MR. FEKETEKUTY: Thank you, M. Chairnman.
| al so have four points to make. The first one is that
the short-term inpact of the +trade deficit is
undoubt edl y nodest and beni gn. It has allowed us to
consune nore goods and services; we've had |ess
inflation; it has allowed the Fed to run a policy that
has resulted in lower interest rates. And, undoubtedly,
it has also contributed to the run-up in the stock
mar ket, because it gave foreigners nore assets that they
could invest in the U S. stock market.

However, | do worry, like Dr. Preeg, about the
| ong-term cumrul ative inpact of the accurulation of |iquid
dol I ar bal ances held by foreigners. The increasing stock of
t hose doll ars exposes us to shocks when foreigners decide to
readjust their portfolio. And that undoubtedly will
Increasingly constrain the freedom of U. S. nacroecononic
pol i cymaekers. It exposes us to the effect of shifts in
foreign dollar holdings whenever foreigners for one reason or
another |lose confidence in the future of the Anerican
econony.

There is a |ongstanding argunment over tradeoff
between Wall Street and Main Street. It is hard to talk
about the inpact of the trade deficit w thout thinking about
the corrective policies.

There is no adequate solution on the trade
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policy side. An attenpt to correct the trade deficit
through inport neasures would clearly trigger an
equi val ent response by foreigners, which, in turn,
woul d have a very negative inpact on donestic and world
gr ow h.

W can always try to do a better job in
persuadi ng foreigners to reduce trade barriers, but, as
Carla knows, we’ve tried just about everything, and |I’'m
not sure how nmuch roomthere is to squeeze nore out of
t hat process.

This brings wus back to macroeconomc
policy. | don’t believe we would want to throttle the
economy for the sake of the trade deficit.

This brings me to the final point and that
is our policies demand the use of the dollar as reserve
currency. Obviously, the use of the dollar as a reserve
currency tends to push up the exchange rate and tends to
increase our deficits over time. And here's where the
debate between Wall Street and Main Street comes in. We
have tended to maintain policies that favor the use of
the dollar as a reserve currency. The question is
whether we could reduce the trade deficit by encouraging
the use of alternative assets as reserve currencies by
other countries.

| remember -- a little small historical
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note -- when | was at the Council of Econom c Advisors
in the early '70s. W were engaged at that tine in the
big debate on flexible versus fixed rates and Paul
Vol cker was trying to maintain the fixed rate. W in
the Council were arguing for flexible rates, because we
believed that this would give us not only nore
flexibility in managing macro policy but also would
reduce the tendency for the governnent to intervene in
capital flows and trade for the sake of the trade
bal ance, the flexibility provided by flexible rates.

W my have oversold. The wuse of
flexibility in nmacroeconom c nanagenent has too
frequently led to a fiscal nonetary mx that used shifts
in trade as the balancing nechanism and that has its
costs.

As Dr. Preeg nentioned, the costs are at
the mcroeconomc |evel, because a shift in exchange
rates leads to a shift fromtradable into non-tradabl e
or from non-tradable into tradables. These shifts
I nevitably inpact on industries that are particularly
sensitive in international trade. And, of course, we
see the results, nore recently, in the request of the
steel industry for protection.

This time around, the chorus for protection

has not been as loud as it was in the ' 80s, when nany of
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our key export industries were suffering -- industries
such as farm equi pnent and constructi on equi pnrent. And,
of course, on the inport side, many of our basic
I ndustries such as the steel industry, the auto industry
and the chem cal people were inported.

This time around the reaction hasn't been
quite so large, partly because we’'ve run a ful
enpl oynent econony, partly because the foreign
i nvestnments have altered the degree to which foreign
producers find it in their interest to take advantage of
| ower exchange rates to expand market share. The auto
i ndustries hardly showed any response in this nost
recent period, but we did see an inpact in the stee
I ndustry.

| do worry that our nmacroecononic policy
managers too often ignore the inpact of their policies
at the mcro Ilevel. They leave it to the trade
pol i cymakers to clean up the ness.

Thank you very nuch, M. Chairnman.
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