim Bank, AsSSIST
HIGH-EFFICIENCY INVESTORS.

OUR TAX CODE AND REGULATORY APPARATUS CREATE AN IMPLICIT, DE
FACTO INDUSTRIAL POLICY REGARDLESS OF WHETHER CONGRESS OR THE
ADMINISTRATION DESIRES ONE. IN THIS TIME OF BUDGETARY CUTBACKS,
QUR LIMITED RESOURCES MUST BE USED AS EFFICIENTLY AS POSSIBLE.
WHILE THERE WILL INEVITABLY BE TRANSITIONAL DISRUPTIONS IN THE
SHORT-TERM, IT IS TIME TO CHANGE THE FOCUS OF OUR INDUSTRIAL
POLICY FROM SHORING UP OUR DECLINING INDUSTRIES TO STIMULATING

OUR GROWING, MID-SIZE FIRMS.
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Qur INDUSTRIAL POLICY MUST FAVOR EFFICIENT, PRODUCTIVITY-

ENHANCING INVESTHENT, WE CAN NO LONGER AFFORD THE PRODUCTIVITY
o

LOSSES ASSOCIATED WITH THE ANTI-INVESTMENT INDUSTRIAL POLICY OF
THE SEVENTIES NOR THE SLOW RECOVERY [N PRODUCTIVITY WHICH WILL
RESULT FROM THE GENERAL INVESTMENT POLICIES oF 1981. THE MARKET
WORKS, AND WITH THE POLICIES THAT | HAVE OUTLINED HERE, WE CAN
ALLOW IT TC WORK EVEN BETTER, THE ENGINE OF AMERICAN ECONOMIC
GRUWTH DOESN’'T NEED A COMPLETE OVERHAUL. [T JUST NEEDS & LITTLE
MORE FREE MARKET oiL.

THE INTERVENTIONIST INDUSTRIAL POLICIES DISCUSSED BY OTHERS
ON THIS PANEL TODAY SOUND GREAT ON PAPER, BUT THEY WON'T WORK 1IN
PRACTICE, WHAT WE SHOULD DO IS SYSTEMATICALLY REMOVE ROADBLOCKS
TG0 ECONOMIC GROWTH. IF THE GOVERNMENT HAD BEGUN PICKING WINNERS
WHEN INTERVENTIONIST INDUSTRIAL POLICIES WERE FIRST DISCUSSED, My

KIDS WOULD PROBABLY BE PLAYING WITH HULA HOOPS, INSTEAD OF

COMPUTERS:

Thank You!
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Representative Luneren. Thank you, Mr. Albertine.

Now we’ll hear from another distinguished panelist, Prof. Paul
Samuelson- of the Massachusetts Institute of Technology. Thank you
for coming and welcome.

Please proceed as you wish.

STATEMENT OF PAUL A. SAMUELSON, PROFESSOR OF ECONOMICS,
MASSACHUSETTS INSTITUTE OF TECHNOLOGY, CAMBRIDGE, MASS.

Mr. SamuELsoN. A “new industrial policy” is still an advertising
slogan looking for a product it seeks to sell. Yes; manufacturing jobs
are leaving North America and Western Europe bound permanently
for developing countries in the Pacific basin, such as South Korea,
Hong Kong, Singapore, and Taiwan. The recent Reagan recession, like
the Carter recession just before it, accentuates the transitional distress
that goes along with this long-run process.

I believe it is correct to say that some of the people who lost their
jobs in the last couple of years in the northeast part of the United
States will never be going back to those jobs again, even if the present
recovery is a stronger recovery than the evidence now suggests it will
be. But it would be wrong to infer from that that it was the recession
which caused the permanent loss of those jobs. And in the absence of
the recession, that permanent loss would not have taken place.

The last little breeze drops the apples from the trees. But the apples
that drop from the trees were the apples that were not well fastened
on the trees.

Under a regime of free trade, long before these last two recessions,

this trend toward, if you will, the deindustrialization of America had
accelerated, and most experts must expect that it will still be the case
even with a good recovery in the middle of:the 1980, that routine
manufacturers will migrate from high wage to low wage regions.
- We need to understand the deindustrialization of America to for-
mulate a reindustrialization of America program. This shift in loca-
tion of standardized manufacturing production is in accordance with
fundamental economic law, not opposed to it. This shift is part of the
process of what economists call dynamic comparative advantage. In
our own country, for a century, routine manufacturing of textiles,
shoes and machinery have moved from New England and the North-
eastern States generally to the south and west, from higher wage,
unionized regions to lower wage, nonunion regions.

Swedish manufacturing is feeling the same competitive pinch and
Japan itself finds that its risen real wage level makes it mandatory for
it to give up to developing nations the more easily imitated manufac-

" turing activities.

Way back in 1972, I gave a lecture before the Swedish-American
Chamber of Commerce that appears in the July 1972 edition of the
Morgan Guaranty Survey, and I ask that article be placed in the
record. It’s entitled “International Trade for a Rich Country.”

In that lecture, I thought I detected an acceleration of the trend
that I have just been describing and predicted that it would acceler-
‘ate still more in the future. That prediction, for better or worse, has
turned out to be near the mark.
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To say that a trend is in accordance with economic law is not to
say that it is beneficent to all parties concerned. On the contrary, the
workings out of dynamic comparative advantage can often be ex-
pected to benefit some sectors and economic interests and to hurt other
sectors and interests. The gains of those who arc helped generally,
In some sense, which economists can quantify, do outweigh the losses
of those who are hurt. But that is usually of not much comfort to the
interests that are hurt.

Settling of the rich farmlands of the American West and the
cheapening of transport hurt British landowners and farmers
throughout the 19th century and permanently. The spread in im-
provement of technology in Japan and South Korea—I take those
as archetypical cases—by cheapening many of the goods we import,
tends to increase the American real wage and living standard.

There is, for the country regarded as a whole, a beneficent element
in this working out of economic law. But, on the other hand, similar
technological and cost improvements in those countries, if they take
place in goods that we previously had a comparative advantage in
for exporting, can well serve to lower the equilibrium level of Ameri-
can real wages and per capita GNP. That’s to make the same point
again that the workings out of fundamental economic law are not
guaranteed if we simply respect what is happening in the free market
to be of advantage to all important sectors of that frec market.

Which of these two opposing effects, the beneficent and that harm-
ful, is quantitatively the most important is not a question that even
experts can agree on. It's not something that we could settle in a panel
of informed people here in a morning like today.

It may well be the case that dynamic comparative advantage since
World War II. particularly when it’s been coupled with the increased
competition with us for the scarce geological resources needed for a
high modern standard of life, by a whole new sector of the world,
of affluent industrialized peoples—it may be that that has served, on
balance, to reduce the “net consumer surplus? that the United States
enjoys from international trade. .

What might be called a monopoly access, American workers his-
torically cnjoyed with respect to the most advanced knowledge, which
was U.S. know-how and the most advanced managerial technology.
Now that quasi-monopoly position of the American worker has been
eroded by the spread of knowledge. That, of course, has been engi-
neered by consulting firms, by multinational corporations, by textbook
writers like myself, and by study in our universities by the best stu-
dents from all over the rest of the world, )

There’s & further point that needs to be made. I can only make it
briefly. Mr. Albertine is correct that there is at the moment a rage for
venture capital. There is an awful lot of venture money in pools chas-
ing too few deals and the deals are getting thinner and thinner.

But T believe it would not be correct to infer from that that Ameri-
can cnterprise, in general, has access to plentiful capital. On the con-
trary, the U.S. economy is in this epoch a high real-rate-of-interest
cconomy. You probably should have somebody introduce into the rec-
ord the interesting study which was made just recently by George
Hatsopoulos, not an economist, an eminent thermodynamicist, and
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the head of a thermoelectron corporation, a growing corporation. It
‘probably has outgrown the American Business Conference——

Mr. ALBERTINE. It’s one of our members.

Mr. SamuELsoN. By the day after tomorrow, it will no longer be
eligible. [Laughter.]

Mr. Hatsopoulos has done what we economists have failed to do—
he has tried to make some very careful and canny calculations of what
the true effective cost of capital is to American enterprise. And he’s
made a less sophisticated estimate of what that comparable cost of capi-
tal may be for some of our international competitors—notably Japan.

Representative LunereN. Professor Samuelson.

Mr. SamuELsoN. And I quote from——

Representative Luncren. The staff has reminded me that we had
him testify before us 3 weeks ago with a number of the reports that
you have suggested. '

Mr. SamuErLson. Right. So I'll simply summarize his finding, not as
a definitive finding which has run the gauntlet of a referred peer group
review—we know there is no better Supreme Court existing anywhere.
But his finding is that the real cost of capital to American enterprise
is now two to iree times that of the Japanese cost of capital. Perhaps
that is an upper bound for the problem.

I simply then want to go on to say what this means from the stand-
point of economic analysis, and I’'m now not talking about Keynesian
economic analysis; I’'m talking about old-fashioned, neoclassical eco-

-nomic analysis. The higher the real rate of interest in an economy
for the same technology, the lower must be the equilibrium market real
wage which can be sustained in that economy. And for the deindus-
trialization of America, particularly the migration of manufacturing,
this is a very crucial factor of diagnosis which any purported scheme
of therapy should take into account.

But for the sake of making the argument clear cut, let us stipulate,
as the lawyers say, that the effects of dynamic comparative advantage
as they have been developing in the last decades, on the whole, had a
harmful effect that outweighed the beneficial effects.

What, then, follows for therapy? Even if the free trade winds have
served to slow down our potential rate of productivity and real wage
‘growth, it does not follow that recourse to protection can help out the
situation. There are economists in Great Britain, particularly asso-
ciated with Cambridge University—I have in mind Nicholas Kaldor
and other economists of the British Labor Party, who tried to make
out a case that pretection is the solution for the problem that Western
Europe faces and North Ameriea faces.

I do not believe that the evidence will sustain that conclusion and
my analogy would be, although the analogy itself proves nothing, that
when lightning hits you, it may still be the case that shooting yourself
in the foot will leave you still worse off. [Laughter.]

The temptation to hold onto jobs that are being competitively bid
away is politically very strong. That’s why we’re here. That’s why
there’s a discussion of reindustrialization of America. And now to keep
my statement very brief, let me say that often what such protection
would involve is a subsidy by the median American workers, those in
the middle, those who earn somewhere in the vicinity of $10 an hour,
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counting in fringe, to the aristocrats of the labor market, those who,
not infrequently, under collective bargaining, are earning over $20 an
hour in real wages and fringes—most notably in the automobile and
the steel industry. To have the weak subsidize the strong, to have the
median subsidize the elite is in this case not good microeconomics. It’s
not good macroeconomics. And I don’t think it’s defensible social
philosophy. '

Thank you.

Representative LuNeren. Thank you very much, Professor.

[The prepared statement of Mr. Samuelson, together with the article
referred to, follows:]

PREPARED STATEMENT OF PAUI A. SAMUFRLEON

A “new Industrial policy” is still an advertising slogan looking for the product
it seeks to sell. Yes, manufacturing jobs are leaving North America and Western
Europe bound permanently for developing countries in the Pacific Basin such as
South Korea, Hong Kong, Singapore, and Taiwan. The recent Reagan recession,
like the Carter recession before it, accentuate the transitional distress that
goes along with this longrun process. However, under a regime of free trade, long
before these recessions, this trend had accelerated; and even if we have a better
recovery in the mid-eightics than most experts have expected it will still be the
case that routine manufactures will migrate from high-wage to low-wage coun-
tries. We need to understand the “deindustrialization of America” to formulate
& “reindustrialization of America” program.

This shift in location of standardized manufacturing production is in accord-
ance with fundamental economic law, not opposed to it. This shift is part of the
process of dynamic comparative advantage. In our own country, for a century
routine manufacturing of textiles, shoes, and machinery have moved from New
England and the North Eastern states generally to the South and West—from
higher-wage unionized regions to lower-wage nonunion regions. Swedish manu-
factnring is feeling the same competitive pinch, and Japan itself finds that its
risen real wage level makes it mandatory for it to give up to developing nations
the more easily hnitated manufacturing activities.

More than a dozen years ago in my little Nobel lecture, which I shall have en-
tered into the Congressional Record, I detected an acceleration of this trend and
predicted that it would accelerate still more in the future. That prediction has
turned out to be near the mark.

To say that a trend is in accordance with economie law is not to sav that it Is
beneficent to all parties concerned. On the contrary the workings out of dynamie
comparative advantage can often be expected to benefit some sectors and eco-
nomic interests and to hurt other sectors and interests: the gains of those who
are belped generally ontweigh the losses of those who are hurt, but that is usu-
ally of not much comfort to.the interests that are hurt. Settling of the rich farm
lands of the American West and the cheapenine of transport hurt British land-
owners and farmers throughout the ninecteenth century.

The spread and improvement of technology in Japan and South Korea, by
cheapening many of the goods we import, tends to increase the American real
wage and living standard. On the other hand, similar technological and cost im-
provements there in the goods that we previounsly had a comparative advantage
in for exporting can well serve to lower the equilibrium level of American real
wages and per capita GNP. Which of these two opposing effects is quantitatively
the more important is not & question that even experts can agree on. It may well
be the case that dynamic comparative advantage since World War I, particu-
larly when it i3 counled with the increased competition with us for the scarce
geologic resources ne~ded for a high modern stsndard of life, has served to
reduce the net consumers surplus that the United States enjoys from interns-
tional trade as the monopoly access that American workers enjoyed with respect
to advanced U.S. knowhow and managerial technology has been eroded by the
spread of knowledge engincered by consulting firms, multinational corporations,
textbook dissemination and study in universities of the advanced world. We are
a high real-rate-of-interest economy, not a low one, and for the same technology
that entails lower real wage rates.
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But even if the free winds have served to slow down our potential rates of
productivity and wage growth, it does not follow that recourse to protection can
help out the situation. When lightning hits you, it may still be the case that
shooting yourself in the foot will leave you still worse off.

The temptation to hold onto jobs that are being competitively bid away is po-
litically very strong. Often, what protection involves is a subsidy by the median
American workers who earn $10 an hour or less compared to the aristocrats of
the labor market who under collective bargaining earn over $20 in the auto and
steel industries. That is not good microeconomics, or macroeconomics, or de-
fensible social philosophy.
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- Inte_rnational Trade for a Rich Country.

The following article was writlen by Professor
Paul A. Samuelson of the Massachusetts Insti-
tute of Technology. The article is adapted from
a lecture Dr. Samuelson gave before the Swedish-
American Chamber of Commerce in New York
City on May 10 of this year at a meeting com-
memorating his receipt of the 1970 Aljred Nobet
Memorial Award in Economic Science. Copy-
right ® 1972 by Paul A. Samuelson.

HE topic 1 propose to think about today is

the future of American international trade .

and finance, with special emphasis on how that
future is likely to be conditioned by the fact
that North Americans enjoy the highest per-
capita standard of living on earth. The topic
has an obvious interest for all of Western Europe
and Australasia, since these continents are in
second place and are rapidly closing the “real”
wage gap with the United States. The far-seeing
Japanese, who have the right to dream at night
of that epproaching date when their rapidly
growing per-capita real wages will equal and
surpass our own, also have a natura} interest in
the same subject.

For, as I never tire of preaching abroad, the
American pattern of things has a vital interest—
not because there is anything special about
being American, but because what one fool will
choose to do at a high real income level so will
another. The Americanization of Europe has
little to do with forced infection imported from
America: it is simply that everybody who gets
to a real income of two or three thousand dol-
lars a year per family member will want a car,
8 telephone, automatic heat, a2 winter vacation,
and all the things that Americans by accident
happened to have the opportunity to enjoy first.

__Our economy, 5o to speak, is an analogue com-

puter showing others the shadow of their own
futures. For better or for worse, I must add.

As Samuel Butler said, there is always a cer-
tain lack of amiability about the go-getter.
Admiration and fear aside, we tend to like an
individual 'in inverse relation o his ability to
survive in the struggle for success. If it is natu-
tal to expect a class struggle within a country
bascd on differences in income and wealth, why
i5 it not natural to expect international antago-
nisms based on the same economic disparities?
If the class struggle had never existed, we should
have had to invent it jn order to explain the
facts of modem life.

But what has all this 1o do with economics?
In classical competitive equilibrium, there is
precious little room for the sociclogy of class
warfare. Impersonal supply and demand dic-
tate the final equilibrium. If in any sense there
is personal rivalry of brother against brother,
the form it takes in a competitive market is the -
substitutability of one identical worker against
the other. The class struggle is an intraclass
struggle, labor against labor in depressing the
market wage, capitalist against capitalist in rais-
ing the real wage, depressing commodity prices
and the rate of profit.

When Ricardo laid the foundations for the

‘theory of international trade, in the form of the

- famous doctrine of comparative costs or com-

parative advantage, there was no particular role
played by the relative affluences of the trading
regions. What about the brute fact of size, that
the United States aside from having the highest
per-capita income alsc has been one of the
economies of greatest land area and popula-
tion? Herein we differ from Sweden or Switzer-
land, in the same way that half a century ago
the huge arcas of Brazil and Argentina differed



from the affluent “Switzerland of Latin Amer-

ica,” Uruguay.

Mere size does not mean per-capita affluence.
Indeed, as the teeming millions of India and
China illustrate, large absolute numbers when
not matched by commensurate magnitudes of
resources make for low productivity and poverty.
As Adam Smith and Bertil Ohlin have empha-
sized, mere size may indeed be beneficial to the
extent that it permits-industries or society to
realize the economies of mass production and

scale that characterize many industrial proc-’

esses. Increasing the extent of the market has
always been a powerful argument in the arsenal
of the free trader. The Common Market is im-
portant to Western Europe in giving it the kinds
of mass markets that the vast American conti-
nent has long enjoyed.

Noneihe]ess, once markets are large enough
to afford competition among many efficient-
scale producers, size ceases to be an important
variable in the models of conventional interna-
tional trade theorists. Thus, few of them would

agree with the contention of Oxford’s Lord .

Balogh that small economies are at a disadvan-
tage trading with the large United States—pro-
" vided that the collusive power of concerted
governmental action is not pursued by America.*
In summary, as far as competitive interna-
tional trade analysis is concerned, there is no
reason why mutually profitable trade should not
take place between affluent countries or regions
like America, Sweden, Australia, Western Eu-
rope, among themselves, and’between any of
them and intermediate-income or underdevel-
® Actually, in the :ompira(lve advantage theory of Ricardo
and Mitl, small Portugal stands to gam a larger share of the
from ion than large England.

Indeed, if English consumers are 50 numerous that their nceds
for Portugal's export goods have to be filled in part from
domestic English production, Portugal gets 100% of the- gains
. from trade and England gets nonc, Under perfect competition

smallness makes for varity and advantage; largeness is a
disadvantage. .

oped nations—such as the countries of Latin
America, Africa, Asia, and for that matter East-
ern Europe (provided the latter group’s control
authorities agree to balanced trade and follow
the principle of importing those goods that can
less cheaply be produced at home).

There is not unanimous agreement with these
doctrines of classical and post-Keynesian estab-
lishment economics. My purpose here today is
to subject them to searching reevaluation. Let
me confess that my bias in the effort is to see
whether I cannot find some merit in the sus-
picions and apprehensions of those who doubt
and criticize the conventional wisdom.

To bring out the issues in the debate, let me
state rather boldly and crudely an overly com-
placent, optimistic view of the world that might
be taken by someone strongly enamored of the
classical doctrine of international trade. Then.
as fairly as I can, let me state what are some of
the dire views and apprehensions of that larger
fraction of the world who have not had a formal

. grounding in the theories of classxcal and neo-

classical economics.

Optimistic conventional views
For brevity, here is a dogmatic list of the

_major points the optimist would stress:

1. In a very special sense, the dollar has been
a key international currency. Just as a sovereign
government can issue money ad lib within a
country and have it be acceptable (although, to
be sure, at the cost of raising all prices), so the

- United States had in a sense the privilege of

a counterfeiter. Therefore, by definition, we
were hardly capable of running an international
deficit since these deficits would automatically
be financed by foreigners' accepting whatever
dollars were thrust upon them. The dollar was,
50 to speak, not merely as good as gold: it was



better than gold, particularly if the U.S. showed
its determination to get rid of goid as an clement
in the international monctary system by dump-
ing our Fort Knox supply on the market for
whatever price below the official price of $35
an ounce it would fetch from dentists, jewelers,
and hoarders.

2. Although in the historic past America
was a high-tarif country —as in the Smoot-
Hawley 1930 Act—under four decades of Re-
ciprocal Trade Programs our dutics have been
cut in half, cut again, and still again in half. As
a8 result, though we are often regarded abroad
as still being a protected market, this is only
because of a recognition lag: America has
become one of the freest markets in the world,
which is to the advantage both of cur workers
and of workers abroad. The substantial pene-
tration of the American market by Japanese
imports in the last two decades would be proof
of this basic fact. (It may be added that, until
recently, the endemic protectionist ideology of
the American public had gradually been suc-
ceeded by a freer-trade ideology.)

3. Within the framework of the bencficial
free-trade regime of the Bretton Woods system,
even some optimists would admit that the
American dollar had prior 1o August 1965
become sumewhat “overvalued.” To a greater
number, overvaluation is merely a consequence
of the post-1965 acceleration of the Vietnam
war with its subsequent demand-pull and cost-
push inflations. (Parenthetically, 1 might just
note that to me the overvaluation of the Amer-
ican dollar has been a longer-term phenomenon,
related to the miraculous recovery of Western
Europe and Japan after the 1549 devaluations,
to foreign investment desires of our corpora-
tions, and to the expenditures and gifts of the
Ugited States in the Korean, Indochinese, and
general cold-war efforts.)
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4. Even if the dollar should turn out to be
somewhat overvalucd, this primarily puts the
onus on the surplus countries to appreciate their
currencies unilaterally —particularly the mark
and the yen. Or else they should swallow our
dollars of deficit without complaining. {Running
contrary to this comfortable optimist’s policy of
“benign neglect,” enunciated both by conserva-
tives'and liberals among Amcrican économists,
was the recognition by some of us that the
regime of swallowing dollars could not be
expected to last; and that, therefore, putting off
the day of disequilibrium correction would onty
cxacerbate the inevitable process of necded
readjustment. )

5. The true optimists held that any over-
valuation of the dollar, even if it were fairly
substantial, and more or less independently of
its cause, could be cured by the medicine of
dollar depreciation or surplus-currency appre-
ciation along the lines of the actual December
1971 Smithsonian Agreement in Washington.
Under the two-tier gold system, the free price
of gold in the uncfficial tier was of no impor-
tance; and within the official tier the only point
in making a token upward revaluation of the
dollar price of gold and SDRs was for the pur-
pose of expediting agreement on new currency
parities with lower dollar parities.

Since the dollar depreciation in December
1971 was substantial, averaging 12% relative
to other currencies, these “elasticity optimists”
think that the therapy agreed upon in Washing-
ton should be ample to restore equilibrium in
the reasonably near future. Indeed, some believe
that even slight reductions in our export prices
relative to prices of exports abroad will trigger
great improvement in our current credits and
great improvement in our current debits; and
these “elasticity superoptimists” have even been

. fearful that the dollar was depreciated too much



in 1971 and will eventually prove to be an
undervalued currency.

6. To such optimists as these, perhaps the
whole August 15, 1971 crisis was unnecessary,
being in the nature of an optical illusion, or
being merely the self-fulfilling consequence of
an irrational avalanche of speculation against
the dollar. Likewise, they tend to view the war
of nerves that has been going on in the first half
_year following the Washington Agreement of
last December as an irrational movement likely
to come soon to an end. Or, if irrationality
should carry the day, that will be an unfor-
tunate and basically unnecessary outcome.

7. The fatal flaw of the Bretton Woods setup
—its attempt to peg exchange rates—should be
removed in favor of either (1) some kind of
gliding band, in which parities can move up or
down a few percentage points each year or
(2) some scheme of relatively clean floating
exchange rates, in which organized speculative
markets will give exporters protection against
fluctuating exchange risks and in which no defi-
cits will ever again be possible.

8. Finally, with exchange rates flexible and
with tariffs, import quotas, and other protective
devices gradually removed, the American real
wage will benefit in its rate of growth and the
same will take place abroad, as everyone every-
where benefits.-from a more efficient interna-
tional division of labor.

To be sure; in the ebb and flow of relative
technological change and change in tastes, cer-
tain specialized workers within a country might
find that their scarcity rents deteriorate when
foreign competition takes away much of their
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advantage. And the same can happen fo the .

rents enjoyed by capital and nonlabor resources
situated in sectors no longer viable in the face

of international competition. However, pro- -

vided the country follows proper post-Keynesian

fiscal and monetary policies, it should be able
to ensure full-employment job opportunities for
all. Displaced workers and machines will go
into other lines of activity in which the country
still has a comparative advantage, to the
benefit of the real GNP and its broad factor-
share claimants.

Economic scares

I’ve now stated the optimists’ case. Listen to
it and you will not think of economics as the
dismal science. Quite the contrary. One of the
functions of economic analysis has been to rid
people of their economic scares. All that T can
say is that there are plenty of scares in the pres-
ent age, and economics has its work cut out for
it if it is going to rid people of their fears. It
was the Duke of Wellington who said: “I don’t
know whether my officers scare the enemy, but
they sure as hell scare me.” Well I am a sophis-
ticated economist but I must confess to some
apprehensions about the future of the Ameri-
can balance of payments and about the effects
of future foreign trade developments on the
average level of American real wages and )

living standards.

We live in the age of Freud. "Now we know
that often our anxieties are nameless dreads,
and that if we can just get them out of our
unconscious minds and viscera and lay them
on the table for explicit and conscious examina-
tion in the light of economic principle, then we
may be able to exorcise our fears and dreads.
That is the purpose of this present investigation.
And how much it is needed!

In every walk of American life, there is great
uneasiness over foreign competition. The en-
dogenous virus of protectionism which has
infested all of American history from our earli-
est colonial days, and which still persisted in the



years up to the 1929 crash, had indeed been
laid to rest from, say, 1934 when the Roosevelt-
Hull Reciprocal Trade Program began to lower
American tariffs. By 1955, everyone in Amer-
ica—corporate managers, workers, union offi-
cials, editors, and sc on—all seemed to have
turned away from protectionism.

The new protectionism

Those days are gone forever. In the last dozen
years of the overvalued American dollar, one
of the most balelul heritages of our ostrich-like
policy of benign neglect of the international
deficit has been the mushrooming of protection-
ism. It is little cxaggeration to say that everyone
in America except a few academic economists
has become a believer in protective tariffs, in
mandatory or voluntary quotas. The few indus-
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trialists who still favor freer international trade

cither have a commercial reason to do su
becausc of their export positions or I fear are
right now hovering on the verge of a return to
the protectionist fold. As an example, 1 offer you
the automobile executives in Detroit. The
workers there and their local unions have
already turned protectionist, as you will verily
if you go to any union meeting these days. Per-
haps a few of the top executives, at least in their
more public-spirited utterances, arc still devo-
tees of expanded international trade. But talk
to the vice presidents in charge of domestic pro-
duction and you will find a group of troubled
men, who feel in their bones that in another
decade North America may not turn out to be
the place in which cars are to be viably built and
seld in competitive markets. And, make no mis-
take about it, il it came to a choice between
letting the auto business go abroad or protecting
it here at home by quotas, these executives will
come down on the side of protectionism. To

them it is unthinkable that we should give up
the auto industry. To de so would be criminally

.quixotic. And, in the view of all but the eco-

nomics professors, the loss of basic industries
like the auto industry would Jower our real
wage level and average standard of living.

To almost all Americans today it is an arti-
cle of faith that using quotas on a wide scaie—
to save the textile, shoe, steel industries, and
also the TV, electronics, auto, and tiddlywink
industries—will be an important step in keeping
real wages in America from deteriorating from
their present all-time peak levels.

Theoretical economists may quote compara-
tive-cost examples until they are blue in the
face. But the man in the street will not believe
the assertion that high-paid American workers
can compete with imported goods made by low-
paid foreign workers. Throughout our history
one of the most powerful weapons in the
arsenal of the protectionists has been the com-
petitive threat from “cheap foreign labor.”

Ironically at the same time that high-paid
Amcrican workers have been frightened of the
competition of low-paid workers abroad, low-
productivity countries have always been as
frightened of the competition from the more
afftuent countries. The American Challenge by
Servan-Schreiber illustrates in our own time
how deep is the fear of the American colossus.

Theory of comparative advaniage

The classical theory of comparative advan-
tage contends that, if even-handed competition
prevails between many suppliers and many
demanders, then international specialization and
trade, as weil as capital movements, will work
to the advantage of both countrics—-the poorer
country as well as the richer, the exporter of

“capital who receives his profit yieid out of the
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enhanced rcal product of the capital-importing .

country, which now has its real wages increased
by having each worker with more capital.

. Let us bring American fears into the open.
The textile industry is an easy case. How can
our workers who must be paid more than two
dollars an hour compete in standard textiles
with the workers of Hong Kong, Singapore,

. India, and Bangladesh? Textile manufacture is

apparently onc of the first activities that a
developing country can do well in. With wages
only small fractions of those in America, even
if the foreign textile equipment is not quite as
advanced as our own, costs of production
abroad tend to fall lower than ours at home.
The theorist of comparative advantage
agrees American resources should move out of
cheap textiles, and for that matter shoes, and
go to more efficient lines of production where
our productivity is a larger multiple of foreigners’
productivity. Yet when I said this over the
New England airwaves, I received a letter from
a trade association official in the shoe industry
that said: “Your words will go down in the
infamy of history along with those of Marie
Antoinette.” More poignantly, what can my
answer be to a letter from a 59-year-old woman
textile worker, asking where at her age she can
possibly find another job. Shall I reply with
the irrelevant contention that if immobile fac-
tors will let their wage fall flexibly far enough
below the minimum wage, they may end up
with a half a loaf of bread? At the least, the

humane and politically savvy free trader must’

urge support for governmental financial assis-
tance to those workers and capital facilities
whose competitive rents fall victim to the dynam-
ics of changing international specialization.
The task of the proponent of freer trade is
not over. It has just begun. A great many indus-
tries are believed to be in the predicament of

textiles. Without quotas, shoc imports may grow.
The steel industry has thrown in the sponge and
now lobbies shamelessly for voluntary and man-
datory quotas. Cameras, tape recorders, desk
calculators, and an increasing variety of elec-
tronic products come from Japan and Europe.

The simple truth is this: American public
opinion generally is of the firm conviction that
America lacks comparative advantage in any-
thing! Perhaps the man in the street will allow,
as a purely temporary exception, that the United
States may still have a comparative advantage
in the realm of aircraft and giant computers.

A logical impossibility

The academic economist must be aghast at
this turn of public opinion. From the very defi-
nition of comparative advantage—repeat com-
parative—the economist maintains it is a logical
impossibility for any country to lack compara-
tive advantage in anything. To be sure, by the
definition of what economists mean by an over-
valued currency, .if the dollar is overvalued,
then fewer and fewer of our industries will be
commercially viable in the comparative-advan-
tage sense. When. that is the case the major
premise of the free trader is denied: when
workers are displaced from textiles, autos, you
name it, it will not be because they've been
sucked into.a more efficient line of production,
but rather that they are pushed into unemploy-
ment and onto the dole.

I must correct myself: in the age after Keynes
we know how to expand fiscal deficits and
monetary creation to keep purchasing power
high even in the face of an overvalued currency.
Displaced workers can be given jobs in public
employment; or, as budget deficits lower over-all
thrift, they can find jobs in expanded output of
those few lines in which we do still have com-



parative advantage. But such a post-Keynesian
solution only magnifics and perpetuates the other
side of the coin of currency overvaluation. It
means chronic deficits in our balance of pay-
ments, which require that nations abroad swal-
low a torrent of unwanted dollars.

Try as I may to be heretical, my reason will
not let me agree with the man in the street that
there is no depreciation of the dollar relative to
surplus currencies that will permit America to
have full employment under free trade.

The best econometric estimates that I have
seen have been marshalled by Professor Wil-
liam Branson of Princeton University whom |
am proud to count among MIT's former stu-
dents. In the Brookings Papers on Economic
Activity for mid-1972, Dr. Branson reviews the
IMF, OECD, and Stephen Magee studics that
generally suggest an improvement of $7 billion-
$8 billion in America’s current balance froin the
12% depreciation of the doilar in the December
1971 Washington Currency Agreement. 1 shall
not quarrel with this as a best single estimate.
But I must emphasize the large variance that
any estimate is subject to. A famous earlier
econometric estimate by Brookings economists,
which expected cquilibriem in America's bal-
ance of payments by 1968, went astray because
of the unexpected Victnam war. Who knows
what may vitiate these new estimates?

A summing up

In closing, this much I must grant to the
apprehensions of the man in the street. Were
time not so short, my assertions could he less
dogmatic.

1. No one knows the true size of the dis-
equilibrium gap in the U.S. balance of payments
just prior to August 15. It may have been much
larger shan the experts think. And the differen-

tial trends of productivity abroad relative to
those here at home, which after all primarily
created that gap, in my view, may stili be work-
ing strongly against us in the years [ollowing
the Smithsonian Apgreement.

2. Thercfore, the equilibrium parity of the
dollar may have to bc substantially downward
in this coming decade. If such dollar deprecia-
tion is required, let us pray that gliding bands,
crawling pegs, dirty floating, or clean ficating
will permit this to happen in an efficient way
tkat preserves the fruitful international division
of labor.

3. At home, traditional patterns of resource
use may turn out te be very far from that equi-
hibrium pattern necessitated by the vast changes
in comparative advantage that have taken place
over the last two decades and which may con-
tinue in the next. Even with post-Keynesian high
employment, we know that the vested interests
never give up their historic rents gracefully. The
concentrated harm to themselves they see clearly
and can make the public sec; only the imprac-
tical eye of the academic economist sees clearly
the even greater benefit to the community at
large from adaptation to dynamic compara-
tive advantage. )

4. Achieving equilibrium dollar parities and
adapting to changing comparative advantage
may only minimize America’s loss of welfare
from international trade. While the dollar was
overvalued we enjoyed to a degree a higher
standard of living from tangible goods imported
in-return for payment of mere dollar 10Us.
Also our corporations acquired lucrative pro-
ductive assets abroad partly in exchange for
those American dollars that foreign central
banks reluctantly bad to swaliow. Just as Ger-

‘many Or any country paying reparations suffers

a primary burden from its unrequited payment,
50 will there be a primary burden upon America



if we must replace our deficit by genuine
export earnings. Beyond that, although a cur-
rency depreciation to restore equilibrium need
not inevitably induce a deterioration of Ameri-
ca’s terms of trade, there is a real possibility
that we shall be experiencing a secondary bur-
den in the form of higher import prices relative
to export prices. Indeed as Western Europe and
Japan close the gap between our over-all pro-
ductivity and theirs, quite aside from the finan-
cial aspects of currency parities, there could be
a plausible trend against us in terms of lessened
consumers’ surplus from international trade.
In' summarizing this point, I must guard
against alarmist quantification. As long as
America remains a continental economy whose
imports stay in the neighborhood of not much

more than 5% of GNP, it is hard to see how.

even elasticity-pessimism can knock more than
a few pércemage points off the 50% growth in
our real GNP that demography and produc-
tivity trends should bring in the coming decade.

5. Let me conclude with a possibility that
has some ominous overtones for the share of
labor, particularly the share in growing GNP of
organized industries. Under modern trends of
comparative advantage, American management
know-how (and for that matter management
know-how anywhere) and American mobile
capital may find that their most efficient use is

increasingly to employ foreign labor as a sub- .

stitute for traditional American activities. Wash-
ington, New York City, Pittsburgh, and Denver
are increasingly what Max Weber called cathe-
dral cities, or in updated terminology, head-
quarters cities. So under floating exchange rates
and relatively free-trade equilibrium, the United
States might in time become a headquarters
economy. Qur emphasis in employment would
shift to services and away from manufacturing.
It would become normal for us to enjoy an

unfavorable balance of merchandise trade, re-
verting to the pre-1893 pattern in which the
value of our merchandise imports exceeded the
value of our exports. This trade deficit nor-
mally would be financed by our current invisible
items of interest, dividends, repatriated profits,
and royaities.

Though total American GNP would be the
larger because of this free-trade equilibrium, it
is possible that the competitive share of prop-
erty would rise at the expense of labor’s wage
share. This would present a problem for our
welfare state—to expand tax and transfer pro-
grams to secure a more équitable distribution
of income. T

6. Economics, alas, cannot be divorced from
politics and from trends of ideologies hostile to
absentee ownership. Suppose that economic
equilibrium did dictate our becoming a service
economy, living like any rentier on investment
earnings from abroad. Let us grant that such an
equilibrium, if permanent, could be optimal for
the United States. But would it be safz for us to
succumb to this natural pattern of specialization
in a world of rising nationalism? Can one really
believe that in the last three decades of the
twentieth century the rest of the world can be
confidently counted on to permit the continuing
flow of dividends, repatriation of earnings, and
royalties to large corporations owned here?

1 do not think I am paranoid to raise a doubt
in this matter. There is certainly a danger that,
after the United States has moved resources out
of manufacturing and into the servicing-head-
quarter regime, it might then tum out that
nationalism impairs the successful collecting of
the fruits of our foreign investments. We should
then not only find ourselves poorer than we had
expected but also facing the costly task of rede-
ploying our resources back into the fields earlier
abandoned. To be sure, private corporations may



in some degree alrcady take into account this
danger of expropriation and thercby prevent an
unwarranted redeployment of resources from
taking place; but it is doubtful that they can be
counted on to exercise the proper degree of
prevision, particularly since they may weil know
that they can depend on our government to
compensate them when such contingencies arise.
Hence, there are rational grounds for some
apprehensions concerning this aspect of spon-
taneous foreign-trade development.
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1 have.tried 10 walk the mile with those who

are fearful about international trends. Yet reason
and experience have kept me from watking the
whole mile with this overly pessimistic view.
Let me end with a solemn warning.

Even if the most dire pessimists are correct
in their belief that much of existing American
industry can be preserved in jts present form
only by universal protective quotas of the
Burke-Hartke type, it is a pitiful delusion to
believe that such measures will enhance rather
than lower the real standard of living of the
American people.
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Representative LuncrEN. Now we’ll hear from another distin-
guished academician, Paul Craig Roberts, who is professor of political
economy at the Center for Strategic and International Studies at
Georgetown University.

Thank you for being with us and we welcome your statement.

STATEMENT OF PAUL CRAIG ROBERTS, SENIOR FELLOW, CENTER
FOR STRATEGIC AND INTERNATIONAL STUDIES, GEORGETOWN
UNIVERSITY, WASHINGTON, D.C.

Mr. RoBerts. The idea of an industrial policy to spur economic
growth and to create a healthy public attitude toward business is ap-
gealu_lg at first glance, but before we leap to endorse one form of in-

ustrial policy over another, we should examine the case for each.

One form of industrial policy means a concerted effort on the part
of government, business, and Iagor to design an economic program for
the Nation. It encompasses a variety of strategies, some more ambitious
than others—of tax concessions, government loan guarantees and sub-
- sidies, job training programs, export promotion schemes, and import

restrictions. The ideas range from bailing out losers to picking winners
and some try to incorporate both.

One need only walk into the local bookstore to see that industrial
policy is a veri popular fad. o

While this kind of industrial policy may sell books, there is little
evidence that it has helped many economies. In the majority of cases,
industrial policy appears to have done more harm than good.

There is another kind of industrial policy about which less is writ-
ten, but which is the foundation of every successful modern economy.
It consists of a government commitment to provide an economic en-
vironment in which private business can thrive. This form of indus-
trial policy entails a tax system that does as little damage as possible
to economic incentives, provides a stable, dependable monetary system,
and exercises restraint in government spending growth.

Proponents of an industrial policy for America like to point to
Japan, or what they call “Japan, Incorporated,” as proof of what an
industrial policy can do for a nation. According to some people, busi-
nessmen in Japan sit down with government officials at a table in the
Japanese Ministry of International Trade and Investment, MITI, to
plan where monev should be invested, what export strategies should
be adopted, which industries should be encouraged and which should
be gently eased toward the back door.

According to this view, Japan has an unfair advantage over the
United States, which, for the most part, adheres to the principles
of a free market. Our only hope, it is claimed, is to adopt an industrial
policy of our own. Others say that we already have an industrial
policy, but that it is uncoordinated and works at cross purposes.

There is mounting evidence, however, that Japan’s success is not due
to MITI. Robert Kaus provides an illuminating story in the February
1983 issue of Harper’s that illnstrates the limited power and foresight -
of the Japanese Government. Japan’s industrial policymakers encour-
aged Honda to move ont of auto production because it. was feared that
there would be too many auto manufacturers struggling against each
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other to maintain an efficient market. Luckily enough for Japan and
car buyers, Honda didn’t listen.

In addition to the fact that Japan’s industrial policymakers have
far from perfect judgment, it is not certain how important a role they
actually play in the economy. In a collection of essays published by
the Brookings Institution in 1976, Philip Trezise and Yukio Suzuki
examined the extent of the role that politics and government play in
Japan’s economy and they concluded, to quote them :

That the durability of conservative political rule was a positive factor. If pri-
vate business provided much of the motive force for growth, business also had
the assurance at virtnally every point that government would be safe and sane,
bartial to profits and dedicated to business growth, willing to listen to business
views, devoted to trying to maintain a social order in which business could feel
secure.

Trezise again challenged the myth of Japan Inc. in the spring 1983
edition of the Brookings Review, saying, again, to quote:

One has to be doubtful about the picture of wise bureaucrats sitting down with
wise Industrialists to plan in some detail the future shape of an economy that
now produces, gross, more than a trillion dollars’ worth of goods and services.
What officials and advisers say or prescribe obviously can matter. But the alloca-
tion of resources in a free market economy——certainly in one as big as Japan's—
depends on myriad decisions taken throughout the country,

The evidence is at best ambiguous that Japan’s economic gains are
due to its industrial policy. Some experts have concluded that plan-
ning has done more harm than good. Prof. Tsunchiko Watanabe of
Harvard and Osaka Universities, for example, has written that in
Japan, “national planning has not only been decorative, but also
destructive, at least in some of its economic objectives.”

Japan’s success is more likely due to its policy of maintaining a
stable economic environment, & high savings rate, and a tax system
that does not penalize success. Most government subsidies do not but-
tress growth industries, but instead are devoted to public works, han-
dled at the local government level. Other subsidies go to weak sectors
of the economy, like the national railroads. As for the Japan Develop-
ment Bank, it 1s more concerned with financing infrastructure than
encouraging the computer industry, and most of its lending is on a
relatively small scale. Indeed, during the 1970, the Japan Develop-
ment Bank’s net lending, excluding housing, accounted for just 1 per-
cent of private capital formation.

If we misinterpret the source of Japan’s success, we risk adding to

.our economic problems,

Not only is the role played by Japan’s industrial policy in its success
an ambiguous one, but Japan itself is the strongest example that advo-
cates of an industrial policy can muster. Other models of industrial
policy are not perceived to be nearly as successful as Japan. France
was the first nation to adopt an industrial policy, and supposedly was
the source of inspiration for the Japanese. But the French experience
with industrial planning is widely perceived as a failure.

.There is o temptation to claim that the Japanese have focused on
picking winners while the French have been bailing out losers. But in
actual fact, Japan has been helping the dying but politically powerful
apparel industry, because it is a large employer.
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On the other hand, the Europeans have tried more often than not

to put their money into promising high tech areas in the interest of
helping the winners or what are sometimes called sunrise industries.
The effect has been the opposite. Michael Wachter, an economic
adviser to President Carter, has said that:

France and Germany have made their high tech sectors weaker with govern-
. ment help. Those industries became more dependent on their governments for
support, and the help proves to be something negative, not positive. .

We have been hearing calls for a new Reconstruction Finance Cor-
poration and I think that if we look at the history of this one we can
find little in it to recommend a new one. Senator Fulbright, back when
he was chairman of the Senate Banking and Currency Committee,
reported on a good many of the studies on the corruption of this
organization, which are quite amazing. But T won’t take the time to
read you too many accounts. Also, the investment decisions are quite
fascinating. They allocated capital to businesses like roadside snake
farms and trout farms, which did not prove to be sunrise industries.

I think that before you put the control of capital allocation in the
hands of bureaucracy, you would have to have no other hope whatso-
ever on Earth.

There are additional economic problems with bringing back an
RFC. If you made it politically accountable, the result would be that
those industries with the biggest political clout, which would not
necessarily be the most observing or the most promising, would be the
ones to receive financing.

On the other hand, if you made it truly independent, you would
have another Federal Reserve Board on your hands. An RFC bureauc-
racy would have far less incentive and ability to pick winners than
venture capitalists. Indeed, bureaucracies are unimaginative and self-
protecting and would naturally shy away from politically weak en-
trepreneurs with untested products and, instead, allocate capital to
politically backed, established industries. This would be the kiss of
death to the emerging sectors of our economy.. .

I do not see any grounds for believing that an RFC can allocate
capital better than the capital markets.

Economists in general now agree that the economic recovery that
began in January 1s going to be at least as strong as supply-side econ-
omists said it would be. It appears certain that the gloomy forecasts
of David Stockman and Martin Feldstein are wrong. Nevertheless, ad-
vocates of industrial policy claim that even with recovery, our indus-
" trial base is outmode(?, that we will no longer be able to keep up with
our competitors, and that we have transformed ourselves into a service
economy which doesn’t produce anything more tangible than ham-
burgers and high tech movies like “The Return of the Jedi.”

Happily enough, this is not so.

The production of goods as a percent of gross national product has
not changed—it was 45.6 percent of GNP in 1960 and was 45.3 percent
of GNP in 1980. Nor has the percentage of GNP originating in the
manufacturing sector fallen over the past two decades. It was 23.3
percent in 1960 and 23.8 percent in 1980. As a share of gross private
domestic investment, investment in producer’s durable equipment has
actually rison over 10 percentage points in the 20-year period, from
39.1 percent in 1960 to 49.4 percent in 1980.
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It is no cause for alarm that as a share of total employment, the
manufacturing sector has fallen from about 81 percent in the 1960’
to 22 percent m 1980. The fact that output did not also decline is evi-
dence that this is a result of high productivity, not industrial decline.

Consider, in 1929, the agricultural scctor’s share of total civilian em-
ployment was over 21 percent. But by 1950, it had dropped to only
1114 percent. Despite the drop in employment in farming, agricul-
ture’s share of the gross national product had more than doubled, and
Harry Truman was not proposing any agricultural job training
programs.

This is not to say that all is well with the American economy. Taxes
on employment and on income from saving are still too high, and
monetary policy continues on a stop-go cycle. But to take a radically
new approach Inconsistent with our national heritage is not what s
called for. The kind of industrial policy America needs is one that
protects property rights and decentralized decisionmaking and pro-
vides stable, dependable macrocconomic policies, restraint in the
growth of Government spending, and a tax system that does not result
In 2 maze of economic disincentives.

Congressman, although I oppose the increase in Government inter-
vention in the economy that an industrial policy would bring, there
1s one encouraging aspect to all of the talk about it. The liberals have
ziven up their flirtation with a no-growth economy and reaffirmed their

ormer belief that cconomic growth is vital to the shared goal of indus-
trial society. Most of the advocates of an industrial policy are pushing
supply-side policies—only they want to implement them through the
Government rather than through the market. T call it supply-side
socialism, and it shows that supply-side concerns have set the agenda
for the 1980’.

Representative LuNeren. Thank you, Mr. Roberts, we appreciate
your taking the time to appear before this committee.

[The prepared statement of Mr. Roberts follows:]
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PREPARED STATEMENT OF PAUL Crai¢ ROBERTS

The idea of an industrial policy to spur economic growth and
to create a healthy public attitude toward business is appealing
at first glance, but before we leap to endorse one form of
industrial policy over another, we should examine the case for
each.. - ’

One form of industriai policy means a concerted effort on
the part of goﬁernment, business and labor to design an economic
program for the nation. It encompasses a variety of strategies--
‘some more ambitious than others--of tax concessions, govétnmeht
loan guarantees and subsidigs, job training programs, export
promotion schemes and import rest:icfions. The ideas range from
bailing_out losers to pickiﬁg'winnere—-and gome try to
incorporate both., One need only walk into the local bookstore to
to see that industrial policy is a very popular fad.

While this kind of industrial policy may sell books, there
is little evidence that it has helped many ;conomies. In the
majority of cases, 1ndustxial policy appears to have done more
:ba:m than good. .

There is anothe; kind of industrial policy about which iegs
is written but which is the foundation of every successful modern
‘economy. It consists of a government commitmént to provide an
economic environment in which private business can thrive. This
form 6f industrial policy entails a tax system that does as
little damage as possible to economic incentives, provides a.
stable, dependable moneta:y system, gnd excercises restraint in.

government spending growth.
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Proponents of an industrial policy for America like to point
to Japan, or "Japan Incorporated,™ as they call it, as proof of
what an industrial policy can do for a naticn. Japan has enjoyed
sparkling economic growth rates with low inflatjon at & time when
the rest of the world was experlencing stagflation., Just what
kind of industrial pelicy does Japan have?

ﬁccotdinq to some people, businessmen in Japan sit down with
government officials at a table in the Ministry of International
Trade and Investment (MITI}) to plan where money should be
invested, what export strategies should be adopted, which
industries should be encouraged and which should be gently eased
towards the back door. RAccording to this view, Japan has an
uﬁfai: advantage over the Onited States, which for the most part
adheres to the principles of a free market. Our only hope, it
is claimed, is to adopt an industrial policy of our own. Others
" say that we already have an industrial policy, but that it is
uncocrdinated and works. at ¢ross purposes.

There is mounting evidence, however, that Japan's success is
not dune to MITI. Robert Kaus provides an illuminating story in
.the February 1983 Harper's that illustrates the limited power and
-foresight of the real Japanese government., Japan's industrial
policymakers encouraged Honda to move out of auto production,
because it was feared that there would be too many auto
manufacturers struggling againast each other to maintain an
efficient market. Luckily enough for Japan and car buyers, Honda
didn't listen.

In addition to the fact that Japan‘s industrial policymakers
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have far from perfect judgment, it is not certain how impor;ént
a role they actually play in the economy. In a collection of
essays published by the. Brookings Institution in 1976, Pﬁilip
- prezise and Yukio Suzuki examined the extent of the role -that
politics and government play in Japan's economy and concluded:

‘A warranted conclusion is that the durability of
conservative political rule was a positive factor. If
private business provided much of the motive force for
growth, business also had the assurance at virtually every
point that government’would-be safe and sane, partial to
profits and dedicated to ‘business growth, willing to listen
to business views, devoted to trying to maintain a social
order in which business could feel secure.

Trezise again challenged the myth of "Japan Incorporated® in the
Spring 1983 edition of the Brookings Review, saying,

One has to be be doubtful .. . about the picture of wise
bureaucrats sitting down with wise industrialists to plan in
some detail the future shape of an economy that now
produces, gross, more than a trillion dollars worth of goods
and services, What officials and advisers say or prescribe
obviously can matter. But the allocation of resources ina
free market economy--certainly in one as big as Japan's--
depends on myriad decisions taken throughout the country.
The evidence is at best ambiguous that Japan's economic

. gains are due to its industrial policy. Some experts have
concluded that planning has done more harm than good. Tsunehiko
Watanabe of Barvard and Osaka Universities, for example, has
written that in Japan, "national planning has not only been
decorativé: but also destructive at-least in some .of its economic
bbjectives.'l/ '

"Japan's success is more likely due to its policy of.
maintaining a stable economic environment, a high saving rate and
‘a tax system that does not penalize success. Most governmeni.
subsidies do not Buttreés‘é:oﬁth'industries but instead are |

devoted to public works, handled at the local government level.
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Other subsidies go to weak sectors of the economy, like the
national railrcads. As for the Japan Development Bank, it is more
concerned with financing {nfrastructure than encouraging the
computer industry, and most of its lending is on a relatively
small scale. Indeed, during the 1570s, the Japan Development
Bank's net lending (excluding housing) accounted for jpst 1
pe:cegt of private capital formation.z/ If we misinterpret the
source of Japan's success, we risk adding to our economic
problems.

Not only is the rcle played by Japan's industrial policy in
its success an ambiguous one, but Japan itself is the strongest
example that advocates of an industrial policy can muster, Other
models of industrial policy are not perceived to be nearly as
successful as Japan, France was the first nation to adopt an
industrial pelicy, and supposedly was the source of inspiration
for the Japanese. But the French experience with industrial
planning is widely perceived as a failure.

There is a temptation to claim that the Jépanese have
focused on picking winners while the Prench have been bailing out
losers, 8u£ in actual fact Japan has been helping the dying but
politically powerful apparel industry, because it is a large
employer.,

On the other hand, the Europeans have tried more often than

‘not to put their money into promising high tech areas in the
interest of helping the winners or what are sometimes called
“sunrise industries.” The effect has been the opposite. Michael

Wachter, an economic advisor to President Carter, has written
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that:

France and Germany have made their high-tech sectors weaker

with government help. Those industries become more dependent

on their governments for support, and the help proves to be
something negative, not positive.

In the past 'couple of years, a growing number of voices in
the United States have been calling for a Reconstruction Finance
Corporation 1like the one originated by Herbert Hoover and
called into action (as part of the New Deal) by Franklin Delano
Roosevelt. The idea behind a new R.F.C. is that private
enterprise can no longer be counted on to provide the nation with
stable economic growth and prosperity. Felix Rohatyn, a New York
investment banker, has a vision of a modern R.P.C. that, in his
words,

would be the investment and development bank of the

Government, publicly accountable, but sheltered from

political pressures. It would be a .focus of American

commitment to our basic industrial underpinning as well as
to rebuilding cities, harbors, transportation systems--the
complex of facilities known as infrastructures.3l/

First of all, how realistic is it to assume that today's
R.F.C. would be fundamentally different from ‘the original
version? The orignal R.P.C. was dissolved in 1953 amid charges
of corruption, fraud, and political favoritism., In a 1951 report
of an investigation into the activities of the R.F.C., the
chairman of the Senate Banking and Currency Committee, J. William
‘Fulbright, a Democrat from Arkansas, wrote:

There has been a large number of instances in which the
board of directors [of the R.F.C.] has approved the making
of loans, over the adverse advice of the corporation's most
experienced examiners and reviewing officials,
notwithstanding the absence of compelling reasons for doing.
so and the presence of convincing reasons for not doing so.

" An article in the January 1952 issue of Barper's magazine
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.confirmed the Banking Committee’s report, peinting out that the
R.F.C.:

. . . thrust money on the proprietors of roadsidé snake

farms, cultivators of cactus plants for sale in dime stores,

dental clinics, paperboard makers, mattress makers,

television manufacturers, canneries, movie houses, cafes,

drug stores, truckers, a trailer manufacturer, a maker of

fluocrescent lamps, a rainbow trout factoery, and some very

dubiocus fellows who wanted to be concessionalres for the

roulette room in a Nevada hotel.

ﬁhatever rainbow trout factories and Las Vegas gamblers have
in common, neither were major growth industries that promised to
increase employment. Wwhose idea it was to sponsor these
enterprises and for what reason is recally beside the point,
Bringing back the R.F.C. would put government back in the
business of allocating capital, The control of capital by
government is a powerful instrument, and the potential for abuse,
as illustratgd by the R,F.C, scandals, is5 very great.

There are additional problems with reestablishing the R.P.C.
If 2 new R.F.C. were made "politically accountable,” the result
would be that those industries with the biggest political clout,
not necessarily the most deserving or the most promising, would
be the ones to receive financing. On the other hand, if a truly
independent R.F.C. were established, we would have another
Federal Reserve Board on our hands, That would be a lot of power
independent of the legislative and executive branches.

An R.F.C. bureaucracy would have far less incentive and
ability to pick winners than venture capitalists. 1Indeed,
bureaucracies are unimaginative and self-protective and would

naturally shy away from pelitically weak entrepreneurs with

untested products and instead allocate capital to politically-

24-472 0 - 83 - 4
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backed established industries. This would be the kiss of dea;h to
the emerging sectors of our economy. I do not see any grounds
© for believiné that an R.F.C. can allocate capital better than the
capital markets.

Economists in general now agree that the economic recovery
that began in January is going to be at least as strong as
supply-side economists said it would be. It appears certain that
the gloomy forecasts of David Stockman and Martin Feldstein are
‘wrong. Nevertheless, advocates of an industrial policy claim that
even with recovery, our industrial base is outmoded, that we will
no longer be able to keep up with our competitors and that we
have transformed ourselves into a service economy which doeswt
produce anything more tangible than hamburgers and high-tech
movies like the "Return of the Jedi." Happily enough, this is
not so. . )

The production of goods as a percent of gross national
product has not changed--it was 45.6 percent of GNP in 1960 and
was 45.3 percent of GNP in 1980. Nor has the percentage of GNP
originating in the‘manufacturing sector fallen over the past two
decades--it was 23.3 percent in 1960 and 23.8 percent in 1980.
As a share of Gross Private Domestic Investment, investment in
producer's durable eguipment has actually risen over 10
percentage 'points in the twenty-year period, from 39.1 percent in

1960 to 49.4 percent in 1980 (see Table).
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Investment in Producers' Durable Equipment as a Share of Gross
Private Domestic Investrment (dollars in billicns)

Gross Private Producers’

Domestic Durable

Year Investment Equipment Percent -
1950 $53.8 $17.8 33.1
1955 68.4 . 239 34.9

) 1960 75.9 29.7 39.1
1965 113.5 45.8 4.3
1970 144.2 65.2 45.2
1975 206.1 102.3 49,6
1980 402.3 198.6 49.4

Source: Department of Commerce, Bureau of Economic Analysis

‘ It is no cause for alarm that as a share of total
enployment, the manufacturing sector has fallen from about 31
percent {in 1960 to 22 percent in 1980. The fact that ocutput 4id
not also decline is evidence that this is a result of higher
productivity, not industrial decline. In 1929 the agricultural
sector's share of total civilian employment was over 21 perfcent,
but by 1550 it had dropped to only 11.5 percent. Despite the drop
in employment in farming, agriculture’'s share of the gross
national product had more than doubled, and Barry Truman was not
proposing any agricultural job training programs.

This is not to say that all is well with the American
economy. Taxes on employment and on income from saving are
still too high, and monetary policy continues on a "stop-go*
cycle., But to take a radically new approach inconsistent with

our national heritage 1is not what is called for. The kind of
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industrial policy America needs is one that ‘protects properiy
-rights and decentralizéd decision-making and provides stéble,
dependable ﬁac:oeconomip policies, restraint in the growth of
government spending and a tax system that does not result in a
maze of economic disincentives. A
Although I oppose the increase in government intervention in
the economy that an industrial policy would bring, there is one
eﬁcouraging aspect to all the talk about it. The liberals have
gi?en up their fliftation with a no-growth economy and reaffifmed'
their former belief that economic growth is vital to the shared
goals of an industrial society. Most of the advocates of an
industrial policy are pushing supply-side policies--only they want
to implement them through the gove:nﬁent_rather than through the
market., I call it 'supply-side gsocialism,* and it shows that

supply-side concerns have set the agenda for the 1980s.

Footnote
1. Tsunehigo Watanabe; "National Planning and Economic
Development: A Critical Review of the Japanese ‘Experience;" in
Economics of Planning; Harald BHallaraker, ed.;1V01. 10, ﬁo. 1-=23
1970; p. 50.
2. See Philip Trezise;"Industrial‘Pélicy Is Not the ﬂajor'
Reaso; for Japan's -Success;" The Brookings Review: Spting 1983;
PP 13-18. .. -

3. Felix Rohatyn; "Alternatives to Reaganomics;* New York
Timeg; December 5, 1982. '
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Representative LuNGren. Another distinguished panelist who has
taken the time to appear before us is Mr. Oswald, director of the de-
partment of economic research at the American Federation of Labor
and Congress of Industrial Organizations,

We appreciate your taking the time to appear before this commit-
tee and we welcome your testimony. Please proceed as you wish.

STATEMERT OF RUDOLPH OSWALD, DIRECTOR, DEPARTMENT OF
ECONOMIC RESEARCH, AMERICAN FEDERATION OF LABOR AND
CONGRESS OF INDUSTRIAL ORGANIZATIONS (AF1-CI0), WASH-
INGTON, D.C.

Mr. Oswavrp. Thank you, Congressman. I would like in part of my
testimony not only to refer to what is in my prepared statement, but
to respond a little bit to some of the comments that have been made
here this morning. Contrary to some of the other members of this
panel, I would like to say that the AFL-CIO has strongly endorsed
industrial policy as a means of dealing with the economic issues and
problems that confront the Nation. We believe that there is substan-
tial evidence as to a need for developing an economic policy that in-
cludes macroeconomic policies for economic growth as well as micro-
policies that deal with the means in which that growth affects differ-
ent industrial sectors.

The issue, I think, that is often overlooked in the discussion is that
even macroeconomic policy does have a differential effect upon var-
ious industries. Policies are not neutral as they affect industrial devel-
opment. For example, the recent pursuit of tight monetary policy
with its accompanying high interest rates differentially affected hous-
ing construction, capital investment and public investment and
among manufacturing industries, particularly auto and steel indus-
tries, those that were particularly capital intensive.

The sectors of the cconomy that were not capital intensive were not
severely affected by the tight monetary policy. Manufacturing indus-
trics also have been hit by the increasing value of the dollar, but other
industries, such as the health care industry, are unaffected. )

For example, during the last 8 years, the value of the dollar has in-
creased by 38 percent against our major trading partners and by more
than 100 percent against the valuc of all of our trading partners put
together. :

These differential effects of the macropolicies need to he analyzed
and programs and policies developed to insure that industries vital to
the Nation’s overall welfare be encouraged, rather than hampered, in
public economic policies. Some of the discussion has been about the
market system. But the market system that manufacturers face in in-
ternational trade is not a real market system that is based on the items
over which they have any control. But it is beset by an overvalued
dollar, by high interest rates that price them ont of the market.

Paul Samuelson earlier commented about high U.S. wage and benefit
levels. Of course the United States is proud of its standard of living.
But during the 1970’s, U.S. wage increases were less than that of other
major industrialized countries. But during the last 8 years, that in-
creasing value of the dollar has more than eroded the sorts of benefits
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that resilted not only from the lower wage increases and, yes, U.S. pro-
ductivity increases were lower than in other countries, but unit labor
costs during the period of the 1970’ in manufacturing increased less
than that of other countries.

So one finds that the macropolicy effects on industries have a very
differential effect on the ability of American corporations to function
and to maintain their ability to engage in those industries that we
traditionally have depended upon for producing the goods that Amer-
ica uses and consumes.

_Mr. Roberts had indicated that supply-side economics works. I recall
his telling us 2 years ago that just passing the sort of things that he was
advocating at that time would have such an effect upon expectations
that there would be an immediate boom. Instead, unemployment went
from 7 percent to over 10 percent and it is not expected by most econo-
mists to fall below'8 percent until 1986. And 8 percent unemployment
was the level that we considered a recession depth in 1975 and it was the
worst level that was experienced in terms of unemployment in the
whole post-war period, except for that 1975 recession. )

So that the policies that are currently pursued leave the country with
very high unemployment for a long period of time, with a serious ero--
sion of a number of industries as the differential impact affects those
industries. And, in a sense, we have wasted billions of dollars in prod-
uct and income that will never be recovered during this time period.

We feel that to overcome those issues, one needs to bring together not
only the bureaucrats that were mentioned, but also the private sector, to
develop a rational national industrial policy, one that would include
representatives of labor, business, and the Government to form a na-
tional reindustrialization board, and that board would work together
to develop a balanced economic program to insure the revitalization of
not only the Nation’s sick industries and decaying communities, but
also to encourage the development of new industries with promise for
the future. :

TIt’s not Government picking winners, but it is the Government
working together with the private sector to encourage the notion that
solicies need to be incorporated in such a way to encourage economic

evelopment. That boars would encourage productivity growth, dis-
- semination of research and development findings, and a balanced use of

the Nation’s resources. It would target industrial sectors and regions
that particularly need help. , '

_ The national reindustrialization board would also be directed to con-
sult with and be consulted by the administration, the Federal Reserve
Board, and play a role in terms of dealing with Congress as a liaison
with labor and industry.

We believe that that board also should provide guidance in the
activities of the financing agency that is patterned after the Recon-
struction Finance Corporation of the 1930’s and 1940’s.

We believe that that banking agency should be authorized to make

" the guarantee loans to finance approved reindustrialization ventures
and private pension funds should be encouraged to make investments
in such financing arrangements to support and expand industrial em-
ployment in the United States.

~ The adequacy of venture capital that Jack Albertine spoke about,
ignores the costs of the interest levels which at many times are at
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such high levels that they do not allow development. And contrary
to what Mr. Roberts saig, the Recenstruction %inance Corporation
of the 1930’s and 194(’s did maintain a number of industries as well
as helped develop synthetic rubber in this country at a time when
it was needed, and other new economic developments.

We think that the important item in a reindustrialization board
is bringing together all of the elements in economic society, one that
would include the interests of workers, industry, and consumers, all
. of the people in an integral part of economic decisionmaking
processes.

Clearly, there has been evidence that in certain industries, capital
facilities arc deteriorating. We believe that providing capital in those
industries could be a very important element in terms of assuring the
continued industrial maintenance of those sectors of the economy.
Some of those loans could be participation loans or guarantee loans
to private industries or local governments. The sort of lending that
this RFC would undertake would be under the direction, in our
consideration, of a reindustrialization board that would include all
these factors, all these partners in our society.

That lending alse would include lending for public facility loans
and would use some of the nearly $600 billion of private pension
funds and public pension funds in this country to encourage the
reindustrialization and the expansion of employment.

We believe that the country needs not only macropolicies for growth,
but micropolicies that incorporate the concern of the microelements
that we described above. We believe that it is time to involve the private
sector in dealing with economic problems, that labor and management,
as well as Government, play a major role in the performance of the
cconomy and it should be recognized in establishing a new mechanism
to bring about the incorporation of these policymakers in terms of de-
veloping a coordinated economic development of this country.

Thank you, Congressman.

Representative Luxorex. Thank you, Mr. Oswald.

[The prepared statement of Mr, Oswald follows:]
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PREPARED STATEMENT OF RUDOLPH OSWALD

1 appreciate the opportunity to present to you the views of the AFL-CIO on
U.S. industrial policy. The subject is of vital importance to the workers, and
indeed, to all the citizens of this country.

The need for a national industrial policy in the linited States is becoming
more and more evident. The American economy is experien;ing the highest and
most extended period of unemployment since the Great Depression. The growth of
~ the ecbnomy dropped in 1980 and 1982, and the U.S. position in world trade has
deteriorated dramatically. In both the private and public sectors, the
modernization of physical capital has been inad_;eql’xate. The industrial base of the
American economy is eroding and, there is no cc;]erent national policy to reverse
the trend.

Every macro-economic policy has a differential effect upon various
industries. Policies are not neutral as to how they affect industrial development.
For example the recent pursuit of a tight monetary policy with its accompanying
high interest rates, differentially affected housing, construction, capital
investment, and public investment, and the auto industry. Sectors of the economy
that were not capital intensive were not s';everely affected by the tight monetary
policy. Manufacturing industries have been hard hit by the increasing value of the
dollar, but the health care industry is unaffected. These diff_erentia.l; effects of
macro-economic policies need to be better analyzed and programs and policies
developed to ensure that industries vital to the nation's overall welfare be

encouraged rather than hampered by public economic policies.
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Current levels of unemployment and idle capacity are causing the loss of
hundreds of billions of dollars in product and income that can never be recovered.
To carry forward a rational national industrial policy, a tripartite National
Reindustrialization Board should be created which would include representatives of
iaﬁor, business, and the government. The Board would develop a balanced
economic program to insure the revitalization of the nation's sick industries and
decaying communities, while at the same time encouraging the development of new
industries with promise for the future. The Board would encourage productivity
growth, dissemination of research and development findings, and a balanced use of
the nation's resources. It would target industrial sectors and regions that
particularly need help. The National Reindustrialization Board would also be
directed to consult with, and be consulted by, the Administration and the Federal
Reserve Board. The composition of the Reindustrialization Board should
automatically provide Congress with a liaison with labor and industry.

This Board would 2'so provide policy and priority guidance for the activities
of a financing agency, patterned after the Reconstruction Finance Corporation of
the 1930s and- the 1940s. It would be authorized to make and guarantee loans to
finance approved reindustrialization ventures. Private pension funds could be
encouraged to make investmerts in such financing arrangements to support and
expand industrial employment in the United States.

The Reindustrialization Board would bring together all of the elements in
economic society. It would insure that the interests of workers, industry,
consumers -- all the people -- are an integral part of the economic decision-making
process.

The AFL-CIO has recognized for some time that both private and public

capital facilities are deteriorating. The proposed new RFC would make,
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participate in, or guarantee loans to privafe business and local governments in the
industrial sectors and geographic regions designated by the.Reindustrialization
Board. The actual lending and other financing functions carried on by the RFC
would be under the Reindustrialization Board.

The RFC could .handle loans to private business and to state and local
- governments. Each of the two lending "windows" would be operated under an
executive officer appointed by the Board of Directors. The Board of Directors
would also be required to see tf\at there was coordination between the two lending
un'its to maximize economic development in areas where ‘new construction or
improvement of public facilities is needed to enhance the efficiency of the private
business activities being assisted. Public facility loans should also be available to
other areas in need of such loans to renew or expand public facilities required in
the local economy. The issuance of capital stock to be subscribed by the Secretary
of the Treasury for the RFC would be authorized by legislation, with authority for
the RFC to issue bonds.

Pension funds should be used for reindustrialization and expansion that
provides employment, as long as there are adequate protections for the pension
funds. The legislation should provide that all obligations of the Corporation which
are purchased by employee pension benefits plans shall be guaranteed — backed by
the full faith and credit of the U.S.

With this summary of AFL-CIO concerns in mind, let me outline our concerns
in greater detail. .

Unfortunately, the present Administration would turn'back to 19th century
economic nostrums and would abrogaté all responsibility to Adam Smith's "unseen
hand." - Ameriéa needs policies,' including” an industrial policy, that meet the

nation's needs for full employment and expanded noninflationary production.
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The unemployment rate which had been 5.8 percent in 1979 rose to 10.8
percent in December 1982 and is still more than 10 percent. There are more than il
million unemployed people by the official count. In addition, there are those toc
discouraged to seek work and these worlking part-time involuntarily for a total of {9
million persons affected by loss of income and work opportunities.

Even after five more years, unemployment in 1988 will stili be higher than it
was in 1979, according to the Congressional Budget Office and the Reagen
Administration projections.

At the same time, the excessive unemployment and idle capacity is causing
the loss of hundreds of billions of dollars in foregone product and income that can
never be recovered. [t is generally acknowledged that the economy loses at least
$100 billion in goods and services and income for every one percent of
unemployment.

While \‘Se need for an extensive reindustrialization effort has been widely
recognized, there is no consensts on the policies needed to achieve this goal. The
reason for this lack of consensus lies predominately in different perceptions
regarding overall economic poticy. First of all, there clearly are sectoral and
regional problems in the economy, and aggregate policies whether focussed on
supply, demand or even a sensible combination of both will not be enough to meet
the nation's industrial probiems. The nation's economic problems do not exist
solely at an aggregate or across-the-board level, but in specific industries, regions,
and income categories. Accordingly, the current infatuation with supply-side
economics, tight money and diminution of governmental responsibility, ignores the
true sources of the nation's economic problems.

Unfortunately, the supply-side fad has been used by the Administration to

justify a set of economic policy proposals that are very costly in terms of the
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revenues lost through tax cuts, and diminish the standard-of-living of low-income
households through cuts in Federa! programs. The business tax cuts are much too
costly, totally ignoring the need to target tax assistance to the specific industries
and areas that are in need of assistance. Moreover, the individual tax cuts are
grossly in‘equitable, giving vastly disproportionate tax reductions to upper income
households. :

On the business side, the Administration backed rapid and arbitrary speed-up
in depreciation write-offs which render the concept of business income for tax
purposes meaningless. Huge revenue losses result ana the corporate contribution to
the costs of government is slashed.

The across-the-board nature of this tax cut ignores the earlier strength in
aggregate investment. For example, non-residential fixed investment remained
above 1l percent of GNP during 1978, 1979, 1980, but has fallen in 1981 and 1982 as a
result of the Reagan policies. Moreover, during the thirty years prior to 1978, non-
residential fixed investment never exceeded 1l percent of gross national product. If
there was something wrong with the supply side, it definitely was not lagging
overall business investment.

However, the recession-depression which started in 1981 and f;igh-interest
rates resulting from deliberate tight-money policies in recent years have had very
negative effects on private sector investment. Business investment droppeq in 1981
and again in 1982. 'Low utilization of existing capacity continues to depress-
business investment in 1983.

In the public sector,.infrastructure investment has also suffered. The nation's
network. of roads, bridges, sewers and.rails is nearing collapse. Such conclusions
are supported by data on the annual rate of state and local public construction.

‘Adjusted for price change, to provide a measure of physical volume, the annual
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total declined in each year since 1978, Notable declines have occurred in selected
construction categories, inciuding highways and streets, sewer systems, water
supply facilities, and housing and redevelopment.

In the headlong drive to bestow massive tax cuts upon private business, while
cutting government capital programs, the Administration is ignoring the crucial
importance of the nation's infrastructure to private sector productivity. For
example, as the network of roads, rails and ports is allowed to deteriorate, there
are delays in transporting goods which are reflected in cost and price increases.
Expansion of business may be discouraged by inadequate sewer and water facilities,
and by the inability of workers to get to work on time because of frequent
breakdowns by inadequately maintained public transit facilities.

The deterioration of public facilities must therefore be reversed if we are to
be able to rebuild our industrial base. Accordingly, the Administration's cut in
programs that contribute to public capital formation are inconsistent with the goal
of promoting economic..growth. Such programs as the Economic Development
Administration {(EDAJ, Urban Development Action Grants {UDAG), mass transit,
rail subsidies, highway construction, and water purification support general
business activity and should be expanded.

While the private business sector as a whole is now lagging and overall
manaufacturing capacity utilization is barely over 70 percent, several sectors that
are essential to a diversified industrial economy have had severe problems. For
example, basic steel, iron and steel foundries, and the automobile industry have all
experienced precipitious declines in output, These industries are basic to a
productive industrial economy because they provide materiais needed to produce

other products and they generate demand for the products of other sectors.

<
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These declines demonstrate that across-the-board business tax cuts are not
the appropriate remedy for the nation's industrial problems. Rather, if tax cuts are
to play an efficient role in the nation's reindustrialization efforts, they must be
targeted to those industries that are essential to an industrial economy and are in
need of this assistance.

Just as all industries would not warrant tax benefits under a coherent
industrial policy, not all areas have an equal need for reindustrialization. For
example, many cities in the nation's older industrial heartland have extremely high
unemployment rates in excess of the already high national average. Higher than
average unemployment was not, however, concentrated solely in the nation's older
industrial cities. Many Southern and Western cities also had abnormally high rates
of unemployment. While the Southern and Western states have generally not
experienced increases in joblessness that were as dramatic as those in the
Northeast and Midwest, the data demonstrate that no regions are totally immune
from industrial decline. The implication for industrial policy are quite simple: in
addition to targeting by industry, reindustrialization resources must also be
targeted by area.

In addition it should not be forgotten that these high rates of unemployment
which are largely the result of painfully restrictive demand management policies,
have deleterious implications for the supply-side. Spe(;ifica.lly, the quality of
human capital is diminished by periods of high unemployment. People who cannot
get jobs because of this intentionally induced economic sluggishness are delayed in
developing job skills, and people who are laid off tend to lose job skills. The stock
of human capital declines, thereby retarding productivity growth.

During the past twelve months, the American share of the world market for

manufactured goods declined and the U.S. share of domestic market for
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manufactured goods aisc declined. This deindustrialization resuited in the loss of
at least 1.5 million jobs in manufacturing.

The U1.S. trade balance suffered a record $40 billion deficit in 1981, and in
1982, the deficit was about $40 billion in spite of a big drop in oil imports. Other
nations increased their barriers to imports of U.S. goods and subsidized their
exports to the U.S. No effective action has been taken to halt this trend or to
guide increased capital flows to basic economic sectors that need modernization
and expansion.

The Administration's monetary policies raised the value of the dollar,
ecouraging imports and retarding exports. These monetary policies have raised the
value of the dollar in the last two years by 20 percent against the Japanese yen and
22 percent against the German mark, thus weakening the U.S. position in world
trade relative to our major trading competitors.

This country is still the greatest economic productive power on earth,
although the U.S. lead is decreasing. America must begin to sort out national
priorities and channel resources into areas that will modernize private and public
facilities and restore the national economy to a condition of stable-growth.
Failure to follow a course to achieve these objectives means that the country will
continue to lag in productivity growth and intemationa!‘trade; it will continue to
have significant portions of its human and machine resources remain idle for
extended periods of time; it will continue to suffer a reduction in the standard of
living of its people.

A common thread that runs through the economies of countries that have
grown faster than the U.S. is their adoption of a coordinated industrial palicy that
systematically includes the views of labor, industry and the public. By contrast,

the Administration would have the U.S. at the mercy of the unseen hand. It is time

to deal directly with the nation's many concrete and visible probiems.
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As I noted at the beginning of this statement, the AFL-CIO has proposed the
creation of a tripartite l‘iational keindustridiuﬁon Board -- including
representatives of labor, business, and the governmént -- which would develop a
balanced program to insure the revitalization of the nation's sick industries and
decaying communities, while at the same time it would encourage the development
of new industries with promise for the future. The Board would encourage
productivity growth, dissemination of research and development findings, and a
balanced use of. the nation's resources. It would target industrial sectors and
regions that particularly need help. The National Reindustrialization Board would
also be directed in the process of developing its policies and priorities to consult
with the Council of Economic Advisors and the Federal Reserve Board. The
composition of the Reindustrialization Board should automatically provide liaison
with Congress, labor and industry.

This Board would also provide policy and priority guidance for the activities
of a financing agency, patterned after the Reconstruction Finance Corporation of
the 1930s and 1940s, which would be authorized to make and guarantee loans to
finance approved reindustrialization ventures. Instead of wusing .industrial
development bonds to support more McDonald's and K Marts -- currently the
biggest recipients of industrial development' financing -- the RFC would be
concerned with the industrial base of the country.

Private pension funds could be encouraged to make investments in such
financing arrangements to support and expand industrial employment in the United
States. National policies that encourage investment abroad rather than in the
United States undermine domestic employment opportunities.'

The Reindustrialization Board would take into account more than just short-

term profits for a corporation -- but rather would be attuned to the long-term



61

development and welfare of the nation. The obsession of business with short-term
goals needs to be balanced by a longer term perspective of the needs and
aspirations of the American people.

The Reindustrialization Board would bring together all of the elements in
economic society. It would insure that the interests of capital, of labor, and of the
pecople are all made an integral part of the economic decision making process.

The AFL-CIO has recognized, for some time, that both private and public
capital facilities were deteriorating. Actions to counter this source of economic
debilitation were recommended in a resolution adopted at the November {981
biennial convention of the AFL-CIO which included the two following paragraphs:

"To modernize and revitalize the American economy, business,

labor, and government should participate in a tripartite

Reindustrialization Board. Under this board, a Reconstruction Finance

Corporation would invest public and private funds in necessary

reindustrialization projects.

“The urban infrastructure of sewers, water systems, streets, and
bridges needs to be renewed and the nation's transportation network

must be upgraded for people and goods to move more efficiently.

Railroads, highways, port facilities and airports are in desperate need

of rehabilitation. Urban mass transit systems need support and
modernization.”

National Government Role in Economic Development

Any industrial policy that is formulated and pursued would mark a
continuation of a long history of a government role in furthering the economic
development of the country, instead of relying upon the guidance of an "invisible
hand." In the 200 years since Adam Smith described such guidance, the economic
preeminence of the United States developed with the participation of the federal,
state and local government and periodic modifications of economic institutions

through legistation.

24-479 0 - 83 - 5
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Public canals and roads and private railroads and airlines were built with
government assistance from the earliest years of the nation. Federal mortgage
insurance spurred mass production of housing, and federal rural electrification
foans advanced American agriculture. In more recent years, mass transit, water,
and sewer systems have been built and renewed with federal assistance. The
budget policies of the Reagan Administration are cutting back many of the federal
programs that have been assisting state and local governments in the provision of
public facilities and in economic development. It will not be possible for many
states and localities to fill the gap. Without help, the public infrastructure which
is an essential complement to private capital will not be fully maintained or

adequately expanded.

An RFC Precedent

Following the Great Depression, during the years 1932-34, there were
additional economic and financial institutions created such as deposit insurance,
mortgage insurance, the Federal Home L oan Bank system, and the Reconstruction
Finance Corporation (RFC). The latter was an industrial policy program. It not
only provided capital to rescue ailing companies such as the B&O Railroad, it also
helped start new firms, such as Reynolds Alumil;um to increase industrial
production capacity where needed. It also helped develop the synthetic rubber
industry in World War II. The old RFC stopped making loans in 1953 and was
completely liquidated in 1957.

In the pre-World War 11 depression years, the old RFC, in addition to making
loans to private businesses, between 1935 and 1941 purchased about $700 million in
securities from the Federal Emergency Administrator of Public Works (later the

Public Works Administration), which supported public works construction activities
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that provided jobs in areas of high unempicyment. Today, that would be about $§7
billion of construction projects, given the rise in construction costs. It also aided
housing construction, through investments in the RFC Mortgage Company, later to
become the Federal National Mortgage Association, which spun off the
Government National Mortgage Association. Some $4 billion in loans were
disbursed to help private financial institutions survive the depression.

The largest part of RFC investments was in RFC subsidiaries for essential
defense and war production of metals, chemicals, rubber, etc,, which absorbed
about $21 billion, mostly during the years 1941-45.

However, the bulk of the loans to private, non-defense business, as well as
direct loans made through vthe RFC mortgage company were made in the post-
World War I period, to help in the industrial reconversion of the economy to a
peacetime status. In the approximately 2! years of its active operation, from 1932
to 1953, the RFC either made direct loans and took immediate participation, or

took deferred participation in business loans as follows:

Number Amount

direct loans and
immediate participations 35,852 $ 3,579,980,488
deferred participation 23,623 1,288,339,823
TOTAL 59,475 5 &,868,320,311

The deferred participations were, in effect, loan guarantees for up to 75, 80
or 90 percent of the principal amount. Loans went to firms in almost every major
category of manufacturing, as well as to enterprises in agriculture, forestry,
fishing, mining, construction, wholesale and retail trade, services, transportation
and other utilities. The current equivalent purchasing power of the approximately

$5 billion in loans made by the old RFC would be several times that amount today.
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The operations of the old RFC which continued into 1953 helped to lead the
economy out of the Great Depression, to finance wartime defense production and
to help in the post-war industrial expansion that supported a long period of
economic growth, relative price stability, and prosperity. It also provided a
precedent for creation of an institution to help in industrial revitalization when the
economy reaches a historic period of blocked growth. Apparently such conditions

exist in the American economy today.

Proposed New Institutions

In order to get out of the current economic impasse and restructure the
economy to a path of increased productivity and growth, a special institutional
effort is needed. For that purpose, the AFL-CIO has endorsed adoption of an
-industrial policy, to serve both the private and public sector. Furthermore, we
believe that the desired type of policy can be implemented through some
combination of a National Development Bank and a Reconstruction Finance
Corporation to make loans and.loan guarantees to private businesses and to state
and local governments for public works and facilities. A single institution could
‘combine the functions of loans to private business and loans to the state and local
governments, or two institutions, the Reconstruction Finance Corporation and the
National Development Bank, could operate under a single Board of Directors. The
RFC could handle all tl';e loans to private business, and the National Development
Bank the loans to state and local governments. Each of the two lending
organizations would be operated under a president or executive officer appointed
by the Board of Directors. The Board of Directors would also be required to see
that there was coordination between the two lending units to maximize economic

development in areas where new construction or improvement of public facilities is
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needed to enhance the efficiency of the private business activities being assisted.
Public facility ioans should aiso be available in other areas in need of such loans to
renew or expand public facilities required in the local economy. The issuance of
capital stock of up to $5 billion to be subscribed by the Secrerary of Treasury for
the RFC and also for the National Development Bank should be inciuded in the bili
combining both agencies. However, the authority to issue obligations should be
fimited to five times the amount paid in capital stock for each of the two lending
organizations. At a later date, the authority to issue obligations could be
expanded, as needed,

The more detailed powers for the RFC to be spelled out in enabling
iegislation would give guidance as to the directions and purpsse to the operations
of the RFC. One specific provision is considered of particular importance by the
AFL-CIO. That provision would provide that all obligations of the Corporation
which are purchased by employee pension benefit plans shall be guaranteed by the
Secretary with the full faith and credit of the U.S. it is considered highly
desirable by organized labor that pension funds should be wused for
reindustrialization and expansion that would provide employment, but with
adequate security for the pension fun-ds.

There should be added a requirement for an analysis of the impact upon areas
that will be affected and upon the workforce employed in the affected industries.
There will, no doubt, be a need for retraining of people to work with advanced
technological production methods. There may also be displacement of people in
some of the industries, Provision must be made for advance warning, adequate
coempensation to those a.fiectcd, for retraining, job placement assistance,
relocation assistance, and a pension supplement where age and other factors make

it appropriate. Every consideration should be given to avoiding such displacements;
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but where it has a significant lasting adverse impact upon local government
revenues, there should also be provision for compensation to the local government.
Where there is a growth boom impact, at least temporary federal assistance for

community facilities may be needed.

Types of Reindustrialization Efforts Needed

Major industries, such as steel and automobiles, need to go through a
modernization retooling, involving tens of billions of dollars, to raise productivity
and restore them to a better position in international competition.

Publicly owned infrastructure which is suffering from deferred maintenance
must be improved, including replacement and expansion of large components in
water, sewer, highway and mass transit systems, to enhance efficiency of economic
functions and livability in major urban areas. Such improvements could also
maximize utilization of existing urban plants and minimize costly replication of
facilities elsewhere, and help in dealing with large concentrations of unemployed
youth.

As mass transit is encouraged, there will be an increased market for roiling
stock, the buses and subway cars. Production capacity for the rolling stock in the
country has to be expanded or the U.S. will be increasing its imports.

From a national, as well as local economic perspective, as reindustrialization
programs are instituted under federal auspices, insofar as possible, investment
should be targeted to the urban areas that have underutilized private and public
capital facilities. For optimum benefits, the public financial assistance and the
private capital investment that it can leverage should be directed to enterprises
with a commitment for employment of unemployed people in the designated areas.

Such training and retraining as may be necessary could be done during the period of
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plant and e:dipment modernization oad retooling to ephance growth in
productivity.

To summarize, the nation cannot write off major industries in this country
without paying for it dearly in the future. 'Nor can whole cities and regions of
America be allowed to decay, without serious social and economic consequences.

It is important that America as a whole remain a diversified industrial nation,
and this can best be accomplished through the active participation of government,
iabor, and industry in a major reindustrialization effort.

It is time for the U.S. to formulate a national industrial policy and abandon
the irrational attachment to policies that threaten to bring about the wholesale
condemnation of entire industries and regions. The AFL-CIQ rejects the
Administration's attempt to cast government as the whipping boy --government
spending, government deficits, government taxes, government borrowing,
government employees, etc. They are not the cause of every problem that can be
identified as the Administration would have the people betieve, The sojution to
America's problems is not to hamgtring the Federal government by cutting its
programs and its sources of income and weakening or undermining its laws,
regulations, and standards used to protect health, safety, civil rights and the
environment,

it is unconscionabie to return to the burned-out America of the 1930s, when
the willy-nilly movement of investment capital left the farm mortgage foreclosed,
the top soil eroded and no hope of revival because not enough Americans had the
purchasing power to lift the economy or re-open a bank. The AFL-CIO believes
that government must enter into a new partnership with business and labor to

revitalize the nation's economy.
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Mr. RoeEerts. Congressman, may I just briefly correct the record ?

Representative LuNcren. Before we do that, Mr. Roberts, because
Mr. Samuelson has to leave early, let me try and direct some questions
to him first and then we’ll go back and do that, if that’s OK.

Mr. Rogerts. Oh, I see. Sure.

Representative Luncren. However, if it’s just a sentence or two,
we’d be happy to let you do it.

Mcr. RogerTts. It’s about three sentences.

Representative Luneren. All right. Give your three sentences.
[Laughter.] )
~ Mr. Roserts. I just would like to briefly correct the record. Mr.
Oswald is not very well informed about what I said 2 years ago. In
fact. his statement completely misrepresents what T said. I said that
the delay of the tax cuts was recessionary and I was unequivocal
about it. And I said that the Federal Reserve’s monetary policy was
too tight and would result in a recession.

These stateménts abound in the public record.

Represéntative Luneren. Thank you. It appears that we have some
disagreement on industrial policy here. One of the things that T’ve
noticed in the press recently are some comments by those who support
the idea who say that, whether we like it or not, we do have an indus-
trial policy. In some ways, when I look at what they say, it seems to
me they say the lack of industrial policy is proof of a decision on an
industrial policy. Therefore, we have one.

Professor Samuelson, how would you respond to that statement,
that whether you like it or not. we already have an industrial policy
and all we ought to do is determine upfront and comprehensively what
that industrial policy is, as opposed to having it there by ad hoc
decisionmaking.

Mr. SamueLsox. I think the useful germ of truth in that statement
is that it’s important to study and concentrate on what are the factors
that lead to a changed occupational structure of the American society
away from manufacturing. And I would like to agree with Mr. Oswald
that the level of the American dollar in the foreign exchange market
is a very crucial factor. And what we do in the field of tax policy,
what we do in the field of Federal Reserve monetary policy does have
punitive effects on the level of the dollar in a regime of floating ex-
change rates. I have to diagnose the situation for the middle 1980’s
as America being an undértaxing country in comparison with what
the electorate causes to be spent by the Federal Government. What
the American electorate has agreed to be the taxing of the American
people results in a structural deficit for the middle of the 1980s, a
structural deficit that can be expected to still be there when we have
returned to higher employment levels and the recession is a memory..

Now there’s a very substantial body of analysts who believe that the
- highness of our real rates of interest are related to the size of the struc-
tural deficit. So, if somebody wishes to say we are implicitly following
an industrial policy because we are following the devil’s recipe to run
a low capital formation and a high-consumption economy, a policy
that puts the real rate of interest high and that attracts lots of funds
from abroad on a capital account. and makes it extremely difficult for
historic exporters to continue to be competitive—then I have no ob-
jection to that. :
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But we mustn’t then say “Since we are following an implicit indus-
trial policy, anyway, we ought to look a little bit more favorably,
without further examination, upon some specific new snake oil reindus-
trialization policy.”

I’'m a longtime supply side economist. I'm not for a snake oil supply
side economics. But I'm for implicit reindustrial policy.

For example, the kind of evenhanded protection for which a
case can be made by economists and which means more to Michigan
and the areas which have lost ground is to study how to depreciate
the dollar. How can the high value of the dollar attributable largely
to capital account be alleviated so that on current account, we're able
to earn our way, as every nation over any period of time must do, by
having a balance between our exports and our imports.

T have urged upon the Japanese, whom I have been nagging for two
decades now, that they, being so clever and everyone of them being 7
feet tall, that they work out a way to bring the yen down in price, not
solely in the interests of America, not solely in the interests of some
former economic interest group in America, but in terms of their own
long-run self-interest.

I?epresentative Luxcren. Thank you. I would invite any other pan-
clist to respond or add; debate.

Mr. Roserts. T would like to say something about the alleged over-
valuation of the dollar. I have trouble understanding the concept of
an overvalued dollar in a system of flexible exchange rates, where the
market values the dollar every day, in fact, by the minute. I can under-
stand an overvalued currency in a situation of fixed exchange rates.
But in a system of flexible exchange rates, an overvalued currency is a
very difficult coneept. How do you know it’s overvalued and how do you
know how much it’s overvalued ? And in what way is it overvalued, be-
cause, really, the notion of value is what the market puts on it.

T also am a hit puzzled because, normally, you don’t have a high value
of the dollar, or an overvaluation, when you have an excess of imports
over exports. Normally, in a situation where your balance of trade is
against you in that way, your dollar is depressed and pushed down.
Yet, we have a very strange situation where we have deficits in onr
trade accounts with foreigners, flexible exchange rates, and an al-
legedly overvalued dollar.

Mr. Areerrine. Congressman, I just very briefly would sav you're
absolutely correct. That is the argument you hear all the time. We have
an industrial policy now. It’s, of course, a disastrous industrial policy,
for one thing. For example, we over, in my judgment, at, least, relative
to the point that Profestor Samuelson was making—we subsidize
housing, in my judgment, much too much and as a result of that, we
have lesser sources for the capital-intensive sector. We have a regula-
tory systemn which our members arc incapable of figuring out. We have
a tax system that changes every 2 or 3 years. We have asymmetries in
corporate rates that make sbsolutely no sense.

The irrationality of the industrial policy we have now is manifold.

Now the problem I have, however, 1s that the same people who have
put this industrial policy into place are the people we're asking to
rationalize the industrial policy. And T wonder whether that will hap-
pen. I suspect that if the Congress of the United States pursues an
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industrial policy that decides, for example, that we ought not to sub-
sidize housing to the level we now subsidize housing, { suspect that
the Congress of the United States would be inundated .with people
from the housing industry who will convince, I suspect, Members of
the Congress that that’s an unwise policy.

The industrial policy we have now is irrational. But I fail to see how
it 1s that the Congress, which has put that policy into place, some-
how is going to get ultimate wisdom and rationalize it in the next 6
months or 12 months or 18 months.

Representative Lungren. Mr, Oswald.

Mr. Oswarp. I would just like to take an example of one recent Gov-
ernment action that is described as a general neutral action in terms
of policy. That was the accelerated depreciation of 1981. It was de-
scribed as bringing about a neutral 10-5-3 new standard of deprecia-
tion. Well, that had a very differential effect on different industries.
Industries such as communications, petroleum, and utilities, which
had prior to passage of that act, expected lives of 20 years, were re-
duced in terms of their life for depreciation purposes to 5 years.

Steel, auto, and other industries, that were described as industries
that particularly needed help for capital formation, received very
little help because their existing life had already been 6 to 8 years, in
some cases 5. So that there was very little differential, very little effect,
on the industrial needs of those industries.

So that what was described as a neutral policy provided large sums
of money, nearly a third of the total that was involved in the tax re-
duction of 10-5-3 to the communication, petroleum, and utility indus-
tries.

"So I think that, yes. we do have an industrial policy, but we don’t
recognize it for what it is.

Representative Lunaeren. Congressman Scheuer.

Representative ScueEuEr. Thank you, Congressman. Mr. Samuelson,
T’d like to address a couple of questions to you, since you’re under some
time pressure and have to leave. :

You mention here somewhere in your remarks that when you’ve
lf)een hit by lightning, it doesn’t help much to shoot yourself in the

oot.

But when you’re the guy who tore down the lightning rod and
caused yourself to be hit by lightning through your own damn fool
decisionmaking, it may help to divert the attention of your family to
shoot yourself in the foot and dance around in pain. [Laughter.]

So we’re getting—— -

Mr. SamueLsoN. Could I reformulate your question [laughter] and
give an answer to it? I believe you’re asking me whether, by virtue of
having stood under a tree and have just been hit by lightning, whether
it is then inadvisable to leave the vicinity of that tree for safer spaces.
And my answer to you would be, in that case, I would not call that a
shooting yourself in the foot situation. I would call that a rational
and reasonable adaptation to what is happening.

The only point in my analogy is to suggest that it is not a rational
and helpful adaptation to the changing winds of dynamic compara-
tive advantage to utilize protection, although I understand fully how
tempting it is to assay that solution.
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Representative Scurver. Well, it has tremendous political appeal.
First of all, it diverts the attention of the world from the really egre-
giously poor decisionmaking that put us in some of the positions that
we’re in with an industrial plant in the areas of stee] and perhaps a few
others that are a generation obsolete, where we fail to make proper in-
vestments in research and development in plant and equipment and
now, after a generation of experience with the steel companies putting
their cash flow into international conglomerates and buying oil com-
panies and what not, they now find that they can’t compete because
their plants are mostly 30 and 40 years old. Then they come to Con-
gress asking to be enveloped in a cocoon of protectionism to protect
themselves from those naughty people overseas who have trained
workers—productive workers—in highly efficient, large-scale plants.
And hence, the productivity of an already highly literate and produc-
tive work force that goes out on strike—and I take the case of Ja-
pan—about one-fifteenth per capita worker of the rate that we go out
on strike. '

There’s something wrong with that.

But the appeal to protectionism, as expressed in legislation like the
“Domestic Content Bill,” is a very seductive one. And last year, when
I was dilly-dallying with the idea of voting against domestic content,
and I looked at the scoreboard before I cast mv vote, not a single Dem-
ocratic member of the New York delegation had voted nay.

So”it passed overwhelmingly, although many members, I think,
share some of the reservations that you have expressed. And basically,
there’s a lot of concern. By the process of “dynamic comparative ad-
vantage”—well, it’s quite true that the four Japans that you men-
tioned—South Iorea, Hong Kong, Singapore, and Taiwan—among
them, plus Japan, of course—they all learned a generation ago how
to control their explosive rates of population growth so that they could
invest some of their capital, not just in keeping people alive by import-
ing food, but by making them literate and investing in plant and equip-
ment and making them productive.

So we have what were comparatively low developing countries now
becoming developed countries, They’re still comparatively low wages
compared to us, but very productive and very efficient. And there
doesn’t seem to be much hindrance in sight.

To what extent do we want to see industrv after industrv from the
United States just afloat abroad in this irresistible and incvitable, in-
eluctable process of “dynamic comparative advantage”? That process
hurts America. What are we going to do about this subgroup that we
seem to be developing about which you've been reading, we’ve all been
reading in the papers, a whole generation of American youth who are
growing up that seem to be able to finish 12 years of schooling and
come out of it all really quite unable to read, write and count. They’re
functional illiterates and they aren’t very productive in the workplace. -
And those of them, 300,000 of them, who have been let go in Detroit
from the auto lines are going to have a hell of a hard time coming back
because they don’t have the skills that are going to enable them readily
to find a job. '

What do we do about the structurally unemployed? As a matter of
humanity and compassion and decency, shouldn’t we be doing some



72

. planning here in Washington to assuage some of the cruelty in.this
neluctable process that you have described of industries just floating
from west to east, and do something to create an environment in which
anybody who wants to work can work, even if, perhaps, they aren’t as .
pr%cluctive and as literate and as numerate as we would like them
to pbe.

. We still have a country. We don’t want to see blood running in the
streets. We want to have a sound, sane, whole society that isn’t riven by
racial and ethnic and class divisions, conflicts between the haves and
the have-nots. We don’t want to see that get worse. We want to see it
- get better. And we don’t want to see it get better by giveaway pro-
grams, of programs that pass out money, but don’t seem to be helping
people gaimn 1n seir-esteem and satisfactions, but help them gain 1n
productivity and self-image.

It’s not wholly economic questions that we’re facing. They’re social
questions and political questions. : :

So industrial policy takes on a little bit more than economics. If it
were just economics, 1 might say with you, well, let’s sit back and watch
the market forces play themselves out and these industries are going to
go where they have to go and the people who will be helped will be
helped more than the people who will be hurt. An awful lot of those .
people who will be hurt are going to be Americans and what are we
going to do about them ? : : w

Mr. SamurLson. Well, you touched on many issues. In response, let
me say just a few things. One, the position which I ain outlining here is
not based upon a philosophical repugnance to interfere with the work-

.ings of the marketplace. There are many observers who, as a matter of
principle, as a matter of value judgment, believe that the business free-
doms and the personal freedoms of the market ought to'be sacrosanct.
And they would be unwilling, even if there were efficient interventions,
to say. a good word for them.

That is not my position. I am examining—trying to examine—each
proposed intervention to see whether it delivers the good things that
motivate it. And so I think it would be very important.precisely when
concentrating on the human aspects of the problem, to try to consider
two different paths of future history. One in which, because we are
sensitive to the human hurts that come along the way, as dynamic com-
petitive advantage works itself out, we follow in America the pattern
of protection.

And, by contrast, the alternative to that. .

Professor Kaldor’s analysis leads him to believe that protection
would preserve the American workers from suffering. My reflective
judgment is otherwise. In saying this, I'm trying to take the viewpoint
of all of the American workers, not a specific group in one part of the
marketnlace. ’'m trving not to corsider just the short-run—trying to
remember that the future is longer than the present. .

If protection could raise the U.S. average real income, I would come
here and spell out in detail just what kind of a protective policy I
thought would be most suitable to meet the needs. ]

But the thrust of my testimony is the negative of that. I would like,
with your permission, to include in the record at this point, a paper
prepared for a German symposium a couple of years ago.
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It’s entitled “To Protect Manufacturing ?”

Representative Scuever. Could we run that through the Library
of Congress’ translation service so it would be in English by the time
1t gets into the record ? [Laughter.]

Mr. Samourrson, Well, Samuel Johnson said, “Sir, I can provide
you with an argument, but not with an understanding.” [Laughter.]
So I leave that te you.

Representative Luxerex. The paper will be inserted in the record
at this point.

[ The paper referred to follows:]
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To Protect Manufacturing?

by
Paul A. Samuelson*,

Cambridge, Mass.

The third quarter of the Twentieth Century was a golden age of economic pro-
gress. It surpassed any reasoned expectations. And we are not likely to see its
equivalent soon again.

International trade contributed mightily to the postwar miracle, something
that could not be taken for granted in 1945. The depression decade of the 1930s
saw the breakdown of the gold standard; it involved competitive tariffs,
quotas, and selective exchange controls designed to protect overvalued curren-
cies and domestic employment. The Bretton Woods system was set up in 1944
out of the fear that, after war’s end, there would be a continuation by other
means of the interferences with free trade and the international division of
labor that had become customary during the 1930s.

When we congratulate ourselves on getting rid of the Bretton Woods fixities
of parities, it is only fair to remember that the quantum of international trade
surpassed the miracle rates of domestic growth in the sensational 1950s and
1960s; and it was under the Bretton Woods regime that this salutary develop-
ment took place. Japan, the Common Market countries, and all those regions
that have increased their share of world GNP at the expense of North America
the leader, should keep the flowers growing on the grave of the Bretton Woods
system, in grateful remembrance of its transitional role in rectifying the initial
peacetime undervaluation of the American dollar. It was not a good thing for
the world that the United States enjoyed in 1945 almost half of real world
GNP. And it is not a bad thing for the United States that our share has been
reduced to about one-quarter of world GNP: our people have grown in average
per capita affluence while Sweden, West Germany, and Switzerland have
gained somewhat on us; under healthy world development the U.S. share of
the world total will continue to drop, even though our 6 percent of world popu-
lation continues to be at the top of the scale in per capita real GNP (correctly
calculated & la Professors Kravis, Summers, Heston, and their Pennsylvania
colleagues). "

" * Paul A. Samuelson is professor of economics, Massachusetts Institute of Techno-
logy.
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Free Trade at Bay

My concern is with the future. Comparative advantage is not static. Economic
law suggests to me that much of manufacturing industry will try to leave West-
ern Europe and North America under free trade. This is not a new thing. It
is not a peculiar consequence of the presentday regime with its reliance on
floating exchange rates. But it is an intensification of older trends that will cer-
tainly put a strain on the ideclogy of free trade. The political pressures for pro-
tectionism, I suspect, are about to intensify.

The purpose of economic theory is to alert us to the direction of change, to
a reasoned evaluation based on evidence of the probabilitics and improbabili-
ties. Along with this positivistic service, economic theory also has the norma-
tive purpose of setting out the likely consequences of alternative policy pro- .
grams. Until electorates and leaders learn what are the menues of choices, they
cannot arrive at their optimal selection of acts.

The plain person, unburdened with knowledge of economics, is prone to fear
that free trade will wipe out jobs and decimate real incomes. Some sophisti-
cated economists, such as Nicholas Kaldor and other U.K. Labour Party ana-
lysts, agrec with the notion that loss of manufacturing jobs by free trade will
bring loss of national standard of living.

A diametrically opposite conclusion is presumed by the unthinking ideolo-
gue of free trade: to him, so to speak by very definition, what free trade brings
is the optimum; on this view, a world without tariffs and artificial trade imped-
iments, would have to bring to every region and every person an ever increas-
ing real income. Although Kaldorian mercantilism might be empirically cither
wrong or right, the deductive syllogism that {ree trade maximizes each market
participant’s welfare is logically false. Even under the strict conditions most
suitable for perfect competition particular market participants win and lose
from ever-occurring shifts in supply and demand.

The correct theoretical dogma on free trade is this:

Under conditions suitable for perfect competition, free trade is efficient in
the sense of wiping out global deadweight loss. If you deviate from frec trade,
those who gain from so doing gain less than those who lose lose  in the sense
that the losers could afford to bribe the winners to desist from protectionism.

It is naive to think that it is politically feasible (or even desirable) for protec-
tionism in Western Europe and North America to be bought off by such devel-
oping industrial states as South Korea, Taiwan, Singapore, or Hong Kong.
Aside from political unfeasibility, bribes from the less affluent to the more
affluent are not ethically aesthetic.

The free trader, emancipated from false theoretical dogma, will rely rather
on an cmpirical long-run presumption:
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Eschewing trade impediments with their concomitant deadweight losses is
likely to bring benefit to a random person or regime, in the long run, averag-
ing out the happenstance of particular gains and losses resulting from
supply-and-demand shifts in tastes and technologies. (““What you lose on the
swings, you gain on the round-abouts...”)

Concretely, as applied to Europeans and Americans apprehensive about
their losing comparative advantage in manufacturing, the free trader argues:

It is not clear that the already industrialized societies lose more than they
gain from the development in the new industrial regions of comparative
advantage in manufacturing. Cheaper imports have contributed much to the
real living standards of the affluent nations.What Nagoya gains is not neces-
sarily what Detroit, Turin, and Diisseldorf lose. What South Korea gains,
may be part of what North America and Western Europe stand to gain.
Moreover, suppose it should turn out to be the case that supply-and-demand
shifts are tending to hurt the richer nations. Not all hurts can be usefully
assuaged by protectionism. Often quota and tariff interferences will add
some self-inflicted wounds and leave you twice badly off, at the same time
that some deadweight loss is being borne by the developing nation.

How Can Imports Hurt Us?

Noneconomists naively assume a fixed number of jobs. If Japan gets some
good jobs that Germans used to have, that is supposed to be a clear cut loss
to the German nation.
- Economists know better. We know that good German jobs in the textile
industries are often lost when better German jobs in the chemistry and machi-
nery industries raise general wage rates above what can keep the German tex-
tile industries alive in the face of Taiwanese competition. Japan, having won
much of New England’s share of the world textile market, in turn loses textile
jobs to Korea when Japanese textiles can’t hold their workers against the pull
of better paying Japanese industries.

Suppose that the Gang of Four — South Korea, Taiwan, Singapore, and
Hong Kong - improve their technology dramatically. How does that affect
U.S. and German workers and capitalists if we continue with the same slowly
improving technology?

I must distinguish! whether the Asian improvement came

1. in goods they traditionally export to the West,
2. in goods that have such heavy transport costs that they don’t enter into
trade on the export or import side,

1 See DorNBUSCH, FISCHER, and SAMUELSON [1977] for a convenient model to analyze
these problems.



17

410 . Paul A. Samuelson Zg8

3. in goods that can’t in any case be produced in the face of Western competi-
tion,

4. in goods that we used to export to them but which now they can export
competitively to us or at least produce for domestic consumption,

5. in some combination of the above four catagories.

Case 1. The first of these categories is the one dogmatic free traders concen-
trate on. It is an unmixed blessing to the West to get our imports cheaper. Our
terms of trade improve. Our real wage rates rise. Our consumers’ surplus from
international trade rises. Job opportunity rises even ifi our non-tradeable-
goods industries and in the industries where our exports are unchallengable.
The resuiting increase in our general wage rates, the free trader will admit, does
drive out of existence some borderline industries previously just hanging on to
their markets in the face of actual and potential Asian competition. But, the
free trader can correctly point out, these industrics lose workers because
workers are bid away by now more-productive job opportunity.

Abroad, one can’t be sure. Probably real wage rates rise there as a result of
their technological advances. Certainly that must follow if their new supplies .
are not so flooding world markets as to turn their terms of trade against them-
selves by so much as to make their technical improvements be immiserating
changes.

Case 2. Europeans of goodwill can bless technical changes that make local
Korean goods more available to previously poor Koreans. To the extent that
this releases resources into Korean export industrics and also enhances Kor-
eans’ demands for goods imported from the West, this case’s technical change
will improve the West's terms of trade, its real incomes, its consumers surplus
from trade. Though Asians may lose consumers surplus, they probably are net
benefitters from the technical change. (Only if demands for their exports are
so inclastic as to make the induced deterioration of their terms of trade great
enough to offsct the boom of domestic productivity, would Asians be hurt in
this second case.)

Case 3. I mention this case though it has no effects whatsover. A great
change is unlikely to occur, or be recognized, in an industry that Asia can’t
afford. If now Asia still can’t afford the industry, even if it comes closer to
being able to do so, there will be no effect on anyone.

