CHAI RVAN VEEI DENBAUM  Thank you.
Conmi ssi oner Wessel will begin the question period.

COW SSI ONER WESSEL: Excuse ne, thank you,
M. Chairman. And | appreciate your appearances here
t oday.

When the Anerican people think about the
trade deficit, they don't necessarily think about
exchange rates and sustainability, vulnerability, et
cetera. Wiat they think about are wages and their j obs.

And in sonme of the materials that the panel has sent to
us, they tal ked about that up to a quarter of the fallen
relative earnings of less skilled Anericans was due to
trade and that there are large inplications in terns of
the distribution of the job inpacts from the trade
deficits.

At  our August hearing and in previous
comments by Chairman G eenspan and former Secretary of
the Treasury Rubin, they tal ked about the question of
whet her the trade deficits are sustainable.

My question is in ternms of the way the
Anerican people |ook at these trade deficits and what
occurs to them what inpact it has on them what are
your views about where they will fair? Wat are the
di stribution of the incone changes, the job changes, and

what inpact would there be if in fact we find out that
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the trade deficit is not sustainable?

CHAI RVAN  VEI DENBAUM The nmenber of the
panel, Dr. Collins?

M5. COLLINS: Let me -- your question
raises a l|large nunber of issues -- let nme nmake two
coments in response. One of themis that there is a
w despread view that because the trade deficit is very
visible that sone of the things that have happened at
the sane tine that trade deficits have increased have
t herefore been caused by trade deficits. My view of
extensive enpirical analyses as well as sone theoretical
| ooks at this question is that in fact a nunber of ot her
things, in particular, technology changes are at the
heart of part of the trade changes as well as sone of
the other things that you' re tal king about.

Now, | think that there is a very difficult
Issue in terns of making those points generally, and the
reason essentially is that many of the benefits are very
wi despread, but the costs are very highly concentrated.

And, so the point that I nade at the end of
ny cooments is that | think that there are reasons to be
concerned about individuals who are bearing the costs
associated with, for exanple, displacenent and that the
ways to address that though are not related to trade

policy. They' re related to policies that are directly
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focused on those groups or individuals who have been
adversely affected.

As far as the effects on wages, | nean,
many of the concerns of some years ago | think are
literally less salient today, because what we’ve seen is
that as the U S. econony’s strength has continued, that
many of the benefits have been nuch nore w despread.
And, in particular, average wage performance in recent
years has increased pretty significantly. And, so |
think a strong econony in which growmh and job creation
continue is the best nessage to give Anerican people
about their concerns about enploynent prospects, et
cetera.

CHAI RVAN WEI DENBAUM  Pr of essor Feket ekuty.

MR, FEKETEKUTY: The basic point | would
make is that it does create a burden on U S. trade
policy, because it makes it difficult for the United
States to play the kind of |eadership role it should be
playing. The trade deficit creates a general public
I npression that we’'re in trouble, that we have a
problem It therefore underm nes our ability to pursue
a sound trade policy and to provide effective | eadership
In trade.

Secondly, | would argue that while the

I npact on the wages of the unskilled workers in basic
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I ndustries is marginal, the public tends to bl ane nost
of the inpact of technol ogical change on trade.

Even though the public perception of the
I mpact is nuch larger than it probably is in reality, in
trade policy, perceptions have an effect. The bottom
line is that the trade deficit burdens U S. trade
pol i cy.

CHAI RVAN WEI DENBAUM If I can follow up
Comm ssioner Wssel’s point, and nmy question really
focuses mainly on the work of M. Beach and Dr. Collins,
have you had the opportunity in your econonetric
anal ysis of |ooking at inports and exports separately?

And, if so, to what extent has the growh of our
exports been associated with the growh patterns --
econonm c growth patterns of our trading partners? And
to what extent have our inports grown because of the
growt h of our own econony? Can you sort that out?

MR. BEACH. M. Chairman, let ne venture a
little bit on that, because |I hope we can develop this
point as we go forward today, since | think it’s a basic
poi nt behind all of our discussion.

Over the last 18 nonths, we’ve been
spending a lot of tine in California -- it’s a lovely
place to be -- working with organi zations out there,

busi nesses out there, to better understand how t he Asi an
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financial crisis, which nowis lapsing | hope into the
Asi an financial recovery, affected the economes there.

In the course of doing that, we discovered
quite interesting things about the current trading
si tuati on. First of all, the long-term direction of
commodity prices is extrenmely inportant to understanding
how enpl oynent is changing in trade rel ated busi nesses.

| think the Asian financial crisis really enphasized
that, but | ook at the cotton exports com ng out of the
United States. Cotton prices around the world are
dr oppi ng dramatically and have been dr oppi ng
dramatically for decades. QI is the same way.

So, we’'re caught, in some respects, in
| ong-term secul ar changes that are going on, have been
going on for sonme time, and we keep those in mnd when
we tal k about enploynment is reconposing itself.

There are enpl oynent gains from inports.
W’ ve been | ooking at industries that are specifically
sensitive to the inport side, and we see substanti al
gains in enploynent there. |In fact, we're seeing sone
good wage growh there, as well. These are jobs com ng
in, being created on the inport side to sell these
I mports, to service these inports, to service the
financial side of these inports, and the wage growth is

substanti al .
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In a couple of ny simulations, | in fact
note the enploynent side related to inports and note how
that is sustaining higher disposable incone in
househol ds above that, which is related to the export
si de.

CHAI RVAN WEI DENBAUM  Dr. Collins?

M5. COLLINS: [I'Il respond, as well.

Again, two points. | think that it is a
little difficult to deconpose the two as directly as you
suggested, and let nme give an exanple for why. As we
anticipate further recovery in the rest of the world,
including not only the countries that experienced
currency crisis but also in Europe and hopefully in
Japan, that strengthening and demand woul d be expected
not only to increase demand for U S. goods, which
hopefully would increase export growh -- and, yes,
export growmh fromthe U S did decline as the rest of
the world' s econom es weakened -- but it would also be
expected to affect international capital flows.

And, in particular, one would expect sone
real l ocation and shifting away from sone of the safe
haven assets in the U S., and, as a result, one would
expect and woul d cone out of the nodels, you would see
sone dol |l ar depreciation. The relative price adjustnment

woul d have effects on both inports and exports, of



cour se.

And, so | think that many of the exogenous
or the changes, such as you suggest, would end up in a
nodel actually affecting both exports and inports. And,
so one has to be careful about separating them out.

One additional point that 1'd like to nake
though is that there’'s often a sense that it's the
I mport conpeting sectors of the U S. where nost of the
j ob di splacenent is concentrated. And in fact sone of
t he econonetric evidence that |’ ve seen suggests that in
fact if one looks at inport conpeting industries as a
whole -- that nmeans not focusing on individua
I ndustries, such as textiles and apparel -- what one
sees is that on average the rate of job displacenent
frominport conpeting industries is no |arger than the
rate of job displacement from export conpeting
I ndustri es.

W have a country in which there is
significant job turnoil and job changes, et cetera, and
in fact that job displacenents are di spersed throughout
the US. econony and that the sense that they
concentrated in only inported conpeting industries in
sonme of the enpirical analysis |I've seen is in fact not
borne out by the data.

Apparel and textiles, for exanple, is an
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I ndustry whi ch does have very high di splacenents rates,
but there are other industries that do not.

CHAI RVAN WEI DENBAUM  Dr. Preeg?

MR.  PREEG To try to get back to M.
Wessel s original question, how do you explain this to
workers and is it in our interest, | think it’s
I mportant to distinguish between the debate over whet her
we shoul d have an open, liberal trade policy, a separate
i ssue, and the problemthat we face with a | arge and now
record trade deficit for al nost 20 years.

I amin favor of the first and concerned
about the second open, liberal trade policy through
NAFTA, et cetera, neans exports and inports both go up.

One line of argument in favor of such growth in two-way
trade is that export jobs are higher skill, higher pay.
There is a need for adjustnment by sonme workers in
I mport conpeting industries. But is a set of questions
over whether we should have a liberal trade policy.

Wthin the context of having open trade,
and in recent years a full enploynment econony to boot,
we still have a quite distinct set of questions about
the inpact of the chronic trade deficit situation. And
should the deficit be a concern to workers?

And on that, 1’'d nmake two points.

Certainly, it’s a concern, because it neans essentially
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we're living beyond our neans. W have a current
account deficit, three to four percent of GDP. W are
borrowing that from foreigners year after year to
subsi di ze or pay for additional consunption and to sone
extent investnent. And that should be of concern to our
wor kers, because the foreign debt is going to be hanging
over our heads for years or decades to conme. That’'s the
point | made earlier.

The other question is if we have a big
deficit, what will it nean to get rid of it? |Is that
going to inpact on workers? And, here, | just take
i ssue with one point Gesa nmde. He tal ked about not
having been willing to throttle -- that was his choice
of word -- our econony to deal with the trade deficit.

MR FEKETEKUTY: No, | said we wouldn't, we
shoul dn’ t.

MR,  PREEG No, but you used the word
“throttle,” and I'm saying that you don't necessarily
have to throttle the economy. In fact, what we mean by
adjustment at this stage, if it's three percent of GDP,
is that we've got to a shift resources three percent out
of consumption and to some extent out of investment and
into the export sector, the net export sector, meaning
more exports and in fact less imports. And if we can do

that adjustment smoothly within the economy, we don't
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have to throttle it. W can have full enploynent right
t hrough, al though obviously we’'re going to be shifting
resources, and that can cause sone adjustment problens
In particular industries.

The real question -- if you conclude that
the deficit is not in our interest and we nmust bring it
down, is how to do it? A “soft landing” is the way of
defining a shift of three percent of GDP into the net
export sector in a way that has minimal disruptive
effects and transitional costs.

The exchange rate has a role as do interest
rates, and this can affect workers, but | would think
American workers would also conclude that we've got to
do it, because we don't want to prolong these deficits
and live off borrowed funds abroad indefinitely.

Thank you.

CHAIRMAN WEIDENBAUM: Thank you.

Mr. Papadimitriou.

VICE CHAIRMAN PAPADIMITRIOU: Dr. Collins,
from your commentary, | didn't get a sense whether you
believe that the trade deficit is sustainable or
unsustainable and if it is sustainable, then we should
not worry about whatever that deficit might be. If it
is unsustainable, what are we then to do?

MS. COLLINS: My comment -- the point |
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intended to nmake -- let nme clarify -- was that ny
readi ng of the forecast |ooking forward are that woul d
| anticipate, best guess scenario, is one in which for
a few years the U S trade deficit may actually get
sonmewhat worse before it inproves. Certainly, the U S
cannot maintain a significant trade deficit forever, and
so that’s where this issue of the adjustnment cones into
play. And the question then is what the adjustnent is
likely to | ook I|ike.

My reading of the nodels and the anal yses
that I’ve seen suggest that what has been called a soft
landing is nore likely than I think Dr. Preeg believes
it is. Il think it’s inpossible to rule out the
possibility that there is sonme kind of a major change
whi ch woul d create a nore difficult adjustnent process.

But, so ny point is that if the US
continues to inplenent sound macroeconom ¢ policies,
which include foresight in ternms of its |ong-run
budget ary obligations, Social Security, and those kinds
of issues, and continues the kind of macroecononc
policies it has, it actually has quite a bit of freedom
and leverage if it were to happen that sonething
unforeseen occurred that created a nuch different
outturn.

So, is the situation sustainable? Vel |,
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the scenarios in which it maybe gets a little worse for
a few years before sone adjustnent takes place | think
is one that is very believable and conceivable and
works. Is it necessarily what we wll see? O course,
no one can say that.

So, that’s perhaps a l|less sinple answer
than | would like to be able to offer, but I hope that
that clarifies the remarks that | made.

CHAI RVAN  VEEI DENBAUM Thank  you.
Comm ssi oner Runsfel d?

COW SSI ONER RUMSFELD: Wthout trying to
predict what’s going to occur in the future, | would
think it would nmake sonme difference as to whether the
deficit was for the purpose of investnent or consunption
when you come to the question of sustainability. And I
noticed that in the responses, we seem not to be
di saggregati ng those two issues.

One would think, at least | would assune,
that we would be able to sustain over a |long period a
deficit, if it were essentially going for investnent
where it mght be somewhat nore difficult if it were
going for consunption. [Is that true?

M5. COLLINS: Absolutely. In the comment
that | distributed, | did disaggregate and address that

I ssue sonmewhat. | did not do so in ny oral remarks. |If
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one |l ook at recent U S. data, what you see is | guess
two things.

One is on the investnent side. After some
declines in U S investnents as a share of its total
output, U S investnent rates have been increasing. And
| take that as good news. | think that’'s associated to
some degree with the inprovenent in productivity that
we’ ve seen and that we all hope will continue.

At the sanme tinme, there certainly in recent
years has been an increase in private consunption that’s
associated with a decline in personal savings, and we
know that that’ s been offset by increases from savings
from other parts of the econony, in particular, the
governnment and corporate sectors. So, overall, the U S
savi ngs performance |ooks good with a nmjor concern
about what’s happeni ng to househol ds.

So, in sone ways, ny reading of that is
that there are nany things to watch and to be cogni zant
of. If we knew how to raise the personal savings rate,
there are a nunber of things perhaps we could do to
address that, but that’'s a very difficult question.

So, the increase in investnent which has
occurred, | think we should see as good news. | think
t he personal consunption boomis a reason to nonitor and

to perhaps have concerns down the road.
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CHAl RVAN WEI DENBAUM M. Preeg.

MR. PREEG A two-hander, because | really
don’t agree with sone of the line of assessment here,
particularly that we can establish causality between
whet her i nvestnent and consunption are going up or down
within the U S. econony and the fact that we have a
| arge or a growi ng external deficit.

It’s a conplicated macroeconom c policy
gquestion, and one of ny attachnents is a recent piece in
the Financial Tines that addressed the issue. [See
Insert 2] Investnent has been going up over the | ast
five years as a share of GDP is a fact. But ny judgnent
Is that we’'re having an investnment-driven economc
growmth. It is unrelated to whether the foreign deficit
has gone up or down.

The real question is how to establish
causality. Wiuen the current account deficit goes up, --
whi ch by definition nmeans increased borrowi ng -- does
this lead to increased consunption or increased
I nvestment or both, and in what proportions.

If it were all investnent and there are
Econom sts who believe this -- | quote this year’s
CEA report of the Cinton Adm nistration which
strongly inplies following this Iine. | don't
believe that this conclusion holds up. Based on
the limted facts available, | believe that about 80
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percent of the borrowi ng each year goes to inmediate
consunption rather than increnental investnent. And if
this is so, there is a real question of sustainability
In that certainly at sone point there will be too nuch
debt for us to sustain.

That is the key point, and I would hope the
Comm ssion would cone to a relatively clear concl usion

on this issue.
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[l nsert 2]

Financial Times
The deficit trap

by Ernest H. Preeg*

The U.S. current account deficit could reach a record
$350 billion this year, April 25, 2000, the eighteenth
deficit in a row As a consequence, the United States
has shifted froma net creditor nation of $350 billion
in 1980 to a net debtor of $800 billion in 1996 and $1.5
trillion in 1998, headed for $2 trillion early in the
next decade. This foreign debt equates to al nost 20
percent of gross donmestic product now, projected to 30

percent by 2005.

An important question is whether these large external deficits — which are principally trade
deficits — are a good or bad thing for the United States. Many and perhaps most observers believe
the deficits are not something to worry about and could in fact be beneficial to the United States.

| disagree.

The disagreement hinges largely on whether the growing foreign indebtedness is used to
finance incremental U.S. productive investment or immediate consumption. The non-worriers
believe that all or most of the deficit reflects additional investment whereas my conclusion is that

about 80 percent goes to immediate consumption.

The classic statement in support of incremental new investment was made by Herbert Stein

in The Wall Street Journal ten years ago (“Don’t Worry About the Trade Deficit”, May 16, 1989):

“The U.S. has a trade deficit because people in the rest of the world invest their savings here.... As
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a result of the capital flow...the stock of productive capital in the U.S. is...higher than it would
otherwise have been.... This inflow of capital has been mainly of benefit to American workers who

as a result of it work with a larger capital stock and have higher productivity and real incomes”.

In February 1999, the Annual Report of President Clinton’s Council of Economic Advisors
came to a similar conclusion: “Since 1993...current account deficits have been driven by increases

in investment, with foreign financing taking the form of both direct and portfolio investment”.

These assessments, unfortunately, are analytically flawed. It is true that an increase in the
trade deficit, by definition, goes hand in hand with an increase in foreign investment in U.S. assets.
The dollars accumulated from the trade deficit have to be invested somewhere, including in bank

accounts and U.S. Treasuries.

The key question, however, is not whether foreign investment increases but rather whether
such foreign investment leads to a higher level of aggregate investment in the U.S. economy or to
a switch by Americans from domestic investment to domestic consumption. The reality is that the

latter, switching effect, is probably dominant.

For example, the Asian financial crisis of 1997-98 caused an increase in the U.S. trade
deficit on the order of $100 billion. U.S. exports fell as Asian economies declined and U.S. imports
grew from the lower, more competitive Asian exchange rates. The resulting $100 billion
deterioration in the trade account, in keeping with the inexorable definition cited above,

corresponded with $100 billion of additional foreign investment.

The impact of the additional foreign investment on aggregate U.S. investment and
consumption, including the critical switching effect, is nevertheless not self-evident and depends
on various forces in play to bring about the macroeconomic adjustment. The decline in the U.S.
export sector and cheaper imports from a strengthened dollar could together shift the aggregates
toward greater personal consumption. A somewhat lower interest rate from the dampening effect
of the growing trade deficit on inflation would tend to stimulate both investment and consumption.
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Higher stock market prices from foreign investors would stimulate consumption through the

“wealth effect”.

There is no available analysis that shows clearly whether investment or consumption would
be stimulated disproportionately as a result of the various macro economic forces engaged, and the
best that can be assumed is that the proportional effects are more or less neutral. However, U.S.
personal consumption, in absolute terms, is more than four times larger than gross private
investment ($5.8 versus $1.4 trillion in 1998), and hence the conclusion drawn here that about 80
percent of the increase of the trade deficit is likely to be translated into additional private

consumption, and only 20 percent into incremental investment.

A similar macro-policy assessment, including the switching effect, can be made if a larger

current account deficit is initially triggered by the capital rather than the trade account.

The non-worriers make one other spurious argument in support of incremental investment
during the 1990s. They point out that the investment share of U.S. gross domestic product has
increased by two percent from 1993 to 1998 while the consumption share has declined by one
percent, with the additional foreign investment recorded during these years given credit for much
of this rise in investment share. There is no justification, however, for assigning such causality. The
U.S. economy has indeed experienced an extraordinary investment-led growth in 1990s, but it is far
more likely to have been driven by new technology application and industrial restructuring within
the U.S. economy than by the growing trade deficit. If, without an Asian financial crisis, the trade
deficit had not increased by a $100 billion, there would still have been investment driven growth
in the U.S. economy, but the increase in the investment share of GDP would have been somewhat

smaller, and the drop in the consumption share would have been a little larger.

The foregoing is the principal analytic basis for my worry about continuing large U.S. trade
deficits. Interest and dividend payments on accumulating net foreign debt are already about $100
billion per year, and this figure could more than double by 2005. These debt servicing payments,
of course, would continue to be made by the children and grandchildren of those Americans now

46



on a consumption binge, thanks to almost 20 years of unprecedented foreign borrowing.

This concern about a generational income transfer abroad, moreover, raises an additional
worrisome prospect. The deficit on current course is simply not sustainable, and the longer it
prevails, the morelikely will be adisruptive and costly adjustment, for both the U.S. and the global
economies. It makes more sense to take the appropriate steps to reduce the deficit now rather than
later. Regrettably, as long as the Stein/Clinton assessment prevails that the trade deficit is nothing

to worry about, any official stepswill be hesitant at best.

*Ernest H Preeg is a senior fellow at the Hudson
Institute in Washi ngton, where he directs a project on
the chronic U S. current account deficit and a new

econoni c architecture.
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COW SSI ONER RUVBFELD: M. Chai rman, may |
ask one ot her question?

| read things from tine to tinme that
suggest that the data is not only not perfect but in
sonme cases not really very useful and possibly
m sl eadi ng. Coul d whoever would |ike to comment on how
confortable you are with the el enments that nmake up the
trade deficit and their accuracy or |ace of accuracy or
preci sion?

VR. BEACH: Well, | suppose | should say
something first to give ny colleagues a nonent to
reflect on this.

You can’t work with data on the
international scene, M. Runsfeld, w thout a high degree
of either tolerance for mssing data, out-of-period
data, changes in data -- | nentioned only what’s com ng
out of Russia -- or sort of a naivety about the world.

W have what we have, and we work wth
that. COECD data -- the data certainly on the 18 maj or
countries of the OECD are pretty good, and | use that
exclusively in ny nodel. That also covers nost of the
trading partners of the U S. So, when we’'re dealing
with trade nunbers to know what’s happening in the
European countries, in Canada, in Australia, in New
Zeal and, Japan, they're data is good. They' re based on

t he sane accounting system we have, basically the sane
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period. They report on a daily basis what’s happening
in their markets -- the capital and equity markets, and
so forth. I'mfairly happy with that.

You shoul d hear the testinony or you should
read the work of some of the people who have worked on
the BEA accounting system and | think the major
| mprovenents have been nmade there. So, we understand
better internally what’'s happening, certainly wth the
standard industrial classification changes and so forth.

So, I'm happy with the data that | have;
wish it was better, wsh it was better. But for the
maj or countries, we're in pretty good shape.

If I could just address -- use that as a
way to address sonething el se about the sustainability
of the net exports or the trade deficit. W’'re calling
for those nunbers, the current account balance to be
significantly negative for the next four or five years.

At the sane tine, we're calling for fairly steady
growh in the overall general econony, because of the
strong growt h on the investnent side.

But the critical factor here in this nodel
and | think in nost of the large ones, is what’'s
happening to the recovery in Asia and what’s happeni ng
in Europe. If you get a good recovery in Japan, Europe

pul I s together around the euro and noves forward, it is
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possi ble to see these trade deficits being sustainable
for a significant anount of tine.

There’s a wall out there, and that wall is
financing publicly provided pensions in the OECD
countries. Only Geat Britain really faces the 21st
century w thout significant pension unfunded liability;
Australia, perhaps, as well. W don’t know yet. But
nost of the countries that are in the OECD have
significant borrow ng requirenents begi nni ng about 2010.

And, at that point, | would think that
these particular deficit nunbers would be decidedly
unsustainable. It raises a different dinmension to this
question but certainly one that this Commssionis -- in
fact, all that are working in public policy need to
bring into the debate.

CHAI RVAN VEEI DENBAUM  Thank you.

Conmi ssi oner D Amat 0?

COMWM SSI ONER D AMATO Thank you, M.

Chai r man.
I would also like to thank the panel for
comng today. | really appreciate this testinony.
| want to focus on M. Preeg’'s testinony.
| want to say that, M. Preeg, | found your testinony

-- the witten material you provided us very provocative

and thoughtful. And you raised issues that we don't
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normal ly get in testinony fromeconom sts, because you
try to connect the big dots between politics and
economi cs.

I"’mparticularly intrigued with your worry
nunber three: foreign government |everage against the
United States. One could speculate, M. Secretary of
Def ense, that the relevancy of the mlitary playing
field may be comng |less of a priority in the world and
the economic playing field nore a priority, sinply
because we’'re such a Super Power that in order to
conpete with us another power’s got to | ook for another
way to conpete, and we hear sone comentary by Chi nese
officials about financial pressures and that sort of
t hi ng.

My question concerns the wllingness of
foreign powers to conpete with us in this area and how
| arge an accumul ation of dollars that they hoard, based
on these big sustaining deficits, is required before our
vul nerability to financial pressure or blackmail or
attack becones too acute?

Specifically, let ne ask you this question
about the accunulation of dollars -- private versus
central bank holdings. M. Preeg, you suggest that from
the period 1990 to "96 the total of foreign central bank

hol di ngs of dollars went from $486 to $947 billi on,
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whi ch equated to 90 percent of the U S. current account
deficits. This increase seens to indicate that the
demand for U S. dollars was not sinply a private market
phenonenon.

Does this large increase in foreign
official holdings of dollars indicate that foreign
governnents are mani pul ati ng the foreign exchange val ue
of the dollar to gain a trade advantage? And is such
foreign governnent intervention a cause or a part of the
U S trade deficit?

MR PREEG Let me try to separate two
guestions you raised, one about whether other
governnents nmani pul ate exchange rates to their trade
advant age, and the other a nore political question: Do
some of them now have excessive dollars that m ght be
sonet hing we should worry about ?

On the first question, | certainly agree
with your choice of verb. That's the IM- article IV
verb, do governnents, or nenbers nmanipulate their
exchange rates to conmercial benefit. And there are a
coupl e of pieces attached to ny statenent where | see
clearly in the case of Japan, for exanple, during the
1990’ s, that based on the IM- criteria, it has been
mani pul ating its exchange rate to nmercantilist purpose

and effect. [See Inserts 3 and 4]
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Certainly, the cunulative inpact during the
six years, "90 to '96, where 90 percent of the dollars
that accunulated abroad from our current account
deficits were in effect taken off the market and put in
central banks, was to keep the dollar significantly
hi gher than it woul d have been just from market forces
and with a lag effect tinme that this increased our trade
deficit as a result.

There is thus first the relationship in
ternms of whet her governnments mani pul ate exchange rates
which, in turn, is related to sonething explained in yet
another attachment here. It's a basic question about
what people refer to as a new financial architecture,
which isn't so much about bigger and perhaps better IMF
loans but rather the fact that we're in a floating
exchange rate relationship with most of our trading
partners. It's a managed floating rate, but how do we
manage it and how do we intervene in markets and what is
a prudent level of reserve holdings? | believe these
are important questions.

My conclusion is that we need less reserves
with  floating rate relationships, and with free
floating, we wouldn't need any. Therefore, | would see
Japan and some other countries -- South Korea at this

stage and Europe -- I'll come to China in a minute --
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havi ng excessive reserves, and that worries me not only
because of the nercantilist effect, if they keep
bui l ding them up, but also having these | arge reserves
that they could use in sonme way to commercial or foreign
pol i cy advant age agai nst us.

China is quite distinct, because it has a
fixed

rate, but it’s not a convertible, their currency. The
Chi nese have built up their reserves even faster in
relation to the level of inports in recent years. They
now have reserves nore than 100 percent of annual
i mports, which is far above traditional Wrld Bank or
other indicators of a “prudent” level.

This is a major problem in defining the new
financial architecture, which has an impact on our trade
deficit.

A last comment; is that excessive dollar
purchases were certainly major factors during the years
'90 to '96 related to the uneven adjustment of national
economics to globalization. It was not a factor,
however, in '97 and '98 because of the Asian financial
crisis.  The dollar was stronger than the most
mercantilist-oriented government could hope for during
these last couple of years so no one had to buy dollars

for that reason.



This year coming out of the crisis, Japan
has agai n been buying a lot of dollars expressly to keep
its currency from strengthening too quickly, even though
It has a large trade surplus. South Korea, the sane
way, al though hopefully not to continue nuch | onger on
t hi s buyi ng binge of dollars.

There definitely is a major question about
exchange rate policy use for trade policy objectives and
the building up of reserves to where they’' re excessive.

This, in turn, should be a concern as to how they m ght

be used in the future.
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[l nsert 3]
Journal of Commerce
“Japan’s actions look and quack like mercantilism”

September 7, 1999

L etter to the Editor

Ronald Babula of the U'S. International Trade
Conmi ssion, in his August 17 letter rejecting the notion
of a nercantilist Japanese exchange rate policy, directs
his attack at three recent opinion articles in The
Journal of Commerce, but does not reference their
aut hor. | admit to being the author of all three
articles and offer the followi ng rebuttal to Babula's
wrong-headed conclusion.

Article IV of the IMF Atrticles of Agreement states that members shall “avoid manipulating
exchange rates...to gain an unfair competitive advantage”, and surveillance procedures include
“protracted large-scale intervention in one direction in the exchange market” as a development that
might indicate such manipulation. This is the starting point for defining the use of exchange rates
as a mercantilist instrument of trade policy.

From 1992 to 1996, the Bank of Japan made protracted large scale interventions in
currency markets, increasing total reserves from $72 billion to $220 billion, which amounted to 65%
of annual imports by 1996. During these same years, Japan had a large and protracted trade surplus
and, if anything, the Central Bank should have been selling rather than buying foreign exchange so
as to avoid an unfair competitive advantage on trade account.

In 1997-98, the dollar was exceptionally strong as a result of market forces related to the
Asian financial crisis and there was a hiatus in Bank of Japan foreign exchange purchases. In 1999,
however, there has been a strong resurgence, with $23 billion of reported purchases during June
alone (Wall Street Journal, July 21). Japanese officials, moreover, have explicitly acknowledged
that these purchases were intended to avoid a strengthening of the yen that would dampen export-led
economic recovery. Meanwhile, Japanese trade remains in large surplus.

Since all these facts look and quack like the IMF definition of mercantilism, | conclude that
Japanese exchange rate policy has indeed been mercantilist throughout most of the decade.

Babula cites two specific “problems” with my articles, but in both cases he misquotes me.
He states that | wrongly “assume” 95% of Japanese “total” reserves are held in dollars, while in fact
| have estimated elsewhere, based on knowledgeable sources, that in 1996 95% of Japanese foreign
exchange reserves were in dollars. Recently, Japan has probably been buying more European
currencies, but dollar holdings still predominate. In any event, my mercantilist conclusion is based
on total foreign exchange purchases.

The other cited “problem” with my article is that public and private sector financial data
do not support a positive correlation between Japanese official dollar purchases and a weak yen, but
I never claimed such a correlation. | simply state that protracted large-scale purchases result in a
weaker yen than would otherwise prevail, which is sufficient to draw a currency manipulation
conclusion as defined by the IMF.

Finally, there is the relation between Babula’s denial of Japanese currency manipulation
and official U.S. policy. The Omnibus Trade and Competitiveness Act of 1988 requires semiannual
reports by the U.S. Treasury as to whether other nations manipulate exchange rates to gain unfair
competitive advantage in international trade. In all consequent Treasury reports, however, Japan
has never been mentioned as a possible currency manipulator. On June 30, 1999, during
confirmation hearings for Secretary of the Treasury-designate Lawrence Summers, Senator Paul
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Sarbanes referred to recent reports of currency manipulation for competitive trade advantage, and
asked if the U.S. Treasury had identified any trading partners engaged in currency manipulation.
Summers responded that he had not received such reports and that no country has been officially
identified as a currency manipulator.

Secretary Summers thus concurs with I TC supervisory trade analyst Babula that Japan has
never used exchange rates as a mercantilist instrument of trade policy. U.S. policy is evidently
consistent but, in analytic terms, it is also deeply flawed.

*Ernest H Preeg is a senior fellow at the Hudson
Institute in Washi ngton, where he directs a project on
the chronic U S. current account deficit and a new

econoni c architecture.
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[l nsert 4]

May 27, 1999

Hudson I nstitute American Outlook
The New Internationa Financial Architecture

By Ernest H. Preeg*

Exhausti ve discussion over the past couple of
years about a new international financial architecture
has focused on better and possibly bigger International
Monetary Fund (I MF) lending facilities for financially
troubl ed energing market economes such as Mexico,
Thai | and, I ndonesia, South Korea, Russia, and Brazil

It will rise again to mnisterial level at the Wrld
Bank/ | MF neetings in Washington in Septenber.

Unfortunately, this discussion is largely
m sdirected. A new financial architecture is energing,
but it principally involves a transition from the
dol | ar-based system of the past half-century to a truly
new framework of floating exchange rates and nonetary
unions, and in the process the IM- role should be
reduced greatly. The nost inportant policy challenge is
to define currency relationships evolving anong the
dollar, the euro, and the yen, including how to deal
with the unsustainably |opsided current account
relationship of record US. deficits offset by large

surpluses in the other two key currency areas.
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The energing new architecture is a result of rapid
growmh in international trade and investnent since the
m d- 1980s and a parallel integration of world capital
mar ket s. As a consequence, governnent attenpts to
defend an exchange rate linked to the dollar have becone
very costly or unfeasible. Recent financial crises in
Asia and el sewhere have all been triggered by futile
government attenpts to nmaintain a dollar-Iinked exchange
rate, and the result for all six countries listed in the
first paragraph has been a shift to a floating exchange
rate policy.

The new architecture, in fact, consists of two
strong tendencies, either toward floating rates or
monetary union, which can be called the “two corners
architecture” to reflect this bipolarity. The monetary
union option has been adopted in Europe through the
formation of the European Monetary Union (EMU) and is
being discussed within the Western hemisphere in terms
of “dollarization”, whereby other countries simply adopt
the dollar as a replacement for their national
currencies.

The initial thrust of the new architecture,
however, apart from the EMU, is almost entirely toward
the floating rate corner, qualified as a managed

floating rate policy, and much depends on how “managed”
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Is defined. In particular, central bank intervention in
currency markets, which can have significant inpact on
exchange rates, needs nore clearly defined guidelines
and disciplines. Such intervention, in recent years,
has been used by sonme others as an instrunment of trade
policy, whereby the central bank buys | arge anmounts of
dollars to keep its exchange rate low and thus to
stimulate a trade surplus. This nercantilist objective
was especially strong during 1990-96 when foreign
central banks increased dollar hol dings by $461 billion,
equating to 90 percent of the U S. current account
deficit during those years. The result was a stronger
U.S. dollar than woul d have occurred from market forces
al one, and a possible doubling of the U S. current
account deficit by the end of the period. The financial
crises of 1997-98 kept the dollar very strong on its
own, but as recovery begins in 1999 a renewed interest
in central bank purchases of dollars is evident in sone
countries.

At this transition stage for the new architecture,
the rel ati onship anmong the dollar, the euro, and the yen
Is a managed float wth very different definitions of
“managed”.

The United States follows a basically free float

with minimal currency market intervention by the Federal
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Reserve Board and the U S. Treasury. The rare and
hi ghly publicized intervention to support the yen in
June 1998 anpunted to less than $1 billion.

Japan, in contrast, has consistently used exchange
mar ket intervention as an instrunent of trade policy.
The Bank of Japan buys |arge amobunts of dollars when
the yen strengthens to the point of restraining Japanese
exports. Oficial reserves have consequently increased
from$72 billion in 1992 to $220 billion in 1998. When
the yen rose to 110 in January 1999, the Bank of Japan
i mredi ately bought $8 billion to push the rate back
down.

The EMJ doesn't yet have an exchange rate policy.
As long as the euro is weak there is no interest in
European Central Bank intervention, and the euro floats
freely. But if the dollar rate should strengthen to
1.25 or more, while unemployment remains in double
digits in key member states, pressures will quickly
develop to buy dollars and avoid a decline in the
European trade surplus.

Other major trading nations, including Canada,
Mexico, Brazil, South Korea, Thailand and Indonesia,
also have ill-defined floating rates. Interest rate
policy is often used in conjunction with currency market

intervention to influence the exchange rate. South
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Korea, now on the post-crisis recovery path, has been
able to bring interest rates down below pre-crisis
|l evel s while the central bank buys |arge anmounts of
dollars to keep the won weak and the trade surplus
I ntact.

A big question nmark country for the new
architecture is China, with the yuan pegged to the
dol lar, but on a nonconvertible basis. The result has
been a consistent Chinese trade surplus and a huge
buil d-up of official reserves by the central bank to
$149 billion, or nore than 100 percent of annual
inmports. The inplication is that the nonconvertible yen
I s undeval ued, although China threatens to nove in the
other direction and devalue its currency further. At
sonme point, the yuan needs to becone convertible, and
then the same “two corners” pressures will come into
play. Hong Kong will also be affected because the Hong
Kong dollar has been linked to both the U.S. dollar and
the Chinese yuan, and if the latter were to become more
flexible with convertibility, Hong Kong would have to
choose whether to link to the U.S. dollar or the yuan.

In parallel with the broadening of the basic two-
corner architecture, IMF loans would become less
necessary or useful. Mexico, which floated its rate in

1995, then went on to float successfully through the
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financial crises of 1997-98 w thout recourse to the I M
or other large official borrowng. It is doubtful that
ot her emergi ng market economies now with floating rates
wi Il again need the kind of |large financial packages put
t oget her over the past four years. A mgjor benefit of
a floating rate policy, in fact, is the discipline it
| nposes on governnents not to let fiscal, banking, and
other policies drift dangerously out of I|ine.

In terns of geographic scope of the energi ng new
financial architecture, the industrialized countries,
whi ch account for 65 percent of world trade, are now all
clearly in one or the other corner, with nonetary union
in much of Europe and managed fl oating rates el sewhere.

One consequence is that none of these countries has
taken out an IMF loan in nore than 20 years. As
energi ng market economes follow this path toward the
two-corner orientation, the “IMF graduates” share of
world trade should rise to 80 percent or more.

There will still be an IMF role as the
international forum for developing guidelines and
disciplines for the new system, and for providing
technical assistance for banking sector and other
reforms in developing countries. But IMF lending
programs, in addition to being much smaller, will focus

more and more on the poorer, mostly smaller countries on
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t he periphery of the international trade and investnent
system Moreover, this geographic shift increases the
overlap between IMF and nultilateral devel opnent bank
prograns, and strengthens the case for nerging | M and
Worl d Bank | endi ng prograns.

From the U. S. perspective, the definitive shift
from a dollar-linked to a floating rate financial
architecture is equally stark. Canada and Mexico, the
United States’ two largest trading partners, accounting
for one third of total U.S. exports, have close to a
free float policy. Adding in Europe and Japan brings
the share of U.S. exports up to 65 percent, and floating
rate emerging market economies increase the share to at
least 75 percent. China/Hong Kong and Argentina, in
fact, are the only remaining major trading partners with
an exchange rate clearly pegged to the dollar.

It is only in the context of this greatly changed
set of financial relationships, and in particular the
systemic shift to managed floating rates, that the
record U.S. trade and more broadly based current account
deficits can be addressed. In January 1999, Secretary
of the Treasury Robert Rubin stated for the first time
that the U.S. deficit is not sustainable, and the
reasons are clear. The eighteen-year chronic current

account deficit has transformed the United States from



a net creditor nation of $350 billion in 1980 to a net
debtor of $1.2 trillion in 1997, headed for $2 trillion
by 2000. This equates to about 20 percent of U S. gross
donestic product, projected to rise over 30 percent by
2005. Wth $300 billion of additional debit
accumnul ati ng abroad each year fromthe current account
deficit, sooner or later there wll be offsetting
downward market pressures on the dollar to reduce the
external i nbal ance. A slowdown in the U S. econony
and/or a pickup of growth in Asia and Europe could
trigger such a shift. In the current state of highly
i ntegrated financial nmarkets, noreover, the shift could
be abrupt, wth substantial adverse inpact on US.
economic growth and stock markets. This is the “hard
landing” scenario, and the policy question is what
governments should or should not do within the new
floating rate financial architecture to avoid a hard
landing.

One thing the United States should not do is
increase import protection to reduce the trade deficit
because that would be self-defeating and lead to an even
harder landing. The counterpart restraint in the
financial field is for governments, and particularly the
U.S., Japanese, and European governments, not to resist

an early, orderly decline in the dollar as market forces
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di ctate. As expl ai ned above, sone other governnents
during the 1990s have used the exchange rate as an
instrument of a nercantilist trade policy, and this
should stop or be stringently constrained. Mor e
precisely, trading partners that have current account
surpluses or only modest deficits — which at this point
includes Japan, the European Union, China, and South
Korea — should not be increasing foreign exchange
reserves through central bank purchases of dollars.
Indeed, under a floating rate financial architecture, a
“prudent” level of foreign exchange reserves would be
lower than before, and such countries with unusually
high levels of reserves might, if anything, begin to
reduce excessive reserve holdings.
These are the analytic and policy issues ministers
should be addressing at the Bank/Fund meetings in
September. A much smaller IMF lending program should be
welcome, and the multilateral challenge of how to manage
a soft landing for the dollar, including reasonable new
disciplines on central bank intervention in currency
markets, should be prominent on the agenda.
Regrettably, however, such issues will likely be
avoided, for two reasons.
First, purveyors of IMF loans would resist the

notion of a greatly reduced financial program. A big
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architectural innovation of 1999 was creation of a new
| MF contingent lending facility, which could result in
nore rather than |ess borrowing fromthe Fund by sone
countries. There is also a special problem with the
Fund’s largest borrower, Russia, currently in default to
commercial lenders, and where the Fund has to offer
additional loans in order for Russia to service existing
IMF loans. Such linkage would render the Russian
liabilities “non-performing assets” by commercial
banking standards, but the IMF applies different
standards.
And second and more important, there is widespread
aversion to any discussion of whether the chronic U.S.
current account deficit is sustainable and, if not, what
to do about it. The U.S. deficit goes to the heart of
the transition to a post-dollar, managed floating rate
architecture, but any reduction in the deficit has to
result in a reduction of surpluses elsewhere, which is
politically unwelcome for most trading partners.
Finance ministers continue to be more ostrich-like than
forward thinking when it comes to the key components of

the truly new financial architecture.

*Ernest H. Preeg is a senior fellow at the Hudson
Institute in Washington, where he directs a project on

the chronic U.S. current account deficit and a new
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econonm ¢ architecture.
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CHAI RVAN VEI DENBAUM  Thank you.

Conmi ssi oner Krueger?

COW SSI ONER KRUEGER:  Thank you very nuch.

| have two questions, actually, and they' re
di stinct enough, 1'd like to address them separately.

| think the first one is to Dr. Preeg,
primarily, but 1'd also be interested in anything the
ot her panelists have to say. And I'm followi ng up
really on what Don Runsfeld asked, because you were
sayi ng that you thought that something had to be done.

Now, one can tal k about the exchange rate,
one can tal k about any nunmber of things, but | think we
woul d all agree, along with Dr. Collins, that if there
Is to be a reduction in the current account deficit,
there has to be either an increase in savings or there
has to be a decrease in investnent. It has to be one or
t he other or sone conbination of both.

Your inplication is that sonehow this could
be avoided. Now, | guess ny question would be suppose
in fact that you saw a small country wth very
profitable investnents, but for sone reason they were
going to stay a rate of return above that in the rest of
the world for a long, long tine. Surely, an in-flow of
capital would help finance those investnents. It’s
sustainable, is it not? And the deficit has very little

to do with it.
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Wuld you cut that investnent on the

grounds that the country had a current account deficit?

How woul d you -- if you really believe that sonething

shoul d be done, what would you do to increase savings,

which, as Dr. Collins pointed out, is not sonething that
very many of us think we know how to do?

MR,  PREEG | certainly didn’t nean to
imply that we could do this w thout increasing savings.
You have to naintain the identity. The equation has to
be there. What ever the adjustnment is, savings and
I nvestment have to balance, and if we get rid of the
current account deficit, which neans savings from
abroad, sonething has to adjust within our econony. The
real question is how the adjustnent takes place. If all
of the current account deficit and new borrowi ng all
went into increnental -- that’'s the key word --
i ncrenmental investnent -- then obviously we woul d have
a problem cutting back because investnent would cone
down. If nost of it were used for consunption on the

ot her hand, the adjustnment would be quite different.

| would just nake one other point. How the
equation, the identity adjusts also has to do w th what
the causes are of the deficit in the first place and
what the policy response mght be. | see three causes.

One is cyclical factors, which have been very inportant
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during the last couple of years for the trade deficit.
That rai ses one set of factors and in these you sort of
wi pe them out or whatever you do.

The second is the question: Is there an
underlying savings gap within the U S. econony? Aside
fromthe cyclical effects | believe that’s part of it.

The statistics are not good, but we need to do
sonmething internally to get our internal Ievel of
savi ngs up.

The third area of causality concerns
pol i ci es being used by other governnents aside fromthe
mar ket forces, which essentially drive the cyclical and
the internal savings investnent structural balance,
particularly the exchange rate policy. In sone
instances -- | would signal China in particular -- trade
policy changes could also affect this equation aside
fromthe market forces.

COW SSI ONER KRUEGER: But my question, |
think, was a little nore pointed than that.

Let’s take your premse -- which I'm not
sure | buy -- but let’s take your prenmse that
sonet hi ng, quote, "should be done" to reduce the current
account deficit.

MR PREEG Right.

COW SSI ONER  KRUEGER: Qobvi ously, and |
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think you said inplicitly that you would not do anyt hing
on the investnent side. | think you said that
investment is a good thing, so inplicitly you re saying
you woul d sonehow raise the U S. savings rate, and ny
gquestion is how?

MR.  PREEG Vll, if it’s the internal
structural causality, there are a nunber of neasures.
W could change fiscal policy. A nost all entitlenents
have inpact on savings, and how entitlenents are
structured can nmake a difference. Changing the
bankruptcy |law m ght make sonme difference around the
edges.

But whatever we do to change the bal ance,
I'm not saying it doesn't affect investment at all. If
consumption is four times as large as investment and we
have to shift three percent of GDP to the export sector,
both consumption and investment would have to come down
three percent.

There would thus have to be some reduction
in investment, but it's not one-on-one between bringing
down the current account deficit $300 billion, and
bringing down investment $300 billion.

COMMISSIONER KRUEGER: So, what you are
saying, then, is that you would basically have the U.S.

Government go to fiscal surplus.
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VR. PREEG I didn't mention the
Governnent. But Governnent consunption could al so play
arole.

COW SSI ONER  KRUEGER: What policies can
you use is what I'mgetting at. |If this is a problem
what are the policies you can use?

MR. PREEG Well, as | have said, fiscal
policy, entitlenents, incentives wthin entitlenments are
ot her ki nds of measures, such as bankruptcy.

COW SSI ONER  KRUECER: | have a second
question, but Dr. Feketekuty had somet hing he wanted to
say on this one | think. Gesa had sonething he wanted
to say.

VMR, FEKETEKUTY: Just to add to what Ernie
was saying, if you were sonehow able to get foreign
governnents to accunulate dollars, the market would
force an adjustnent. More of that adjustnment would
occur on the investnent side rather than the savings
si de.

The question, then, is what can we do to
get the savings rate up. | wonder whether there are
sone tax policy changes that m ght encourage a shift
from consunption to investnent. W have many tax
i ncentives that favor consunption in the tax code. W

coul d renpove sone of these incentives.
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As an econom st, |I’'m skeptical of the idea
that savings rates would not respond to a higher
i nterest rate.

COW SSI ONER  KRUEGER: Could | continue
Wi th ny second question?

And this really goes to this question of
of ficial holdings of reserves and what that has to do
wi th anyt hing, because Dr. Preeg has presented us with
some nunbers arguing that official holdings have gone
up, and we all know that especially when you re dealing
with a first difference, which is what these things are,
that you could find all kinds of nunbers that track al
ki nds of other ones.

But we’'re tal king about a current account
deficit of about $300 billion, and according to your own
nunbers, foreign exchange daily transactions are $1.3
trillion. Now, the conventional w sdom out there and
the kind of thing that was discussed after the Asia
crisis was how dangerous all this private noney was,
because it was so liquid, and there was an inplicit
assunption that the public funds were in sone sense |ess
liable to various kinds of manipul ative things.

So, the first part of the question is, do
you really want to say that it’s the public holding of

these funds is nore dangerous than the private hol di ngs?
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And -- two other parts -- secondly, quite
clearly, we had a trenendous out-flow of funds from
Korea’s South Thailand and so on in the Asian crisis.

Then those countries inports cut back drastically, as
they, a, tried to -- went into recession. So, their
exports did not grow actually grow |last year; it was a
cut in inmports. And with that, of course they built
their reserves back up. Is this what you regard as
exchange rate nmani pul ati on woul d be the second part of
it?

And the third part of it, | guess, is the
ot her way around. |[|f indeed you think these countries
are mani pul ati ng the exchange rate, how can it be then
that in the 1970° and 1980’ s, according to your nunbers,
things were so different, because we had then nore fixed
exchange rates and countries in fact building up
reserves relative to private hol di ngs?

MR. PREEG First point, the $1.3 or $1.5
trillion a day, nuch of that is back and forth. It’s
not quite conparable. But there’'s no question that --

COWM SSI ONER KRUEGER: But we’'re talking
about dangerous --

MR PREEG No, ny first point concerns the
forces affecting our overall exchange rate and bal ance

of paynments. Part of it is current account, and part of
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It is capital accounts, and in recent years the capita
flows, particularly 97, 98, were probably dom nant.

But, still, current account deficits do count. |If at
the end of the year, there’s an accunul ation of three
hundred billion dollars abroad that people have -- they
have to i nvest them sonewhere, this would put downward
pressure on the dollar.

And ny point about distinguishing what
central banks do or governnents do from private market
forces is that those decisions are not market oriented.

One can take the view, | basically do, that the best
thing probably is to have freely floating rates and | et
the markets determ ne what are the exchange rates. And
we may still have a trade deficit at the end of the day,
because we have an internal savings gap, and that’s our
question to deal wth.

However, when foreign governnents take
dollars off the market for whatever reasons, that’'s a

non-market different factor, and it happened during

these six years of the early ’90s. W had an
unpr ecedent ed experience -- never happened in the ’70s
or '80s -- that so many dollars were taken off the

mar ket by central banks, and | do relate this in the
discussion to the very uneven adjustnent to

gl obal i zati on where others had export-driven growh, and

76



there was a strong tenptation to buy doll ars.

There was al so the fact that trade doubl ed
and for those who say reserves shoul d equal 25 percent,
at least, of inports, that neant -- ipso facto,
governnents had to have twi ce as many dol | ar reserves.

That’s the World Bank criterion.

There are a nunber of reasons for the
deficit. Al | said is that if central banks take 90
percent of the current account deficit off the market,
there will be a significant inpact through a stronger
dollar and with a tine lag, a larger trade deficit.

One final question, do other governments
mani pul at e? In other words, they didn't increase
reserves because they felt they had to have a higher
prudent |evel, but they deliberately wanted to take
dollars off the market in order to keep the yen or the
won down and nmintain export-driven grow h. And we
didn’t argue.

Article IV of the IMF says that members
shall, quote, " Avoid manipulating exchange rates to
gain an unfair competitive advantage." And the
specified surveillance procedures state that one
development that could be related is protracted large-
scale intervention in one direction in exchange markets.

That's a criterion as to whether they're manipulating,
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and obviously that would have the effect of keeping
their currency down.

And related to this is the piece that cane
out yesterday in the Journal of Commerce -- to show
that, clearly, Japan has been doing this. They ve even
been sayi ng they’ ve been doing it.

W' ve also had the Omibus Trade and
Conpetitiveness Act of 11 years ago. Qur U S. Treasury
is required twice a year to report to the Congress
whet her any other country mani pulates its exchange rate
on these criteria, and not once in 11 years has the U S
Treasury said that Japan has been mani pul ating on this
basi s.

This is a controversial policy issue, and
there are nenbers of Congress, obviously, who were nore
inclined to agree with nme that maybe there has been sone
mani pul ati on by Japan.

CHAI RVAN W\EI DENBAUM I have a l|ist now,
Comm ssioner’s Angell, Hlls, D Arato, and Wessel.

COMWM SSI ONER  HILLS: | just had a
clarification here.

Dr. Preeg, help ne here. This norning in
the Wall Street Journal, it showed that the dollar had
fluctuated from 137 down to 108 in the past 12 nonths.

If | take a wder span of tinme, the dollar has
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vacillated from 147 down to -- | should ask the
comm ssioner to ny left who is the reigning expert on
nonetary range -- but | think about 80.

I f these governnents are nmanipulating the
currencies for conpetitive reasons, have they been
successful ?

MR. PREEG  Well, up to a point. The yen
was about 110 at the beginning of the year. It went to
130, and now it’s up to 109 or 10 again. They held it

for a few nonths at 120 by buying |arge anounts of

dol | ars. There was one report of $20 billion of
purchase in June. At a certain point -- and they can go
on year after year -- but at a certain point, it’'s going

to catch up with them, and that's part of the
difference, perhaps, between a soft and a hard landing
scenario. If others keep trying to keep their
currencies up, at a certain point, the markets can
overreact -- maybe it's the $1.5 trillion a day -- much
stronger than the mid-'80s when we went through a
similar transition.

The adjustment, | call it a relatively hard
adjustment in '85, '87, when the dollar came down by 40
percent. The managed soft landing was going to bring it
down only 10 or 12 percent. But, within five weeks,

with some intervention, it was already down 12 percent.
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Then it went another 20 percent.

So, ny answer is that governnents try, and
at tines they can succeed for periods of time, but it
can also catch up, and I think now we have to consider
whet her we’'re getting close to a point where the yen may
go down nore than it should just to bal ance out markets.

CHAI RVAN VEEI DENBAUM  Thank you.

Conmi ssi oner Angel | .

COW SSI ONER ANGELL: M. Chairman, | would
like to make a coment, and then 1'Il get to ny
question, which I wll ask tw ce.

Countries that attenpt to rmanipul ate
exchange rates and engage in other nercantilist or
protectionist policies largely harmthensel ves far nore
than they have the potential to harmus. So, | think
that’s a very inportant consideration.

COW SSI ONER LEW S:  Coul d you repeat that,
pl ease.

COW SSI ONER ANGELL: Countries that engage
in prot ectioni st, mercantilist, exchange rate
mani pul ati on prograns, harmthensel ves and their growth
rate and their well-being far nore than they have the
potential to harm us. W are harmed by our policy
m st akes, not so much by other countries’ m stakes.

Now, | would like to ask ny question. Do
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each of you agree with the premse that it is futile to
try to adjust the trade deficit without altering our
savi ng i nbal ance?

As you know, we’'ve, in the United States,
al ways had a very l|large share of our GDP devoted to
residential capital investnent. Since 1990, non-
residential capital investnent has noved from nine
percent of GDP to 13 percent of GDP. One of the nost
unusual changes ever witnessed in a nodern econormny, our
saving rate has not kept pace.

Now, surely we all would agree that if we
really wanted to i ncrease the savings rate, that would
not be hard to do. Al we would have to do is to shift
froman income tax systemto a consunption tax system
and we could raise the savings rate dramatically. So,
the fact that we don’t raise the savings rate is really
an indication that we don’t want to raise the savings
rate.

Now, if our savings shortfall continues to
run at $20 billion a nonth and if we decided to take the
trade deficit to zero, surely you would each of you
agree that that would be futile, because taking the
train down to zero while still spending at the rate we
are out of inconme, would sinply cause our growh rate to

rise even higher. For the last five years, we will have
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grown -- this has a little forecast in it -- for the
| ast five years, we will have grown at a real rate of
four percent.

Taking the trade deficit to zero woul d add
one percent or two percent or three percent to that
grow h rate dependi ng upon how fast it would take the
trade deficit to zero.

So, surely we would understand that it
would be futile to try to reduce the trade deficit
W thout either leaving this capital spending econony
that is driving | abor productivity higher or raising the
savi ngs rate.

So, | come back to ny question, which I
prom sed to ask tw ce. Do each of you agree that it
woul d be futile to attenpt to reduce the trade deficit
while maintaining a savings inbalance of $20 to $25
billion per nonth?

CHAI RVAN VEI DENBAUM  Who wil | | ead? Gesa?

MR, FEKETEKUTY: |’m not sure it would be
futile but certainly undesirable. In other words, we
could do it, but the consequences mght not be
desirabl e.

COW SSI ONER ANGELL: But if did it and we
added one, two, three percent to a four percent real

growh rate, then our growth rate would rise relative to
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the growth rate of the rest of the world. And so our
I mports woul d overwhel mus, right?

MR,  FEKETEKUTY: As you well know, what
woul d happen is inflation would go up and the Fed woul d
tighten the noney supply. And, so our interest rates
woul d rise, and so we would not get that higher growth
rate. What we would get is | ower investnent.

COW SSI ONER ANGELL: Well, but | do not
agree that faster growth causes inflation. Only bad
nonetary policy causes inflation.

(Laughter.)

COW SSI ONER  KRUECGER: Pardon ne, but,
Gesa, did you say -- just to repeat the question,
because | think sonething got lost in translation -- did
you say that you did believe you could cut the trade
deficit w thout doing anything about the savings and
such?

MR, FEKETEKUTY: Could I make one comment.

Wiile | agree with Ernie’ s concern about the buil dup of
dol l ar bal ances by other reserve -- | nean countries, |
don't think the blame is entirely on foreign
governments. U.S. policy bears part of the blame by
pursuing policies which favor the use of dollars as a
reserve currency.

We have to look at both sides. It's not
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only the question of what foreign governments in
accunul ating dollars are doing but also what the U S. is
doing to encourage foreigners to hold dollars.

CHAI RVAN VEEI DENBAUM M. Beach.

MR. BEACH  Yes, | certainly agree. 1'1]
just be very brief. As | mentioned earlier, M. Angell,
on nmy concerns in this point in our history, | guess,
goes beyond trade deficit to the publicly provided
pensi ons, to our pension system |’mnot convinced that
personalizing Social Security as the net national
savings, but I am totally convinced that going to a
consunption tax would nove the savings rate very nuch
hi gher . And if we can anything to use these $340
billion negative nunbers to nove forward the tax reform
agenda, | say it’s good for the country.

COWMM SSI ONER ANGELL:  Thank you.

CHAI RVAN VEEI DENBAUM  Dr. Col l'ins?

IVB. COLLI Ns: Just very briefly,
absolutely, | agree with your conment, your question to
us. A country that is on bal ance taking nore resources
for the rest of the world is by definition a country
whi ch has a savings investnent inbal ance.

Just let nmet take the opportunity to nake
two brief comments, which are related to Professor

Krueger’s questions earlier, which | see actually two
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pi eces of the sane question, which have to do wth the
adj ust mrent question. Part of it is on the donestic or
current account side and part of it is on the capita
fl ow si de.

On the first part of that, the scenarios
that | call the orderly scenarios that seemquite |ikely
to ne -- of course one doesn’t ever know 100 percent --
but they seemquite likely have the U S. current account
i mbal ance declining over tine with increases in the
gross national savings rate as well as in sonme cases
sone slight declines in the investnent side.

And how is that brought about? It’s
brought about through a variety of nechanisns. Again,
as the rest world econony strengthens, one woul d expect
a nunber of things to happen there. Agai n, assuni ng
conti nued sound macro policy in the United States, those
woul d i nclude sone increase in demand for U S. output.

They would also include sone shift in
demand for foreign assets, and those things would tend
to depreciate the dollar. And as the dollar would
depreciate, | actually do believe that changes in
relative prices have been part of the reason for the
personal consunption boomin the United States.

And, so one m ght expect, and sonme of these

nodel s bear it out, that you would see sone gradual
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increases in that personal savings rate over tine
associated with that adjustnent nechanism And, so the
orderly adjustnent | see as certainly reflecting changes
I n saving and investnent.

And, then, finally, on the capital side, it
seens to me that the risks or the uncertainties really
very much are associated with private capital flows,
which are very hard to predict. The changes in the
public flows, it seens to me, are nmuch less likely to be
what | called to be orderly and nuch less likely for
concern down the road.

Thank you.

CHAI RVAN VEEI DENBAUM  Thank you.

MR. PREEG | woul d suggest you m ght want
to rephrase the question, because | wuld say by
definition it is inpossible to adjust the trade deficit
wi t hout change in the savings gap. It’'s the definition
that the savings gap equals the current account deficit.

The key difference is whether we adjust --
iIf it’s unsustainable and the deficit’s going to cone
down — the question is do we take measures ourselves --
call it soft landing -- to reduce the trade or eliminate
the trade deficit -- by reducing the savings gap, or do
we wait for markets to impose it through the hard

landing impact on exchange rates, interest rates, et
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cetera.

But, w thout question, by definition, you
cannot adjust the trade deficit w thout adjusting the
savi ngs gap.

CHAI RVAN VEEI DENBAUM  Conmmi ssioner Hills?

COW SSI ONER HILLS: Dr. Collins, | was
interested in your view that seens to be sonmewhat nore
opti mstic, perhaps, than sonme of your colleagues on the
panel. If | correctly understand you, one scenario that
you see is that the trade deficit would grow over a
period of time, maybe as nmuch as five years, but not in
a straight trajectory, and then the natural mechani sns
of adjustnment would take place, as they have in the
past. Do | correctly understand you?

M5. CCOLLINS: Yes, that is -- and, again,
the different nodel scenarios have sonewhat different
timng and sonewhat different nmagnitudes, but, as | say,
that is a scenario that | see as a believable scenario.

O course, one can never predict exactly what would
happen, but, yes.

COWM SSI ONER HI LLS: And the holding of
dollar reserves, dollars being the major reserve
currency today, has actually been recommended by
institutions like the IMF for liquidity in the face of

i ncreased globalization and $1.3 or $1.5 trillion
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dollars of private nonies noving around which has
created greater risk for financial disturbance such as
we saw in Asia and Russia and Brazil. Many countries
have tried to accunmul ate and have been encouraged to
accunul at e adequate surpluses to deal with that problem

Isn’t that the case?
M5. COLLINS: Yes, very nmuch so. I'n

particular, in the aftermath of the currency crises,

which affected many countries in Asia as well as
el sewhere, many -- and | would include nyself in this
group -- have advocated that one piece of a prudent

response is to hold a |arger |evel of foreign exchange
reserves. | think that is largely seen as a defensive
response and not so nmuch as a potentially aggressive
response and not even so nuch as one that is directly
related to trade flows.

But in some ways, one of the worst things
that can befall an econony is to undergo an economc
crisis, and so if one is trying to maintain or sustain
positive growh rates, trying to avoid crises is perhaps
one of the nost inportant things for policymakers in
developing a transition in other economes to keep pin
m nd.

And, so | see the increase or the nove

towards increasing reserves in many of those countries
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as in fact quite a positive devel opnent.

But having said that, one | think would
expect that as the rest of the world strengthens, that
the conposition of those assets mght becone nore
di versified. At the nonent, ny reading of the data
suggests that there is perhaps a |larger share of dollar
holding in those reserves than one mght expect to
happen down the road.

And, so part of that transition or the
scenarios that some of the nodels |’ve tal ked about
suggest is a reallocation and a shifting. Again, |
don’t see a reason to expect that not to happen in an
orderly way. It’s not clear to nme why there’'s any
reason to think that a country that as part of a prudent
macro strategy is accunul ating reserves would all of a
sudden decide to nmake a dramatic shift fromone currency
hol di ng to anot her. One woul d expect that to happen
over time.

COW SSI ONER HI LLS:  Thank you.

CHAI RVAN VEEI DENBAUM  Thank you.

Conmi ssi oner D Amat o.

COW SSI ONER D AMATO Thank you, M.
Chai r man.

| think this has been a very interesting

di scussion on dollar holdings. | think, M. Chairnman,
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it mght be useful for the Conm ssion to have sone nore
wor k done on the question of public and private dollar
hol dings and their inplications. That would be
I nteresting exploration for us.

But I'd like to shift to the other side of
nmercantilist behavior, which is basically trade flows
and trade barriers. Cearly, our Asian partners have
been involved in nercantilist behavior. Trying to
reduce Asian trade barriers is probably the | ongest
runni ng show i n V\ashington, and is alive and well today.

|’ve been involved in drafting all kinds of
mechani snms to try and reduce those trade barriers with
al nrost no success over the |ast 10, 15, 20 years.

The question | have is how do you reduce
these trade barriers? You, in your testinony, M.
Anbassador, tal k about the need to reduce foreign trade
barriers. O course, we would like to reduce them but
you don’t really come up with any mechani smwhere we can
actual ly acconplish that.

| have two questions. Does anybody in the
panel have any nore ideas about how we can reduce
foreign mercantilist behavior and erecting protectionist
trade barriers while they invade our open market at
will?

But the second thing is this: 1In our |ast
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hearing, one of the panelists suggested that the
conposi tion of our balance with China, our trade deficit
with China, was a very large nunber attributable to
foreign trade barriers -- | think $30 to $50 billion was
sonet hing of that order.

Let nme ask you, M. Anbassador. Do you
have a sense of what portion of the trade inbal ance with
China is attributable to their trade barriers? And the
second question is do we have any nore ideas on any of
the panelists as to how we can bring foreign --
particularly Asian trade barriers down?

MR, FEKETEKUTY: Thank you, sir. |’m not
an anbassador, but --

CHAI RVAN VEEI DENBAUM  There i s hope.

(Laughter.)

MR, FEKETEKUTY: China is obviously not yet
a market econony. Wiile a large part of the trade
bal ance is not necessarily the result of centralized
governmental decision-making, it's certainly decision-
making by many different government entities and
government-owned enterprises within China.

China is a country that's in the process of
transition. What is the most important thing we can do
right now? It's to do everything we can to encourage

the market-oriented reforms in China, and one of those
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Is to admt China to the WO under the kind of agreenent
that seens to be close within reach. It seens to ne
that’ s probably the absolute best thing we can do with
respect to China.

As far as the rest of Asia, the difficulty
with the in trade barriers is that they re not
necessarily barriers at the border. Wile barriers at
the border remain inportant to devel opi ng countries, the
problemin other countries is that they do not have the
ki nd of transparent donmestic regulatory systens that we
do. Reformng those systens is not sonething you can do
over ni ght .

What we need to do is to push and prod
t hese countries to nove towards objective, transparent,
arnms | ength nethods of regulating their economes. As
long as you have regulatory systens that are highly
interventioni st and discretionary, it provides all Kkinds
of opportunities for nercantilist intervention by
officials throughout the system as well as
opportunities for bribery and corruption.

It is in the interest of the countries
thensel ves, as well as in our interest, to encourage
them towards nore transparent, objective, performnce-
based regul ation. That is sonething you cannot do

overnight. It requires patient, continuing prodding.
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COW SSI ONER D AMATO Do you have a sense
of the percentage of the Chinese trade that 1is
attributable to non-trade barriers?

MR, FEKETEKUTY: No. |In a sense, the whole
deficit is the result of Chinese policy. | have asked
the Chinese why it is that they have been accunul ating
t hese assets. | said, "Wiy aren’t you using it for your
own gr owt h?'

Their answer was interesting. Their answer
was, "W do not have a sufficient nunber of enterprises
who can efficiently use these assets. W don't want to
squander them and what we need to do, we need to nove
our econony to where we have nore market efficient
enterprises who can efficiently use these.”

They do not want to wuse them for
consunption. In other words, they said, "W don’t want
to use these assets for just donestic consunption. W
want to use it for investnent in our econony, and we
feel that not enough agents wi thin our econony and not
enough enterprises who can efficiently use them"

And | thought that was an interesting,
coherent answer comng from the vice governor of the
central bank of China.

Now, | think the answer, therefore, really

Is we need to help themto transformtheir -- to get rid
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of the state or enterprises, and we'll privatize them
renove the subsidies, and get to the point where they
feel they have efficient agents who can make efficient
I nvest ment deci sions, and of course they' Il open up to
foreign investnment, as well.

CHAI RVAN VEEI DENBAUM  Conmi ssi oner Wessel ?

COW SSI ONER WESSEL: | want to follow up
on Conmm ssioner D Amato’s question. Last week,
believe it was the International Trade Comm ssion that
rel eased a report on China accession to the Wrld Trade
Organi zation, and as part of their finding, they
indicated that they estimated that the trade deficit,
the bilateral trade deficit, the current account
deficit, would increase as a result of the current
framewor k approach that is being negoti at ed.

Wth that in mnd, is that an approach we
shoul d be pursuing or should we continue negotiations to

find a nore desirabl e outcone?

MR, FEKETEKUTY: | find it hard to see that
we can get a nore desirable outcone. | wonder about
that result. | nean, | would have severe doubts. @ ven

what the Chinese have put on the table, it would involve
substantial reformand |iberalization further in their
econony in opening up.

| think all we can do really is push the
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Chinese to nove as fast as possible. | find in ny trips
to China there is no disagreenent within China as to
where they need to go. The whole argunment is over how
fast. And | think anything we can do to push the speed
of adjustment within their econony is going to be in our
i nterest.

M5. COCLLINS: My | -- | agree with what
has just been said. 1’'d just like to add one point, and
that is that one needs to be very careful not to go from
forecasts or projections of what mght happen to the
U S bilateral trade deficit with an individual country,
to go fromthere to what m ght happen to the overall
U. S. trade inbal ance.

Again, the overall U S. trade inbalance is
related to the macroeconom c i ssues of saving investnent
we’ ve been tal king about, and it’s nuch nore difficult
-- it’s very unclear that the forecast that cane out of
that study for the bilateral deficit would have an
obvious inplication for the overall.

The novenent towards integrating China with
the world trading community in a nore transparent way,
It seens to ne there are lots and lots of reasons to
nove forward on that. That is a medium to long-term
endeavor, not a short-termone, and it seens to ne it

needs to be evaluated in that |ight and not so nuch in
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a discussion of the overall U S trade inbal ance.

CHAI RVAN VEEI DENBAUM  Conmm ssi oner Lew s.

COW SSIONER LEWS: I'd like to ask -- |
have several questions |I'd like to ask you, but 1'd |ike
to ask you quickly one about China. They have had an
enornmous buildup of dollars, and they’ re saying they
don’t know how to invest it. Hasn't there been a
concomtant, huge foreign investnment in China during the
very period of tine that they’ ve been building up the
huge dol | ar investnents?

MR, FEKETEKUTY: There has been.

COMWM SSI ONER LEW S:  So, there’ s obviously
pl aces to invest in China.

MR.  FEKETEKUTY: Oh, vyes, and those
i nvestnments are taking -- | nean, there is a large
anmount of foreign investnent, but | suppose the question
Is beyond that, the Chinese don't trust their own
enterprises for nmaking w se investnent decisions.

COW SSIONER LEW S: well, | want to cone
into the Chinese question froma different angle.

It’s nmy understanding that the Chinese are
not buil ding up huge trade surpluses with Europe as they
are with us, not because they’'re not selling to Europe
but because they are buying from Europe nuch nore than

they’'re buying fromus. Wich neans that it’s al nost
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like a matter of national policy of the Chinese to build
up a huge trade surplus with us, because they woul dn’'t
be building up a huge surplus with us, if they bought
nore fromus, as they' re buying nore from Europe.

MR,  FEKETEKUTY: I wonder about that. I
mean, |’'m not sure that that’s a correct assunption
that they have a deliberate policy of building up a
surplus wth us. They do have a deliberate policy of
di versifying their purchases and their investnents.

COW SSIONER LEW S:  1t’s ny under st andi ng
they’ re buying nmuch nore from Europe than they’ re buying
fromus. 1'd like to see those nunbers, though.

MR FEKETEKUTY: Yes, | nean, | haven't
| ooked at those, but | don't get a sense that there’'s a
deliberate policy on their part to build up a surplus
Wi th us and not with the Europeans.

COMM SSI ONER LEW S: Yes?

MR. PREEG Vell, the fact is that they
have a huge trade surplus with us and they are bal anced
or even in deficit -- with Europe and other parts of the
worl d. Whether there is a deliberate policy or not is
a separate question, and of course China is not a
mar ket - ori ented econony at this stage.

COW SSI ONER LEW S:  Thi ngs don’t happen by

accident in China.
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MR. PREEG That's ny inpression there's a
| ot of manipulation -- I'’mgoing to use that term again
-- but the question is how do we push China in the right
direction? W are in this situation where they have a
huge trade surplus with us and not with the rest of the
worl d, and we shoul d be tal ki ng about it very frankly,
because that’'s not good policy fromtheir point of view
or ours to have this deficit. And as they nove toward
a nore market-oriented econony hopefully over tine, and
with WO nenbership the commtnments involved are a
significant step in that direction.

They also should nmake their currency
convertible on capital account, and sone experts say
that’s inevitable too. Wth their taking on WO
conm tments the service sector and el sewhere it will be
an extra push on this very inportant issue of currency
convertibility.

But until they get a lot further along,
we’ve got this major problem of the trade inbal ances,
and there’s no quick solution to it. | hope they
understand that it’s going to cause a problemin their
relations with us as long as trade is so wdely out of
bal ance.

COW SSIONER LEWS: | find your paper very

provoking, and |I'm wondering if you could give us a
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citation to the unrestricted war that you referred to of
the two Chinese mlitary strategists that tal ked about
a financial war is one of the ways to conpete in the
future?

MR. PREEG That was a front page story in
t he Washi ngton Post during the last two or three weeks
-- | don't have the date, but |I’m sure your staff can
find it.

COMWM SSI ONER LEW S:  Thank you. And coul d
we get a copy of the other thing that you held up, the
recent studies com ng out of London?

MR. PREEG  \Wich one?

COW SSI ONER LEW S: Lonbard.

MR. PREEG Oh, this one.

COMWM SSIONER LEWS: Yes. Could we get a
copy of that, and then we can nake copies of it
our sel ves?

MR. PREEG Yes, | guess so -- although
this is a pricey report and there nmay be a copyri ght
question . | have to reflect a little bit on that.

COW SSI ONER LEW S: Thank you.

Ckay, the question that | wanted to ask you
was sonebody at the | ast hearing said, "Trade policies
don’t affect trade bal ances.” Do you believe that?

MR. PREEG Trade policies wll have --
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COWM SSI ONER  LEW S: -- affect trade

bal ances.

MR. PREEG Well, they can, but they don’'t
have to.

COW SSI ONER LEW S: No, they said they
don’t. The coment was they don't affect trade
bal ances.

MR PREEG Well, it does for China, but if
countries are freely floating with their exchange rates,
there could be a rate novenent that coul d be of fsetting.

COM SSI ONER LEW S: Do you believe that?

M5. COLLINS: | believe that trade policies
can affect the distribution. It can affect particular
I ndustries or particular distributions by countries, but
trade policies by thenselves, | don't believe do affect
the overall trade balance for a country.

COW SSI ONER LEW S: M. Beach, do you
bel i eve that?

MR. BEACH. No, quite frankly, | don't. |
woul d agree with Professor Collins on this point. I
don't think that the policies could affect those
bal ances. It would be interesting to know who said
that, and I'msure we'll learn

COWM SSI ONER LEW S: Do you believe that

trade policies don't affect trade bal ances?
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MR. FEKETEKUTY: Well, they can if they
affect the structure of the econony.

COMWM SSI ONER LEW S:  Okay. So, you don’t
believe that they don't affect them

MR, FEKETEKUTY: Yes, | think they can, yes.

COMWM SSIONER LEW S: Okay. Then I’'d like
to ask you one final question. W have a foreign trade
policy in our country, don't we, whatever it mght be?

As a nation constructs a foreign trade
policy, what purposes should be served in constructing
the foreign trade policy? Wat are the interests that
we shoul d be concerned about ?

VMR, FEKETEKUTY: Trade policy?

COW SSIONER LEWS:  1'd like to ask each
of you that question. Yes, what are the interests that
we shoul d be concerned about in constructing a foreign

trade policy?

MR, BEACH. Well, | think we ought to nake
certain -- let ne just venture here, just an obvious
point -- that whatever our trade policy is, it’s one

t hat encourages what we do really best in this country
to be done. And, so our conparative advantage isS
clearly focused and supportive.

In that sense, since you never really know

what tonorrow s conparative advantage is going to be,
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you have to have a very hands-off, a very l|laissez-faire
approach, a very positive approach. A nercantili st
approach seens to be totally inappropriate to the kind
of world in which we live. It nust recognize the gl obal
reach of capital markets and the inportance of that for
di sciplining capital controls, other countries that are
just energing and comng onto the field of giving up
nati onal nonetary policies that do affect those trade
pol i cies.

Those are things that I would hope we woul d
focus on in addition to those other elenments that all
policy has to relate to, and that is the health and well
bei ng and defense of the country, which, of course, it
shapes that.

MR, FEKETEKUTY: Well, | agree with that,
except there are other considerations you have to take
into account. You want to nmake sure that the adjustnent
process is one that doesn’ t have undesirable
distribution effects with a new econony. So, you want
to nove in the direction that M. Beach nentioned but at
a speed and at a rate which doesn’t create internal
t ensi ons.

And, thirdly, you want to do it in a way
that maintains a domestic consensus in support of the

overall thrust of the policy, and that neans you’ ve got
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to noderate that policy in order to maintain that
consensus.

M5. COLLINS: | would agree with the broad
statenments that have been nmade, but let nme just step
back for a mnute. It seens to nme that one’ s objectives
for trade policy are the broader objectives that one has
for the overall econony.

On a macro front, those are maintaining and
sust ai ning econonmc growth rates in an environnent of
low inflation, stable price stability, and then, again,
| think there are inportant distributional concerns.

There are in some cases nicroeconomc
consi derations that countries have where there may be a
particular reason to target a particular industry and to
deal with that.

In that context, trade policy is one of a
range of policies that are available, but it seens to ne
that one starts with the overarching objectives and
| ooks at all of the policies together as a package and
doesn’t just say here's trade policy, what is this going
to do, wthout considering the broader range of
obj ecti ves.

COW SSI ONER LEW S: Wbul d anybody di sagree
with the fact that one of our goals in a trade policy

woul d be to provide an environnment in which Anmerican
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conpani es can conpete throughout the world? That shoul d
be one of our objectives.

MS. COLLINS: Sure, absolutely.

COW SSI ONER  LEW S: And one of our
obj ectives should be to provide |ow priced goods for
consuners in Anmerica.

M5. CCOLLINS: Yes, and | would characterize
both of those as in sone way supporting the broader
obj ective of sustained econom c grow h.

COW SSI ONER LEW S:  One of our goals would
be to provide conpetition for American conpanies so that
they have to constantly refurbish and nodernize their
plants. Conpetition is healthy for any conpany.

M5. COLLINS: | guess | woul d suggest that
that is an objective of the market, of the entrepreneurs
to provide that conpetition

COW SSI ONER  LEW S: Wuld one of the
obj ectives be to provide jobs for Anmerican workers?

M5. COLLINS: Again, | guess | would
per haps phrase that differently. One of the objectives
is certainly in the interest of living standards is to
provi de an environnent in which economc growh and job
creation can go forward.

MR PREEG Well, | think the objectives of

free trade is very much in the U'S interest. The gains
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fromtrade are real and the dynam c gai ns these days are
| arger than ever. The gains certainly would be
maxim zed if we liberalize on a reciprocal basis with
other countries. Qur two |largest trading partners are
Canada and Mexico. Thanks to NAFTA we have full, free
trade and investnment with all the objectives you
mentioned. So, | think that’s where we shoul d be goi ng.
There should be limts on other governnents
mani pul ating trade and distorting it. That’ s why we
have a countervailing duty law, for exanple, for
subsidies. That's what | believe our basic focus should
be in trade policy.
Now, to get back to trade deficit -- how
does this work out in terms of overall balance? If we
have floating exchange rates as we have with Canada and
Mexico and some other trading partners, that does most
of the balancing out. But at the end of the day, if we
still have an internal savings gap, by definition, we're
going to have a trade deficit, and we can’'t blame that
on a free trade policy.
COMMISSIONER LEWIS: One prior presenter
said that he doesn't think that a country should have a
foreign trade policy.
MR. PREEG: Who said that? | didn't say

that.
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COW SSIONER LEWS: A prior presenter, not
today. The presenter said, when | asked what shoul d be
the elenents in a foreign trade policy, this person
said, "I"Il be radical and say | don’t think the country
shoul d have a foreign trade policy."

And | said, "You nean total |aissez-faire?"
And he said, "Yes."

VR. PREEG el |, agai n, it'’s a
definitional problem You have to have a trade poli cy.

COW SSI ONER  LEW S: O course. Does
anybody here think that if Nazi Germany were in
exi stence today in 1999 that we wouldn’t be trading with
t hen?

CHAI RVAN  V\EI DENBAUM Vell, 1'd like to
| eave that and nove it along, if | nay.

MR. PREEG That’'s econom c sanctions. |
have anot her book on that one for you.

COW SSI ONER ANGELL: M. Chairman, | want
to be sure | understand M. Preeg. | think I heard you
say that it is a very bad thing when other countries try
to mani pul ate their econony in nercantilist ways, but
it’s a very good thing when we try to mani pul ate out
econony in nercantilist ways.

MR, PREEG | never said we should try to

mani pul ate our econony in nmercantilist ways.
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COMM SSI ONER  ANGELL: But what is trade
policy that you have in mnd if it is not the attenpt to
mani pul at e our econony so as to achieve a greater growh
In our exports than in our inports?

| nmean, it really -- 1 don't understand a
world in which it’s a bad thing if China or sone other
country attenpts to manipulate through its trade
policies, but it’s okay for us to attenpt to mani pul ate
t hrough our trade policies.

CHAI RVAN  WEI DENBAUM By the way, as
someone who did draft a trade policy from one
adm nistration, if | nay take a stab at answering
Conmi ssi oner Angel | .

One approach in trade policy is to foster
the reduction of barriers to the flow of trade and
I nvestment and thus encourage a nore productive,
conpetitive econony.

COWM SSI ONER ANCGELL:  And that would then
| ean nore to a laissez-faire world trade system

CHAI RVAN VEEI DENBAUM Qi | ty.

I f we can nove on. Comm ssioner Thurow.

COW SSI ONER THUROW Let nme ask about
fears. We can certainly bring in these two Chinese
general s that say the way to handle the United States is

to declare economc warfare. M. Ishihara in his fanous
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book of Japan, said, "No." He said we would pull the
Anerican chain, sell the Treasury bills, really show
them who' s boss. And | can certainly find French

politicians who've made very simlar speeches.

But | wonder whether it’'s really true.
Suppose you’'ve got a governnent -- any one of those
three, let’s say -- who owms a lot of Treasury bills,

and they decide to pull the Anerican chain, and they
sell Treasury bills. Wat they get -- they used to have
an Anmerican asset that paid interest, called the U S
Treasury bill, and what they get is nowa U S. dollar
anot her American asset that doesn’t pay interest. And,
| don’t really understand how our chain has been yanked.

| think these are all enpty threats. I
nmean, they could do it. Alan G eenspan would have to
change nonetary policies a little bit here and there and
those kind of things, but | don’t see any reason why M.
Runsfel d, the Secretary of Defense, should worry about
any of those threats, should he?

MR. PREEG  Should | say sonething since |
nore or |ess raised the issue?

First of all, it’s in the definition. It’'s
not that they sell Treasury for dollar bills. This is
intervention in the other direction where they sell

dol lars for donmestic currency.
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COMW SSI ONER  THUROW No, no. " m not
tal king about the intervention. |'mtalking about the
worry you had here, the fear that we would get to the
poi nt where they could kind of use these for political
or mlitary reasons. The threat or the actuality --

MR PREEG Wll, no. This is specifically
the $150 billion in China s central bank or in Europe.

It’s limted to that. Wuld they shift to euros or
woul d they sell --

COW SSI ONER THUROW  No, but they’ ve got
to sell Treasury bills to get dollars. They buy euros.

| mean, | don't really see where the mlitary or
political blackmail is in that. It mght be a little
awkwar d, but --

MR, PREEG Wl I, again, it’s the fact that
t hey have $150 billion. |If they nmade a decision they
were going to go down to 140, 130, 120, $10 billion each
nont h, that would put downward pressure on the dollar,
and if it were in a certain set of circunstances --

COW SSI ONER THUROW | don’t under st and.

It’s the political blackmil.

But |let ne ask you about another threat.
One of the ways to pay for a trade deficit is you borrow
t he noney, and of course there the problem you have to

worry about is what if the rest of the world at sone
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point in tine says, "W want our noney back." And then
you're telling people for however long in the future
you' re going to have to |l ower your standard of living to
repay the principal and continue to pay the interest on
t hese | oans.

The other way to finance a trade deficit,
of course, is they nmake equity investnents in Arerica to
the equivalent of Mercedes buying Chrysler. And
sonebody anong the four of you, and |’ve forgotten whom
said we wouldn’t care if that happened.

Suppose | could organize the world so the
entire trade deficit was financed by forei gners buying
Anerican conpanies? And, so every year, foreigners
bought  $350-whatever billion worth of Anerican
conpani es. Should we worry about that?

VR. BEACH: Well, politically, you m ght
have a concern there.

COWM SSI ONER  THUROW Vell, politically,
|"m sure that we do

MR. BEACH: | see a situation in which it
woul d be very difficult, M. Thurow, for you to go to
Boston and to | ook at the Harvard Commons or whatever
pl ace you happen to be and know that it’'s in German
hands, French hands, Japanese hands. Those ki nds of

I ssues are crucial. It boggles the mnd to think that
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all the US. conmpanies could be owned by foreign
countries. What would that nean in their context. But,
yes, clearly, politically, it raises a serious question.

Econom cally, are the assets well used?
Are we producing good wages? Do we have the required
rate of return on capital being net? 1Is this the best,
nost efficient use? | nean, those can be evaluated in
a separate sense.

COW SSI ONER THUROW We do have a capital
society, and | suppose at sonme level you' re saying it
doesn’t meke any difference to Anericans whether
Anericans play a role as capitalists. W woul d be
perfectly willing to sell our capitalist inheritance and
just play the role of workers in the global econony, and
we shoul dn’t worry about that.

MR. BEACH It worries ne politically.

COW SSI ONER THUROW  Just politically.

VR, BEACH: If | put on ny other hat, it
doesn’t worry ne that nuch.

COW SSI ONER THURON  Let ne ask anot her --
ny final question.

CHAI RVAN VEEI DENBAUM  Can | foll ow up your
poi nt ? Has anyone had the occasion of doing sone
anal ysis of the purchasing and investnent patterns of

foreign conpani es that take over American conpanies or
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vi ce versa, Anerican conpanies that take over foreign
conpani es?

To be blunt, they do have a tendency to
I nport nore capital goods, nore conponents fromtheir
home country than their donmestic conpetitors? Anyone
taken a | ook at that?

M5. COLLI NS: I haven’'t seen evidence on
that question specifically, but sonething that's rel ated
is sone evidence |I’ve seen that suggests that foreign-
owned conpanies are simlar to American-owned conpani es
in the human capital training kinds of conponents that
they provide and job creation kinds of issues. |’ m not
aware of sone studies on that specific question.

COWM SSI ONER THUROW Let ne ask you a
final question.

CHAI RVAN  WEI DENBAUM By the way, the
answer is yes.

COW SSI ONER  THUROW A long time ago,
Pr of essor Haut hakker doing econonetrics -- and | think
It’s been validated ever since then -- came to the
conclusion if you | ook at the incone elasticity of the
demand for inports, the income elasticity demand of
Anericans from inports fromthe rest of the world is
much, much higher than the incone elasticity of demand

for foreigners for inmports from Anerica, which neans if
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the whole world was growi ng at the same speed, let’s say
four percent a year, the United States trade deficit
woul d get forever bigger unless sonething el se adjusted.

MR. PREEG Like the dollar.

COW SSI ONER THUROW  And ny question is,
is that a macro probl em we shoul d worry about ?

MR. PREEG The short answer if we're in a
fl oati ng exchange rate world --

COW SSI ONER THUROW  Short answer, yes.

MR. PREEG -- the inplication is that the
dollar would drift down in this situation.

COWM SSI ONER THUROW  The dol lar has to go
down forever

MR PREEG Based on these circunstances --
t he Hout hakker effect, definitely.

CHAI RVAN VEI DENBAUM  Commi ssi oner Thur ow,

are you finished with your questions?

COW SSI ONER  THUROW | have one final
questi on. And it has to do with this issue of
di stribution. I think the real inplications are

di stribution, and, of course, as we all know, in the
economc literature there’'s this big debate about
whet her the adverse distributional effects that we’ ve
been seeing -- |owinconme people with either their share

or absol ute wages goes down and the top 20 percent doing
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very well -- how much of it is due to trade, and how
much of it is due to technol ogy?

But | think that’s a question where it’s
very hard to know. Let nme give you an exanple. Suppose
| have a new conmuni cation technology that allows ne to
make wiring harnesses wherever, -- Thailand, which neans
| nmove sone jobs to Thail and because of technol ogy, and
t he people who used to have those jobs being paid at a
reasonabl y hi gh wage now nove into services where their
wages are much | ower.

Is that a trade effect or a technol ogy
effect?

MR. BEACH. A bit of both, isn't it.

COW SSI ONER THUROW | think the answer is
both, and see | think this whole argunent about trying
to divide these distributional things into trade and
technol ogy affects -- it can’'t be right, because you
can’t do that intrinsically, because the technology in
fact is producing the gl obalization.

MR. BEACH |'d encourage the Comm ssion to
|l ook at the history of the shoe industry in this
country. | think that’s distant enough. W can see
technol ogy, and we can see trade in both. There's good
data on that and good research to answer that question.

COwW SSI ONER THUROWN W al so have an anti -
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trust case that destroyed our best firm in that
I ndustry.

MR BEACH Wl l, indeed, indeed.

M5. COLLINS: Can | nmeke a very quick --

MR,  FEKETEKUTY: To the extent you're
getting nore automation, that is sonmething that we can
divorce fromtrade. And, undoubtedly, automation and
change in the production process itself, and the
resul ting novenment fromblue collar to white collar jobs
Is largely technol ogy-driven and not trade-driven.

COW SSI ONER THURON  Let ne nake one fi nal
comrent here, because | think Professor Collins was
being a little cavalier about the distributional issues.
As | understand the data, and |I’'ve | ooked at it, sone
of it, recently, up through 1997, if you | ooked at nmen,
the real wages of the nedian nmal e worker and those bel ow
himwere falling. And the fact is from 1989 to 1997,
the wages for that nmedian, full-time, mnale American
wor ker were down four percent.

Now, nost of us believe that probably in
'98 and hopefully in "99 that those real wage declines
wi Il have stopped. But | think everybody al so believes
that the distributional effects are still very sharp in
a sense. Even in 1988, 1989, if you | ooked at how much

were the wages going up in the top 20 percent of the
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wor kf orce for mal es and how nuch were wages going up in
the bottom 20 percent, you' d see a big difference in
favor of the top

Now, then we can argue about what we shoul d
do about that, and it obviously isn't just trade policy.

But | think you can’t say that globalization has had no
I npact on that, because, here again, alnost all of the
studi es that have | ooked at what's happened to | ow wage
workers, let’s say high school dropouts -- and |
remenber a big one done not too |long ago -- where they
had 60 percent of the effect in California on high
school dropouts coming frombasically trade effects.

But you can’'t separate technol ogy and trade
woul d be ny basic argunent.

CHAI RVAN WEI DENBAUM  Dr. Collins wants to
defend hersel f.

V5. COLLINS: Well, let me not phrase it
that way. Let ne agree very strongly with both of the
two points you ve nade. | was very brief about the
trade mcro issues at the end, and perhaps didn't treat
themfully. | do have some naterials |’ve distributed
that | hope treat thema little bit nore fully.

But in that context, let ne just say that
while | agree with you that it’s extrenely difficult to

know whether it’s possible to partition themout, there
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are attenpts to do that, and one can fault them on a
variety of different nechanisns, but, given that, it
seens to me that one of the real |essons we shoul d take
Is if you step behind -- beyond this and | ook at the
| ook bigger picture, we want to be really careful not to
make the m stake of conparing where we are now, which
I ncl udes sone conbi nation of international novenents --
immgration as well as trade -- interacting wth
t echnol ogy and ot her donestic factors, as well. W want
to not suggest that there are alternative scenarios that
coul d have existed that are actually unrealistic.

And, so it seens to nme that the real |esson
fromthat is not then to take guessti mates of what trade
woul d or wouldn’t do and to suggest that it could nove
us back to a world before the trade and technol ogy and
ot her factors happened, as well.

And, so the key issue then is comng up
with a realistic counterfactual, and that’'s the real
reason why | think the trade policies are not the best
way to address the real distributional concerns that, |
agree with you, the changes in the past two years have
only been a drop in the bucket to address.

CHAI RVAN VEEI DENBAUM  Thank you.

Conmi ssi oner Becker?

COW SSI ONER BECKER: Thank you, M.
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Chai r man.

Just a coment on this last thing that
you're talking about. In all my experience, ny life,
|"ve never witnessed a transfer of jobs fromout of this
country to another country because of technol ogy. Wat
|’ ve seen is that you nove the technology with it from
the United States. The United States has the
technol ogy, and you nove it into the other country, and
you train workers in the other country.

Very often, other workers from the other
countries cone into the United States and work with the
exi sting workers until they beconme famliar with a job,
and then they nove the job and the technology to the
ot her countries. There may be sone exanpl es that exist,
but in 40 years of dealing with this and going through
shutdowns and transfers of work, |’ve never seen it, not
Wi thin our union or other unions either.

I would |like to address your comments and
your concerns about the increased trade deficit
hei ghtening the political concerns and subsequently the
fight for protections for workers. | would submt --
and | have another question that | would Iike to ask M.
Preeg at the end of this, | would tie them both together
to a degree. W're a nation of |aws, and we have trade

|aws. We do have sone trade |laws. The ones that | dea
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with and manufacturing workers deal with nostly are the
dunping |laws, section 201 and 301, and there are sone
others in there that I’mnot famliar wth.

The enforcenent process is extrenely
costly. The steel industry estinmated at one tine that
it took $1 mllion. Soneone can run through a trade
case and wind up spending close to $100 mllion in
processing a trade case from beginning to end. Most
conmpanies are not in a position to do this. Certainly,
a toy factory down the street that has to contend with
violations of other trade laws can't do this. They
don’t have the resources to do this kind of thing.

And, so | would ask a question based on
your comments. Do you have any kind of an estinmate at
all of what percentage of our trade deficit is caused by
what is referred to as unfair trade, which incidentally
Is in violation of US. Ilaw, and therefore, illegal
trade? Could you give an estinate of that?

O maybe anyone else could answer this
question keeping in mnd that nost conpani es, the vast
majority of conpanies, can’'t even deal with the trade
| aws.

And, secondly, do you feel it would be
advant ageous to liberalize those trade laws so that it

woul d be easier and less costly to process and that
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wor kers thensel ves could process unfair trade cases
under section 201, 301, et cetera?

MR, FEKETEKUTY: |’ve always felt that we
have been too restrictive in the use of 201, which is a
safety valve, and the policynmakers have to know when the
shoe pi nches, when people are hurt. This use of 201 can
send signals to policymakers by policy decisions.

When a failure to control fiscal policy leads to
tighten nonetary policies and an opportunity of the
dollar, the burden of preventing inflation is put on
I ndustries that produce tradabl e goods and services.

Since it is easier to inport steel than
purely donestic services as a product, industries such
as the steel industry end up having to pay for a policy
deci sion that had nothing to do with steel.

At that point, it is inportant for a signal
to come back to those policynmakers that macro policies
are having a distributional effect in the econony. A
201 action is one such signal. | have thus always felt
that we have been too restrictive in the use of inport
relief, denying inport relief in situations where an

i ndustry is being hurt by wong macroeconom c policies.

COWM SSI ONER BECKER: But staying with the

first question, where conpany after conpany could be
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w ped out of business, because they can’'t "conpete,

guotation marks, "can’t compete,” against foreign firms
that are dumping, or selling products in the United
States below the cost of production before they are
produced by subsidized industries. If this is the law
of the land, there has to be a way for American workers
to exercise their rights and get the benefits of this
law. It has to be available in some way, doesn't it?
Or do we just want to give our jobs and our industries
away?

MR. FEKETEKUTY: You have a legitimate
point.

CHAIRMAN WEIDENBAUM: Dr. Preeg?

MR. PREEG: Well, unfair -- what is unfair?
Certainly, anti-dumping and countervailing measures
address unfair trading practices. You asked how much
of the actual trade is subjected to these actions, and
the answer is that it is quite small in the overall.
So, | would say that a relatively small share of our
trade deficit has been designated as unfair, where we
countervail or apply anti-dumping duties.

Section 201 actions are not necessarily
against unfair trading practices. There's simply a
disruptive impact on American workers and firms from

trade. It doesn't have to be based on unfair practices,
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but, again, a relatively small anmount of trade is
I nvol ved. | don't have a clear assessnent of 201
actions -- so much is to try to show that injury is
caused by trade, mainly or by whatever criterion, rather
than by donestic conpetition.

I would just finish by saying several
mllion Anerican workers -- three, four, five mllion a
year -- change jobs because of conpetition, and the
nunber of these workers that have been found to have
been harned by inports is quite small, one or two
percent of the total nunmber of Anmerican workers that
change j obs every year

COW SSI ONER BECKER:  The reason the focus
has been on steel -- and you cite steel in your witten
testinony -- is because they ' re big and they' re able --
the industry is strong enough to be able to fight back.

My enphasis is on those that are not big
enough to be able to do this, that are just
automatically w ped out.

But does anyone el se have a thought as far
as liberalizing the trade laws so that workers and their
institutions and small conpanies could process these
cases in an affordable way?

MR, BEACH. There is an obvious point here

that I think we could all agree on, and that is that if
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we can bring together those people who have studied the
degree to which part of the trade deficit is due to the
illegal activity, we should cone to a consensus as to
what that nunber is. Let’s proportion the problem

My guess is it’'s between $6 and $15 billion
of the current trade deficit, but estinates range al
across the board. That’'s a substantial anmount of noney.
And, so if it is the law of the l[and, access to the
courts and the various other renedies needs to be
expanded, if that's not being taken into account.
Again, the costs of conpliance are fairly high. Reduce
t hose costs. Sonehow nmeke it possible for people to
bring their suits.

But you need to have anot her panel on that.

COW SSI ONER BECKER: Let nme go back to M.
Preeg. In your witten testinony, you nake reference to
a study that attaches a cost of sone $800, 000 for each
steel worker job that would have been saved had
| egi sl ati on been passed to protect themfromillegally-
dunped st eel

If you use the figure -- and | underscore
the words illegally-dunped steel -- that’'s been kicked
around nost often, the 10,000 steel worker jobs that
were lost through illegally dunped steel, you come up

with a figure of $8 billion just for the 10,000 workers.
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If you expand that a little bit, though,
because the legislation was not to return inports to a
zero level, but sinply to the pre-crisis or the nornal
| evel of inport penetration, which was about 20 percent
of total capacity in the United States. The $800, 000
figure per steel worker then would be from that |evel
of, say, 20 percent to the current |evel of up around
close to 40 percent or higher of total capacity of the
U S. steel industry.

If you use that sane figure, ny arithnetic
tells nme that if that |egislation would have protected
the 150,000 steel worker jobs that the industry said
were at risk at that level, we are tal king $120 billion
that woul d have been passed on. That's an incredibly
hi gh figure.

And in that regard, | would ask whether
that study is credible and whether such a cost coul d be
passed on? And whether or not in that study that put
those costs at that Ilevel, did they take into
consideration the cost that would be attached to the
governnment and to |local taxing authorities that would
have been |ost tax revenue from the enployed steel
wor kers, and the social costs that would be attached in
taking care of those famlies and the comunities?

And, further, di d it t ake into
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consideration the |ost earnings on the part of the steel
conpanies and their dealings with their suppliers and
the flow that would follow fromthat? Ws all of that
considered in the report?

MR, PREEG |'Il just cite the reference

This is Gary Huf bauer, the Il E econom st, who cane out
with this study a fewnonths ago. I'msure it’s readily
avai | abl e.

As for the $800,000 figure, Gary, hinself,
could explain it fully. But one of the ironies is that
these | osses fromprotection -- because protection can
have quite a high cost in ternms of increasing prices --
that nost of the gains -- or losses to the US
househol ds, as he phrases it, were not gains to American
steel workers but to foreign exporters who got higher
prices for their steel -- the remaining steel exports of
the U S. -- and they nmake |arge windfall profits at the
expense of the U S. econony.

COW SSI ONER BECKER: W | ost 300, 000 st eel
worker jobs to the ’'80s, 300,000 jobs during this
period. | don't -- |’ve talked to people that tried to
run the estimates of cost of what happened when entire
communi ties were shut down, when the whole conplete tax
base was | ost; incredible devastation to people. And |

bel i eve before we throw figures out like that -- and I
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want to see the figures; | want to see the study -- that
we should weigh in this conplete -- this total inpact
into this kind of cost.

M5. COLLINS: Can | address that point very
briefly? 1t does seemto ne that one of the key issues
that arises not only wth trade but wth other
di sl ocations, with other changes, |ike technology, is
that the costs are often very heavily concentrated, and
the benefits are quite dispersed and often much | ess
vi si bl e.

| agree with you that often if a plant
closes in a community or there’ s another najor economc
di sl ocation, that it has a profound nunber of effects in
the way that our policies address those kinds of issues
at the nonment. Perhaps, it does not take into account
the full ramfications of those things.

Some of ny colleagues at the Brookings
Institution have proposed and suggested ideas of various
types of what you might you think of as kind of an
I nsurance -- community insurance kinds of schenmes. |
can't go into the details here, and |’mnot an expert on
the specifics of them but the point, | think, is
again, that if one’'s concern is that there nay be |arger
comunity effects if there is a major enploynent

dislocation in a particular comunity, the right way or
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the nost effective way to address those is to |ook
specifically at trying to provide other mechanisns for
that community, perhaps, through sone insurance schene.

The renedies that would look directly at a
particular kind of trade interaction seem to be very
ineffective ways to do that, and in that context, let ne
just reiterate a point I nmade earlier, which is that
what the enpirical evidence that |I'’maware of suggests
is that in fact dislocations are not nore concentrated
in the inmport conpeting sectors than in other parts of
the U. S. econony.

And, so ny personal viewis that one should
be concerned about the fact that there are displacenents
which often have severe and very long-term in sone
cases, effects, not only on individuals but at times on
comunities, and that’'s a very reason for policies to be
concerned, but I'’mnot at all convinced, in fact, |’'m
qui te unconvi nced, that trade policy renedi es are good
ways to address those concerns.

COW SSI ONER BECKER  Staying with that for
just one second, because | like a lot of the things that
" mhearing in explanation, but | alnost got the feeling
In reading your testinony that this was a benefit, that
this was a benefit to the working people and the

popul ation in general, if we would | ose these jobs, we
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woul d benefit at the rate of $800, 000 per worker. And
if we add on to that, would this sane figure apply? |If
we |ost 100,000 auto workers on top of it or another
100, 000 rubber workers, would each lost job save
$800, 000? | nean, can we believe then that the econony
or the working famlies of Anerica are benefiting as a
result of these kind of job | osses?

MR. PREEG Again, it's a of traditional
anal ysis of what is the cost of protection. |If quota
protection is given, which is what was involved here,
what is the cost to the overall U S. econony, this was
related to how many j obs woul d be saved by cutting back
I mports by x percent and how that would play out on the
econony in ternms of the higher price of inports and
ot her effects?

So, that's as far as this study goes, which
has been done for other sectors, as well, over the
years. But I'’m not sure -- | really don’'t have an
answer to your broader question.

M5. COLLINS: Can | junmp back in for a
nonent? And that is a very inportant context to place
this inis the economc growmh and job creation in the
U.S. econony at the nonent. And, basically, the
environnment that we're seeing is one in which enpl oynent

growt h has continued to be very robust.
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Now, of course what that neans is that,
again, if individuals are displaced from their jobs,
they’'re specifically the ones where the cost of the
adjustnents are concentrated. Again, | think there are
maj or reasons for concern there, but one doesn’'t want to
suggest that what’s happening in particular sectors or
I ndustries or comunities froma nmacro stand poi nt neans
that the overall U S. job growh has not continued.

CHAI RVAN WEI DENBAUM | just make a very
nodest point here that when you anal yze the inpact of
trade on a producing industry, such as steel, the
analysis really isn't conplete until you |look on the
I mpact on the various Anerican industries that use that
product .

| don’t have an answer as to what the net
I's, but if you | ook at whether it’'s adverse in terns of
Imports or positive in terns of inport restraint, if you
look at the effect on, say, the steel-producing
I ndustry, you also have to | ook at what happens to the
American conpanies that buy and use steel, and what
happens to their enpl oyees.

Now, as | said, |I don’t have the answer --

COW SSI ONER BECKER  And that’s what we're
| ooki ng for.

CHAI RVAN WEI DENBAUM But | think the
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guestion has to be a conprehensive one, because | can
appreciate your concern wth the steel-producing
i ndustry, but -- and | think we all share it -- but we
al so have, as nationally focused, a concern with the
steel -using industries.

COW SSI ONER BECKER: Don’t m sunderstand
nme. [’m not just addressing this to steel. [’ m
addressing this to industrial workers and general
manufacturing. Every job that we produce in the United
States -- every industrial job that we have in the
United States could actually be perforned cheaper
overseas, when you figure the social cost, of what |
call social costs, to enployers in the United States for
having to provide all the necessary environnental
controls and benefits, makes it virtually inpossible if
we're targeted.

Now, admttedly, they attacked on steel and
not other industries. It was illegal, but it was only
because you had a strong wealthy steel industry that
could fight it back through the trade |awers and be
able to handle all of this. Myst industries are not.

They’'re vulnerable and they ' re w ped out. I’ m not
really referring just to steel, but the policy would
apply all the way, | think, all the way through.

Sure it may be cheaper for steel inporters
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or rubber inporters or auto inporters to buy foreign
products comng into the United States. But there is a
cost that reaches down into the community with the
destruction of the comunity base where they can't even
provi de essential, life-giving services in a community
and destroys it.

That is what happens when you |ose that,
and |'mjust saying, is that cost figured in here?

CHAI RVAN  VEEI DENBAUM To continue the
anal ysis, there was a -- we had a sem conductor inport
restriction, and, yes, that for a while helped the
Aneri can conpanies that produce seni conductors. The
problemis once that decision was nmade to restrain the
I mports of sem conductors, they didn't stop to figure
out what about the industries Ilike the conputer
manuf acturers that use the sem conductors.

And during that period of inport restraint
t he Anerican producers of conputers |ost serious market
share to foreign producers of conputers who weren’t
subject to the restraint on a key input, i.e. the
sem conduct ors.

MR. BECKER: But, M. Chairman, | said at
t he beginning we are a nation of |aws, and we do have
trade laws. But only the very wealthy can afford to use

these trade |aws. We consider anything that’s an
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il1legal trading practice in the United States as unfair
trade.

However, in actuality, we are tal king about
Illegal practices under our current laws that only a few

can afford to take legal action against, and that is

really what I'’mtrying to direct this to. | don't want
to belabor this here. W’I|Il argue when we go to |unch,
Murray.

(Laughter.)

| have one |ast question, if | could, and
I’d like to direct it to M. Beach, because you tal ked
about the difficulty of forecasting with econonmc
nodels. That’'s a new word for nme in this whole process
-- the difficulties wth economc nodels. And | admre
your candor in saying howdifficult it is.

But one of the effects of the last increase
in the deficit, which was in June -- the fact is it cane
out the day of our last hearing of this coonmttee -- and

it was quoted by The Wall Street Journal and The

Washi ngton Post in various ways, but the one quote that

sticks inny mnd is that this June figure, an increase
of roughly $4 billion in one nonth, was remarkable in
that the mgjority of trade econom sts had predicted a
decrease for the nonth of June because they were

follow ng record nonths of May and April before them
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And ny question to you, is this economc
forecasting so inprecise that the majority of econom sts
would not only not predict the record increase of $4
billion in one nonth, but, in fact, had predicted a
decrease? What weight are we to put on economc
forecasting?

VR. BEACH: What a lousy way to end ny
testi nony.

(Laughter.)

The story cones to mind of -- that many in
this roomw || also appreciate of several years ago, |
believe in a roomvery nmuch like this -- it could have
been this room -- the Congressional Budget Ofice
predicted that there would be budget deficits as far as
the eye could see. And that eye went out, by the way,
out to 2075. Today it is surpluses as far as the eye
can see, out to 2075.

Wat we're dealing wth in economc
nodeling is historical data. And to the extent that
history -- and history is really many, many nonths now
behind us, not just yesterday, nmany nonths -- to the
extent that history reflects your understanding of the
near-term future -- in other words, there will be a
Japan, and Japan wll have these kinds of financial

structures, and there will be organi zed | abor, and there
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will be, you know, all of those things -- then you can
rely on the economc nodels to give you an indication of
the direction in which a change in policy will take the
econony.

Point, precise, estimates -- well, frankly,
it’s maki ng sausage. You can go and watch it, if you
i ke the process. You may have done it yourself at sone
time, but I would not recommend that it be a conmon
practice, particularly prior to |unch.

VMR, BECKER: | really raised that | ast
gquestion nore as an end yes than | did as a --

(Laughter.)

Thank you.

CHAI RVAN VEEI DENBAUM  Thank you.

Comm ssi oner Krueger?

V5. KRUEGER: Yes. Let me just ask one
| ast question from ny end. This follows on the
di scussion in trade policy, because you can tal k about
trade policy in the broad as being anything that
| nproves  productivity, etcetera, etcetera, and,
therefore, nmkes all firnms able to pay higher real
wages, you know, and still conpete, etcetera.

But there is also a narrow definition of
trade policy which normally entails things that you

could do to effect inports and exports nore directly.
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And since there are constraints in what one can do on
the export side -- and let nme just sinply the question
and ask each of the panelists very quickly -- suppose
t hat sonehow or other Congress were to pass a | aw which
either by quantitative restrictions, or by raising
tariffs uniformy and across the board, reduced inports
by $300 billion in the first round. Do you believe that
woul d cut the trade deficit? And if so, by how nuch?

MR. PREEG The inmmediate effect would
relate to the underlying savings gap. Wth flexible
exchange rates, the dollar be | ower -- and trade would
come down. W would have |lower inports and [ ower
exports. So | guess nmy answer is: no.

M5. CCOLLINS: Again, unless there is a good
reason to expect that that change woul d influence the
nati onal savings or investnent rates, there is not a
reason to expect that the broad external balance would
be affect ed.

VR. BEACH No. | would agree and add
another point. That the focus on the trade deficit |
think is unfortunate. You may have put your finger on
it. Because when you do that, you raise the cost to
consuners, you reduce their choice over products, you
decrease their well-being, their lifestyle, everything

el se.
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There is a reason why we have inports being
preferred over other products. It could be because of
price, it could be quality, and so forth. And the
signaling is what is inportant when governnent
I ntervenes, puts a tariff in place. It causes a great
deal of problens in other areas.

VMR, FEKETEKUTY: | guess the question is:

what do you hold constant? You can, first of all,

assune no foreign reaction, right? Nunber one. I|f you
then wanted to use the quotas, well, obviously you can
get the deficit down. The problemis that a |ot of your
exports now depend on inports, right?

A lot of your exports use foreign inputs.

So it would automatically imediately affect your
exports. But, you know, w thout foreign reaction, you
can certainly nake foreign goods nore expensive relative
to donestic goods. | nean, and that certainly would
have an effect on the bal ance but certainly not one for
one.

But then when we factor in the fact that
the foreigners would not stand idle, there would be a
response, |I’mnot sure how nuch of an inpact you could
have.

CHAI RVAN \EI DENBAUM Let ne toss out a

statistical observation and see if there's any reaction
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on the part of the panelists. Earlier we were
di scussing the Asian trade restraints vis-a-vis the
United States. How nuch does a cal cul ation of the per
capita Japanese inports fromthe U S. -- this was from
1996, | believe -- per capita Japanese inports fromthe
U S, and per capita U S. inports fromJapan. And to ny
surprise, showing ny ignorance of this area, U S. per
capita inports from Japan were significantly smaller
t han per capita Japanese inports fromthe U S

Does anyone have any comrent on that? Do
we take it seriously? Do we draw any concl usion? The
average Japanese apparently has a greater propensity to

buy Anmerican stuff than we buy theirs.
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MR, BEACH: It may say sonething, M.
Chai rman, about American products. |t nay say sonething
about the preferences of Japanese at the point in tine
that you took the neasurenent.

| think if you went around the world and
| ooked at countries that are devel opi ng, devel oped --
Japan being well developed; I'’mnot pointing to them but
to others -- and say, "What is the percentage of U S
i nports versus the percentage of inports of their
products?" we would clearly find the US. is the net
exporter into that country because it is capital
equi pnrent that they’ re buying. It’s the basic
i nfrastructures, the new technol ogy, and that nmay be
what your nunber shows.

MR, FEKETEKUTY: Qur key argunments wth
Japan have been over their reluctance to buy high val ue
U.S. manufactured products such as capital equipnent,
auto parts, and so on. They tried to buy unprocessed
basic materials and food products.

CHAl RVAN WEI DENBAUM  Dr. Preeg?

MR PREEG  Well, |I'm not sure. Did you
i nclude services in that? Because we have a big surplus
in --

CHAl RVAN WEI DENBAUM  Yes.

MR.  PREEG -- Japanese comng to golf
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courses and resorts in the U S. nore than we go there.
That m ght be part of the explanation.

But | still -- | see structural inpedinents
I n the Japanese market through the decades, particularly
on manufactured inports. That’'s where the big
di fference has gone the other way. But you still end up
with a Japan which has had a large current account
surplus and trade surplus.

It’s al nost fundanental to Japanese policy
at this stage to attain m ni mumeconom c growth through
a trade surplus throughout this decade. That’ s the
trade deficit problemdespite the conposition of inports
and exports both ways.

CHAI RVAN WV\EI DENBAUM Vell, it was just a
statistical artifact. | picked Japan because it has a
conparabl e |evel of industrialization. That’'s why |
didn’t pick China, and one country that we have a | arge
continuing trade deficit wth.

And it just struck ne, to what extent does
our large population make -- generate -- tend to
generate bilateral trade deficits with countries of
conpar abl e I evel s of industrialization?

At this point, I have to call tinme out on
my own question. W’ve just hit the wtching hour.

| certainly want to thank all of the

139



panelists, as well as the Conm ssioners, for a very

lively norning. We stand recessed until 2:30 p.m
(Whereupon, at 12:28 p.m, the proceedi ngs
in the foregoing matter went off the

record.)
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