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“WHO IS US?”—NATIONAL INTERESTS IN AN
AGE OF GLOBAL INDUSTRY

WEDNESDAY, SEPTEMBER 5, 1990

CONGRESS OF THE UNITED STATES,
Joint Economic COMMITTEE,
Washington, DC.

The committee met, pursuant to notice, at 10:06 am., in room
2318, Rayburn House Office Building, Hon. Lee H. Hamilton (chair-
man of the committee) presiding.

Present: Representatives Hamilton and Scheuer.

Also present: Dorothy Robyn, professional staff member.

OPENING STATEMENT OF REPRESENTATIVE HAMILTON,
CHAIRMAN

Representative HamiLTon. The committee will come to order.
The purpose of today’s hearing is to explore the question, what are
U.S. national interests in an age of global industry?

The growing importance of multinational firms, international
joint ventures, and direct foreign investment has blurred the lines
between “them” and “us.” This has forced us to begin to rethink
whether, and to what extent, our national well-being is still tied to
the well-béing of American-owned firms.

We are fortunate to have with us today three experts on this
subject. Robert Reich is a political economist at the John F. Kenne-
dy School of Government at Harvard University. Author of the
recent Harvard Business Review article, “Who Is Us?” he is com-
pleting a book on that same question, which will be released next

year.

Stephen Cohen is founder and director of the Berkeley Roundta-
ble on the International Economy at the University of California at
Berkeley, where he also teaches. Mr. Cohen’s most recent book is
“Manufacturing Matters: The Myth of the Post-Industrial Econo-
my,” written with John Zysman which Business Week selected as 1
of the 10 most important books of 19817.

Clyde Prestowitz directs the newly founded Economic Strategy
Institute here in Washington. He was counselor for Japan affairs
to the Secretary of Commerce during much of the Reagan adminis-
tration. That experience provided the grist for his 1988 book,
“Trading Places—How We Allowed Japan To Take the Lead.”

Gentlemen, we are delighted to have you with us. And, we will
begin, Professor Reich, with your testimony and move across the
table. We look forward to your testimony. Your prepared state-
ments, of course, will be entered into the record in full.
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Mr. Reich, you may begin.

STATEMENT OF ROBERT B. REICH, PROFESSOR OF POLITICAL
ECONOMY, JOHN F. KENNEDY SCHOOL OF GOVERNMENT, HAR-
VARD UNIVERSITY, CAMBRIDGE, MA

Mr. ReicH. Thank you, Congressman. This is a propitious time
for the Joint Economic Committee to look at the question of, as I
put it colloquially, “Who Is Us?” Who is an American corporation,
or more specifically, what is the interest of the Nation vis-a-vis the
corporations that do business here, because the United States has
for years adhered to a principle which might be called the principle
of national treatment.

We have said, with regard to American multinationals operating
abroad, particularly in Europe, in the postwar era, you must treat
us, our multinationals, as you treat your own headquartered in
Europe. There should be no difference between the two. You should
:fii impose special burdens on our companies. You should treat all

e.

The United States, as we have become more concerned about
global competition, is in the midst of abrogating that principle. We
are increasingly saying to foreign corporations:

You have special burdens and responsibilities. You have to deal with particular

zeillllaboﬁy regimes that American corporations operating in America do not have to
eal with.

I want to suggest to you that the abandonment of the principle of
national treatment is ill advised. It’s ill advised for a number of
reasons, not the least of which is ironically because it is becoming
less and less the case that American corporations and the profit-
ability and market share enjoyed by American corporations have a
direct bearing upon the standard of living of Americans.

The linkage that was once there, particularly throughout most of
the postwar era, is now gradually dissolving. You will remember in
1952, he was called Engine Charlie Wilson. Charles Erwin Wilson,
testifying before the Senate Armed Services Committee at his con-
firmation hearing, made that famous remark when he was asked
whether he could act in a way that is not in the interest of General
Motors. He said, “Well, there is really no difference between the
two. We are identical.”

That remark was criticized at the time. It was dubious then. I
think it's even more dubious now.

American corporations are fast becoming global corporations.
American corporations have increased their investments at an ex-
traordinary rate, particularly in the 1980’s. This year, it looks like
the rate of investment in Europe, Asia, and Latin America by
American companies will be about 14 percent over last year. Last
year was 13 percent over the year before. The year before that was
24 percent over the previous year.

Now, this is, granted, starting from a relatively small base. But,
the trend is unmistakable, particularly when compared to their
rate of increase in investment in the United States, which has hov-
ered at about 6 or 7 percent over these same years.

If you look at research and development and high value-added
manufacturing and engineering, you see a similar pattern. These
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foreign direct investments by American companies are not just in
low wage assembly operations; they are in some fairly substantial
high value-added operations.

According to the National Science Foundation, U.S. companies
have been increasing their foreign research and development. The
latest figures we have are from 1988, but between 1986 and 1988
the increase was about 33 percent. In the United States, the compa-
rable figure was around 6 to 7 percent.

Now, I'm not blaming American companies. The new logic of
global competition requires that American-based companies become
global players, that they do more and more of their production and
research and development and high technology all over the world.

In fact, that is the very definition of being a responsible global
player. One of the American CEO’s that I talk to and I consult
with says to me over and over again:

In order to be a global player, we can’t play favorites. We can’t give the impres-
sion in Japan or in France or in Germany or in Latin America that we are biasing
our decisions in favor of the U.S. economy. If we have to close plants, we are going
to close them equitably around the world. If we are going to open new plants, we
are going to open them equitably. We are going to be global players.

Now, meanwhile, of course, foreigners are investing more and
more in the United States. We don’t have to go over the details.
They are well known.

Americans are getting increasingly disturbed about it. I think, in
general, it’s a good trend.

In fact, I think what we are seeing around the world with regard
to global American companies and global foreign companies is a
gradual convergence. Global capital, global factories and equipment
are going where they have to go for business reasons, to be close to
customers, to develop new technologies, to take advantage of skills,
to take advantage of low wages that might be available.

Amﬁrican companies are doing it. Foreign companies are doing it
as well.

Now, there are some ironies here, because as foreign companies
come to the United States, particularly where they have better
technology, where they have better means of manufacturing or un-
dertaking various production systems, and American competitors
find that they can no longer compete as well, even on their home
territory, many American companies have begun to turn to low
\évage labor as their response to foreign incursions in the United

tates.

That means transplanting their production to low wage plat-
forms like Mexico. We can see this particuiarly in the television in-
dustry—Japanese and also Dutch and French television manufac-
turers coming to the United States, often with superior technol-
ogies and manufacturing processes, shrinking the American televi-
sion industry because it couldn’t compete even on its own ground.

Zenith, the one remaining television manufacturer, now has only
two plants remaining in the United States and does most of its pro-
duction in Mexico. Notwithstanding, there are thousands of Ameri-
cans that are producing televisions in the United States, not all
Jjust assembly operations but some of them doing high technology,
development of high definition televisions for the future. They just
happen to be working for foreign companies.
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When we talk about American competitiveness, we should be
talking about the work force of the United States. The best defini-
tion I know of American competitiveness is the capacities of Ameri-
can workers to add value to what is becoming an increasingly inte-
grated world economy, regardless of whom they work for.

A television technician, who is earning a good wage working for
Thomson or Sony or Philips, manufacturing and fabricating and
developing the next generation of televisions, should be considered
part of the U.S. television manufacturing industry. That is good for
us.
Now, some people say we still have to worry about ownership.
They say ownership matters. And, to be sure, there is a stream of
remitted earnings that comes back to Americans when an Ameri-
cali1 company doing whatever it's doing around the world does very
well.

But, my point here is that even with regard to ownership, the
global economy is changing the terms of debate. The remittances to
Americans from their global investments are really dependent not
so much on how American firms do, because Americans are in-
creasingly becoming minority shareholders in portfolios of many
different firms and many different nations.

The real return to Americans on investments depends upon two
things. One is how much money Americans can save and invest for
investments around the world. And two, the wisdom with which
they make those investments in terms of their portfolios. It de-
pends less and less on the success of American-owned companies
per se.

Now, another objection and another concern has been control. A
lot of Americans say:

Well, Reich, you may be right with regard to what America’s work force can do,
the importance of foreign direct investment in the United States, the whole ques-
tion of “Who Is Us?” But, what about the issues of control? Shouldn’t we be worried

if foreigners control more and more of the U.S. industrial base? Shouldn’t we want
Americans, American citizens, to be in control of the reins of production?

And, that seems intuitively to make a lot of sense. But, that con-
cern is based I think on a questionable premise.

That premise is that Americans, American executives, American
chief executive officers, American directors of corporations, are au-
thorized to, and motivated to, sacrifice profits around the world for
the sake of improving American competitiveness at home, and that
they would intentionally sacrifice a profitable opportunity around
the world for the sake of building up the American work force.
That is not the logic of American capitalism in this world.

American executives are not authorized to do that by their
shareholders. American executives, faced with a profitable opportu-
nity around the world, do abandon America. We have seen that
again and again, in industry after industry.

Again, I am not blaming them. That is the logic in which they
are working. American shareholders demand that. Institutional in-
vestors demand that.

If American chief executive officers acted out of patriotic duty
rather than the profit motive, they would at the least be subject to
a breach of fiduciary duty, lawsuits, or at worse a takeover. That is
how we have organized our system of American capitalism.



So, to assume that American executives are necessarily more pa-
triotic and, therefore, will bias their decisions in favor of America
is, I think, to indulge in false logic about the realities of American
capitalists. And, as I said before, American CEQ’s are as interested
in maintaining the image of being good citizens wherever they do
business as our foreign companies are here.

Well, what about Japan? Is Japan a special case? Should we
worry about Japan? I think Japan is something of a special case.

The Japanese have been slower than European firms operating
in the United States to promote Americans to high levels of respon-
sibility in their firms. The Japanese have been slower than Europe-
an firms and other world firms operating in the United States to
develop local sources of components and supplies. The Japanese
have been slower than other firms, other global firms, to move
high value added to the United States.

The question is whether it’s just a lagging indicator, whether the
Japanese are, over the next 10 years, going to increase their Amer-
ican content in all those dimensions or whether there is something
about the Japanese system, particularly the relationship between
firms and the Government, that creates a special grounds for con-
cern for the United States.

My thesis does not depend on us deciding today, or any day, that
the Japanese are less responsible in the United States, are less
good for the United States, than are Europeans, Americans and
other global companies. My thesis is only that when you consider
all the legislation that is now percolating through Congress, and
has percolated through the agents and out through Congress, and
all of the policies that American agencies have evoked over the
past few years with regard to differentiating between American
and non-American firms, that many of those policies are heading
us in the wrong direction.

It’s not necessarily that Japanese are more responsible in the
United States, but that we can no longer assume that simply be-
cause Americans run or own the companies, American companies
are automatically going to behave in the way that we want them to
behave in the United States.

I have enclosed in my prepared statement, and listed and enu-
merated, a variety of areas of public policy. I realize on this first
day of hearings you want to get into general questions of corporate
responsibility and corporate performance in the United States, and
you want to save the policy discussion for a later hearing.

But, it’s difficult to talk about whether corporate nationality
matters without talking about matters for what. And, so I have
enumerated various policy areas governing trade, taxation, politi-
cal activities, foreign direct investment, and so forth. And, I'm
pleased to talk about any of those areas.

Thank you.

[The prepared statement of Mr. Reich, together with an attached
article, follows:]



PREPARED STATEMENT OF ROBERT B. REICH

poes Corporate Nationality Matter?

Mr. Chairman and Committce members:

My name is Robert B. Reich. [ teach political economy at Harvard's Kennedy School
of Government. Throughout most of the 1970s'1 was director of the Federal Trade
Commission's Policy Planning staff, responsible for keeping tabs on the competitive structure
of American industry; throughout the 1980s | have been researching and writing about the
competitiveness of the United Statcs.

American "competitiveness” is not the samc as the profitability or world market share
of American-owncd corporations. A better definition of competitiveness is the capacity of
Americans to maintain and enhance our standard of living, without going into debt to the rest
of the world. This goal depends less on the competitiveness of American corporations than on
the value that the American work force is ablc tu add to the global cconomy, rcgardless of the
nationality of the corporations that buy their labors. In other words, in the new global
economy it is not what we own that counts; it is what we are ablc to dg.

This conclusion is at odds with one of the most fundamental tencts of American
compelitiveness policy--a tenet perhaps best exemplified by a statement made thirty-seven
years ago before another Senate committee, by Charles Erwin Wilson, then president of
General Motors, who was to be confirmed as Eisenhower's Secretary of Defense. "Engine”
Charlie, as he was known, opined that he would surely be able to make a decision in the
interest of the United States that was adverse to the interest of GM, but that such a conflict
would never arise because "what was good for our country was good for Gencral Motors, and
vice versa. The difference did not exist. Our company...gocs with the welfare of the
country.”

However dubious this statement might have appeared in 1953, its truth is even more
doubtful today, What is good for the American corporation is no longer necessarily good for
the American work force as it engages, increasingly, in international compctition. American
corporations are fast becoming global corporations that do a large share of their work abroad.

The New Global American Corporation

The American multinational corporation has, of course, been vith us for many
decades. But the new global Amenican corporation marks a major slep in its evolution. A
much larger proportion of its work forcc is foreign; and, increasingly, it dues its most

! United Suier Seaste, Arms Ssrvices C . C i of Chatles E. Wilson a8 Secrutary of Detense, Febrasry I8, 1953



- sophisticated work--including research, development, enginecring. and complex fabrication--
outside the United States.

Some 40 percent of 1BM’s world employees are now foreign, and the percentage is
growing. IBM Japan boasts more than 18,000 Japancse employces and annual sales of more
than $6 billion, making it one of Japan's major exporters of computers. Or consider
Whirlpool. After cutting its American work force by 10 percent, shifting much of its
production to Mexico, and buying Dutch-owned Philips's appliance business, Whirlpoo! now
employs 43,000 people in 45 countrics--most of them non-Americans. Or Seagate
Technology--a California-based world leader in hard-disk drives--27,000 of whose 40,000
employees work in Southeast Asia.

American firms now employ 11 percent of the work force of Northern Ireland. On the
other side of the world, 200 American firms employ more than 100,000 Singaporeans to
fabricate and assemble electronic components. Singaporc®s largest cmployer is General
Electric. Taiwan counts AT&T, RCA, and Texas Instruments among its larges! exporters.

Even America’s major utilities arc going global. Bell South, the largest provider of
basic telephone services in the U.S., now has operations is more than 20 countries--
developing cellular telehpone networks in Argentina and France, cable systems in France,
management software in India, voice and data system designs in China, digital network
technical services in Guatamala. Bell Atlantic just spent $1.5 billion 10 acquire New Zealand's
Telecom, thét nation’s largest telephonc company.

All old, more than 20 percent of the output of American firms is now produced by
foreign workers, outside the United States, and the percentage is rising quickly. At the
present rate, overseas capital spending by American corporations will rise 14 percent this year,
on top of 13 percent last year, and 13 percent the year before. That's compared to a rate of
capital investment in the United States hovering at a bit over 6 percent a year.” American
firms are now investing at a higher rate in Western Lurope alone than they are in the United
States. They've accounted for over half of the flurry of acquisitions of European companies in
the last six months, and a hefty percentage of the new factories now going up.

Much of what the new global American corporation produces abroad is exported back
to the United States. In fact, approximately onc-quarter of America's irade imbalance is
attributable to American firms which make or buy things abroad and then ship them back
here. In these terms, American firms arc no less competitive than they were in the 1960s; they

2
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account for about the same share of global exports as they did 25 years ago--I7 percent--even
though exports from the United States have sicadily declined.’

What's more, American firms are hiring skilled workers abroad, to do complex things.
Texas Instruments maintains a software development facility in Bangalore, where fifty Indian
programmers are linked by satellite with Texas Instrument’s Dallas headquarters. Engineers in -
Singapore, meanwhile, are developing a new generation of laser printers for Hewlett Packard,
and high-resolution video screens for Apple. In August, Hewlelt Packard announed that it was
moving its world headquarters for the production of personal computers to Grenoble, France.
The list of American firms that have recently opened R&D labs in Japan reads like a "Who's -
Who" of corporate America: Eastman Kodak, W.R. Grace, DuPont, Merck, Procter &
Gamble, Upjohn, and IBM, to name a few. And American firms are scrambling to set up labs
in Burope. ’ .

Here again, the aggregate figures suggest the trend: According to the National Science
Foundation, American firms increased their overscas spending on R&D by 33 percent
between 1986 and 1988 (the last date for which such data are available), compared with a 6
percent increase in R&D in the United States.* For American firms, it is coming to be no
longer the case that highest “value added” oceurs in the United States.

The Global Foreign Corporation in America

Meanwhile, of course, foreign companies have been stepping up their investments in
the United States. Foreign firms now account for more than 13 percent of America’s
manufacturing assets and employ more than 8 percent of America’s manufacturing workers--
or.about 3 million Americans.® Even as some Amcrican firms have reduced their American
work forces, foreign firms have expanded theirs: Between 1987 and 1990, the Big Three laid
off 9,063 American autoworkers, while foreign firms hired more than 12,000 Americans.
Since 1975, over 20,000 Americans have lost their jobs in American firms that once
manufactured televisions in the United States, but over 15,000 Americans have been hired by
foreign firms to manufacture televisions in the United States.

3 -
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Foreign firms are also stepping up their research, develupment, engineering, and
complex production in the United States. During the 1980s, foreign firms invested about the
same amount of money in the U.S. on R&D per manufacturing worker than did American
firms.® European multinationals, like their U.S. counterparts, place R&D activities in all of
the major markets in which they participate; they show little if any tendency to concentrate
R&D at home.’

Some nation’s firms are, of course, more nationalistic than others, in that they tend to
keep more of their high value added at home, and are more reluctant to promotc foreign
nationals to high positions of authority. Japanese firms, in particular, display such
characteristics--although even here it is difficult to generalize because certain Japanesc firms,
like Sony, have made more progress toward becoming truly globat corporations that have
other Japancse firms.

The point of my argument, however, is not that all foreign-owned firms automatically
act in ways that are good for America; it is that one can no longer assume that American
firms automatically function in ways that arc good for America. To the extent that we want
global firms of whatever nationality 10 meet ccrtain standards of behavior within the United
States, such standards should apply cqually to foreign and American firms.

Ownership and Control Less Important
Than Work Force Learning

American sharcholders do, of course, benefit from the global successes of American
corporations (0 the extent that such successes are reflected in higher share prices; and the
entire U.S. economy benefits (o the extent that the overseas profits of American companies
are remitted to the United States. But notc that American investors also bencfit from the
successes of non-American companies in which Americans own minority interests. (Cross-
border esquity investments by Americans, British, Japanese, and West Germans are increasing
by about 20 percent a year.) :

In today's global economy, the total return to Americans from their equity investments
is not solely a matter of the success of particular companies in which Americans happen to
have a controlling interest; it depends, rather, on the total amount of American savings-

]
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investment in global portfolios comprising both American and foreign-owned companies--and
on the care and wisdom with which American investors select such portfolios.

That American citizens are in “control” of a certin global corporation as its top .
officers and directors is no guarantee that the corporation will act in the interests of America.
The logic of global capitalism, in fact, requires that American firms allocate their production
across many nations, wherever they can eam the highest return for their shareholders. Not
even the most patriotic of American executives is authorized by shareholders to forego
profitable opportunities abroad for the sake of improving the competitiveness of the American
work force.

The new logic of global capitalism requires that American firms go to great lengths to
show their foreign employees, suppliers, customers, and host governments that they are not
“playing favorites” by biasing their decisions in favor of the United States. They must be
"good corporate citizens" wherever they do business, as must any other global corporation.
(The same principic applies to Japancse firms: if they continue to display nationalistic
tendencies, they will encounter increasing resistance from their foreign constituencics. Not the
least, they will have difficulty hiring highly talented non-Japanesc executives.)

Even when it comes to national security, the fact of American nationality is less
relevant than the location of production. Unlike foreign asscts held by American firms that
are subject to foreign political control and, occasionally, foreign expropriation, foreign-
owned assets in the United States are secure against sudden changes in forcign governments’
policies. The current crisis in Kuwait proves ample evidence. In World War Twao, Ford’s
German subsidiary contributed 10 the war effort on the side of Germany.

Policy Implications

During the last few years, as American policy makers have become increasingly
worried about America's declining competitivencss, 3 number of laws and policies have becn
invoked to stem the tide. But because they are premised on the incorrect notion that the
competitiveness of the American corporation is roughly equivalent to the competitiveness of
America, these measures may end up jeopardizing the real standard of living of Americans
instead of enhancing it. Consider these cxamples:

- v . By law, American national laboratories
may license their inventions to private firms, but only to American-owned private firms.
Similarly, participation in research consortia funded in part by the federal government is
limited to American-owned firms. Such policics make little sense. The goal of publicly-
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supported research and development should be to enhance the skills and insights of American
scientists, engincers, and technicians. But there is no reason to suppose that American firms
that receive federal research support will necessarily utilize their rescarch in the United States;
they may just as easily apply it to engineering and development projects abroad. A more
sensible policy, therefore, would require that any global firm that reccives government
research assistance—regardless of nationality--undertake in the United States a certain amount
of the engineering and development that flows from that research.

Tradc policy. For the same reason, we should be Iess interested in opening foreign
markets 10 American-owned firms (which may in fact bc doing or buying overscas much of
what they sell abroad) than in opening those markets to companies that employ Americans--
even if they happen 1o be foreign-owned. By this logic, for example, it makes little sensc for
the United States Trade Representativeto its expend scarce bargaining “chits® trying to get
Japan to open its market to retail firms like “Toys-R-Us" (most of whose inventory comes
from Southeast Asia and Latin America). By the same token, a high priority should be to
ensure that the European Community not crect barricrs to the importation of American-based
entertainment--television shows, videos, records, and so forth--even if the Americans who
produce such entertainment happen to work for Sony.

Antitrust policy. The Justice Department is about 1o relax antitrust policy to permis
cerain joint production agreements, and has signaled that the relaxed policy would apply only
to American-owned firms; the House of Representatives alrcady has moved to deny forcign-
owned companies relaxed antitrust rules on joint production ventures. Bul corporate
nationality has little bearing upon whether a joint production agreement potentially enhances
the competitiveness of the American work force by gencrating significant economies of scale
within the United States. A decision whether 10 allow such an agreement should turn, rather.
on whether participating firms could gain such efficiencies on their own, simply be cnlarging
their investment in the United States; whether such a combination of companies would allow
higher levels of productivity withinthe United States; and whether the combination would
substantially diminish global competition. National origin should have nothing to do with it.

Forejgn direct investment. Under the kxon-Florio Amendment to the Ombibus Tradc
and Competitiveness Act of 1988, a high-lcvel Committee on Foreign Investments in the
United States can block a proposed foreign acquisition of an American firm. Other proposcd
legislation would make it even more difficult for foreign firms to acquire American
companies. These policies, too, make little sense. In genera!, foreign-owned companies
displace American-owned firms in just those industries where the forcign busincsscs arc
simply more productive. Thus it is not surprising that America's governors spend a great deal
of time and energy promoting their states to forcign investors and offer big subsidies to
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foreign companies to locate in their states, even if they compete head-on with existing
Amcrican-owned businesses.

If there is reason to belicve that a proposed acquisition of an American firm by a
foreign firm will give the foreign firm--or a group of foreign firms--the capacity to
monopolize an industry, America’s antitrust laws are sufficient to block the acquisition. Thus,
to the extent that Japanese semiconductor firms are behaving like a cartel, and the purchase of
an American semiconductor supplier like Perkin-Elmer would enhance their market power,
the Tustice Department or the FTC should prevent the acquisition. But note that the decision
does not turn on corporate nationality per se, but on corporate behavior. Precisely the same
stricture should be applied to American firms operating in the same monopolistic manner.

Tax evasion. Responding to lnternal Revenue Service figures showing that foreign-
owned firms in the U.S. in 1986 reported $550 billion in gross receipts but showed $1.5
billion in tax losses, several bills have been introduced in Congress to give IRS agents new
powers to monitor U.S. units of foreign multinationals and impose a capital gains tax on the
sale of the holdings of some foreigners. But to the extent that global firms have been evading
U.S. taxes by transferring profits from thcir Amcrican to their foreign units, the problem is
hardly limited to foreign-owned firms. Using many of the same techniques (many of which,
after all, were devised by American tax lawyers in the first place), global American
corporations have for years been using "transfer pricing” to allocate their profits in ways that
reduce their income taxes. Here again, corporate nationality is irrelevant; if a federal response
is warranted, it should apply broadly to all global corporations.

Political activities. Bills are being readied to bar American subsidiaries of foreign
corporations from forming political action committces, or hiring former federal officials from
Jobbying on their behall. While concerns about foreign interference in the American political
process are understandable, we should nonetheless remind ourselves that--as in the other
policy areas enumerated above--the underlying issuc has less to do with corporate nationality
than with corporate behavior, regardless of nationality. To the extent that it is appropriate for
American corporations to have access to Washington policy makers, it is just as appropriate
for foreign firms operating in the United States to have such access. (Restrictions on the
political activities of such foreign companics nccessarily reduce the access of Americans
working within such companies to the American political process; American employees of
such firms as Pillsbury, First Boston, and Marine Midland Bank would thus be denied the sort
of representation accorded to their compatriots who happen to work for Amcrican-owncd
firms.) On the other hand, to the extent that such access is misused--with the result that the
firm is helped but the nation's interests are jeopardized--the problem is the same whether it is
caused by a foreign or an American firm. Restrictions on PACs, and on the lobbying
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- activities of former federal officials, in order to guard against such misuse, would seem
appropriate regardless of the nationality of the firms that utilize them.

A National Competitive Strategy

Nothing I have said is inconsistent with a bold national strategy to improve American
competitiveness. Indeed, I have long advocated just such an initiative. At its heart would be
public investments in education, training, and infrastructure designed to improve the
capacities of Americans lo identify and solve new problems, and link those capacities to the
world economy. A skilled work force, coupled with superb infrastructure, will attract global
capital to create good jobs. Such a strategy would also feature agreements with global
" corporations to undertake high value added development and production in the United States,

and thus give Americans on-the-job training in the technologies of the future.

My point today is simply to suggest that, however we design our industrial policy, the
nationality of corporate ownership should not play a significant role. In today's new globat
economy, every factor of production is highly mobile, save one. Money, technology, and
state-of-the-art factories and equipment move almost effortlessly across borders. Corporations
are becoming global entities that arc only loosely linked to nations, if at all. Our competitive

future depends on the least mobile factor of production, which is rooted at home: our work
force.
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who is “us”? Is it IBM, Motorola, Whirlpool, and
General Motors? Or is it Sony, Thomson, Philips,
and Honda?
Consider two successful corporations:

O Corporation A is headquartered north of New York
City. Most of its top managers are citizens of the
United States. All of its directors are American citi-
zens, and a majority of its shares are held by Ameri-
can investors. But most of Corporation A’s employees
are non-Americans. Indeed, the company undertakes
much of its R&D and product design, and most of its
complex manufacturing, outside the borders of the
United States in Asia, Latin America, and Europe.
Within the American market, an increasing amount
of the company’s product comes from its laboratories
and factories abroad.

O Corporation B is headquartered abroad, in another
industrialized nation. Most of its top managers and

Robert B. Reich political y and

ment at the John F Kennedy School of Government, Har-
vard University. He is author of many books on trade
competitiveness, industrial policy, and government. His
most recent book is The Resurgent Liberal {and Other Un-
fashionable Pronhecies! rarhiick

h

Across the United States,
revitalize our national competitiveness. But wait—
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WholsUs?

by Robert B. Reich

you can hear calls for us to

directors are citizens of that nation, and a majority of
its shares are held by citizens of that nation. But most
of Corporation B’s employees are Americans. Indeed,
Corporation B undertakes much of its R&D and new
product design in the United States. And it does most
of its manufacturing in the U.S. The company ex-

The competitiveness of
American-owned corporations
is not the same as American
competitiveness.

ports an increasing proportion of its American-based
production, some of it even back to the nation where
Corporation B is headquartered.

Now, who is “us”’? Between these two corpora-
tions, which is the American corporation, which the
foreign corporation? Which is more important to the
economic future of the United States?

As the American economy becomes more global-
ized, examples of both Corporation A and B are in-
ing. At the same time, American concem for the

Prop p d by Random House-
Times Books in 1989. This is his fifth article for HBR.
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competitiveness of the United States is increasing.

Copyright © 1990 by the President and Fellows of Harvard College. All rights reserved.




18

WHO IS US?

Typically, the assumed vehicle for improving the
competitive performance of the United States is the
American corporation — by which most people would
mean Corporation A. But today, the competitiveness
of American-owned corporations is no longer the
same as American competitiveness. Indeed, Ameri-
can ownership of the corporation is profoundly less
relevant to America’s economic future than the
skills, training, and knowledge commanded by
American workers—workers who are increasingly
employed within the United States by foreign-owned
corporations.

So who is us? The answer is, the American work
force, the American people, but not particularly the
American corporation. The implications of this new
answer are clear: if we hope to revitalize the competi-
tive performance of the United States economy, we
must invest in people, not in nationally defined cor-
porations. We must open our borders to investors
from around the world rather than favoring compa-
nies that may simply fly the U.S. flag. And govern-
ment policies should promote human capital in this
country rather than assuming that American corpo-
rations will invest on “our” behalf. The American
corporation is simply no longer “us.”’

Global Companies

American corporations have been abroad for years,
even decades. So in one sense, the multinational
identity of American companies is nothing new.
What is new is that American-owned multinationals
are beginning to employ large numbers of foreigners
relative to their American work forces, are beginning

to rely on foreign facilities to do many of their most
technologically complex activities, and are begin-
ning to export from theirforeign facilities—including
bringing products back to the United States.

Around the-world, the numbers are already large—
and still growing. Take BM—often considered the
thoroughbred of competitive American corpora-
tions. Forty percent of IBM's world employees are for-
eign, and the percentage is increasing. IBM Japan
boasts 18,000 Japanese employees and annual sales of
imore than $6 billion, making it one of Japan’s major
exporters of computers.

Or consider Whirlpool. After cutting its American
work force by 10% and buying Philips’s appliance
business, Whirlpool now employs 43,500 people
around the world in 45 countries —most of them non-
Americans. Another example is Texas Instruments,
which now does most of its research, development,
design, and manufacturing in East Asia. TI employs
over 5,000 people in Japan alone, making advanced
semiconductors—almost half of which are exported,
many of them back to the United States.

American corporations now employ 11% of the
industrial work force of Northem Ireland, making
everything from cigarettes to computer software,
much of which comes back to the United States.
More than 100,000 Singaporians work for more than
200 U.S. corporations, most of them fabricating and
assembling electronic components for export to the
United States. Singapore’s largest private employeris
General Electric, which also accounts for a big share
of that nation’s growing exports. Taiwan counts
AT&T, RCA, and Texas Instruments among its larg-
est exporters. In fact, more than one-third of Taiwan’s
notorious trade surplus with the United States
comes from U.S. corporations making or buying




things there, then selling or using them back in the
United States. The same corporate sourcing practice
accounts for a substantial share of the U.S. trade im-
balance with Singapore, South Korea, and Mexico—
raising a question as to whom complaints about
trade imbalances should be directed.

The pattern is not confined to America’s largest
companies. Molex, a suburban Chicago maker of
connectors used to link wires in cars and computer
boards, with revenues of about $300 million in 1988,
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U.S.companies haven't lost
their competitive

edge —they've just moved their
base of operations.

has 38 overseas factories, 5 in Japan. Loctite, a mid-
size company with sales in 1988 of $457 million,
headquartered in Newington, Connecticut, makes
and sells adhesives and sealants all over the world. It
has 3,500 employees— only 1,200 of whom are Amer-
icans. These companies are just part of a much larger
trend: according to a 1987 McKinsey & Company
study, America’s most profitable midsize companies
increased their investments in overseas production
at an annual rate of 20% between 1981 and 1986.
Overall, the evidence suggests that U.S. companies
have not lost their competitive edge over the last 20
years ~they’ve just moved their base of operations. In
1966, American-based multinationals accounted for
about 17% of world exports; since then their share
has remained almost unchanged. But over the same
period, the share of exports from the United States in
the world’s total trade in manufactures fell from 16%
to 14%. In other words, while Americans exported
less, the overseas affiliates of U.S.-owned corpora-
tions exported more than enough to offset the drop.
The old trend of overseas capital investment is ac-
celerating: U.S. companies increased foreign capital
spending by 24% in 1988, 13% in 1989, But even more
important, U.S. businesses are now putting substan-
tial sums of money into foreign countries to do R&D
work. According to National Science Foundation
figures, American corporations increased their over-
seas R&D spending by 33% between 1986 and 1988,
compared with a 6% increase in R&D spending in
the United States. Since 1987, Eastman Kodak, WR.
Grace, Du Pont, Merck, and Upjohn have all opened
new R&D facilities in Japan. At Du Pont’s Yokohama
laboratory, more than 180 Japanese scientists and
technicians are working at developing new materials
technologies. IBM’s Tokyo Research Lab, tucked
away behind the far side of the Imperial Palace in

DETAILS OF DETROIT INDUSTRY MURAL BY DIEGO RIVERA, C. 1933
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downtown Tokyo, houses a small army of Japanese
engineers who are perfecting image-processing tech-
nology. Another IBM laboratory, the Kanagawa arm of
its Yamato Development Laboratory, houses 1,500 re-
searchers who are developing hardware and software.
Nor does IBM confine its pioneering work to Japan:
recently, two European researchers at IBM’s Zurich
laboratory announced major breakthroughs into
superconductivity and microscopy —eamning them
both Nobel Prizes.

An even more dramatic development is the arrival
of foreign corporations in the United States at a rap-
idly increasing pace. As recently as 1977, only about
3.5% of the value added and the employment of
American manufacturing originated in companies
controlled by foreign parents. By 1987, the number
had grown to almost 8%. In just the last two years,
with the faster pace of foreign acquisitions and in-
vestments, the figure is now almost 11%. Foreign-
owned companies now employ 3 million Americans,
roughly 10% of our manufacturing workers. In fact,
in 1989, affiliates of foreign manufacturers creat-
ed more jobs in the United States than American-
owned manufacturing companies.

And these non-U.S. companies are vigorously ex-
porting from the United States. Sony now exports
audio- and videotapes to Europe from its Dothan,
Alabama factory and ships audio recorders from its
Fort Lauderdale, Florida plant. Sharp exports 100,000
microwave ovens a yéar from its factory in Memphis,
Tennessee. Last year, Dutch-owned Philips Con-
sumer Electronics Company exported 1,500 color
televisions from its Greenville, Tennessee plant toJa-
pan. Its 1990 target is 30,000 televisions; by 1991, it
plans to export 50,000 sets. Toshiba America is send-
ing projection televisions from its Wayne, New Jer-
sey plant to Japan. And by the early 1990s, when
Honda annually exports 50,000 cars to Japan from its
Ohio production base, it will actually be making
more cars in the United States than in Japan.

The New American Corporation

In an economy of increasing global investment,
foreign-owned Corporation B, with its R&D and
manufacturing presence in the United States and its
reliance on American workers, is far more important
to America’s economic future than American-owned
Corporation A, with its platoons of foreign workers.
Corporation A may fly the American flag, but Cor-
poration B invests in Americans. Increasingly, the
competitiveness of American workers is a more
important definition of “American competitive-
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What kind of foreign-owned busincss2s really
contribute to national competitiveness? Actually,
there are four models to consider, each doing buci-
ncss at a different level of complexity and lozal in-
tellectual content: importers, assemblers, plant
complexcs, and fully integrated business opera-
tions. For those complex discrete manufacturing
businesecs such as electronics and automobiles that
are at the heart of tade concerns, itis only fully in-
tegrated operations that build the local skill base
and infrastructure in ways that increase interoa-
tiona! corpetitiveness and consequently raise 1 v-
ing standards. They do so by bringing in-country the

iz] engine of busi competiti

The Matsushita consumer electronics complex at
Radoma, Japan demonstrates the importance ofa
fully integrated aperation. All four key intellectual

How Foreign-Owned Businesses Can

tates 100% assembly automation and high process
rolisbility, This “producit le design,” which canemiv !
be cccomplizhcd when there is close 1eAMWOTZ
among p dzcigpers, process designers, com-
ponent d 2nd facturing in
part explains why Matsushita has been able to
maintain a leading competitive positien vorldwide
despite the yen shock.

Typical importing and assembly operations are at
the opposite end of the scale. Importing companies
limit local economic activity to sales, marketing,
and distribution, their aim is to win local market
share and broaden the business base for an engine of
competitiveness located offshore. (We use the term |
ocal” to mean activity carried out in the host
country.) Assemblers, a category that includes the
U.S. organizations of many Asian-owned consumer

elements of the television and videocassette re-

electronics companies, make products locally, using

corder [VCR] product and production sy

"

d and pproaches de-

P design, facturing, p ngin

ing, and vendor management ~ take place there.
Although many components are outsourced, these
key intclicctual elements are “inspurced” at Ka-
doma so they can be tightly integrated and opti-
mized. Matsushita even builds most of its manufac-

ped in the home country. They may buy some
components locally, but they are likely to import
key p and all the ing decisions are
made in the home country. As a result, itis difficult
for local companies to become suppliers, and the
most important supply positions often go to local

turing equipment. Mech decks, the highly 1

head and tape transport assemblies for VCRs, are as-

sembled by Matsushita robots.
Thistighti ion enabl hita to raise

bsidiaries of home: Ty SUPP
Plant complexes add a further level of valueadded
and begin to add intellectual content. Typically, a
plex will fabricate product cormponents, and

quality, reduce labor hours, provide a high level of
product variety to the market, and rapidly incorpo-
rate new technology into new products. The mech
decks are designed so that every part can be assem-
bled with a simple vertical motion, which facili-

the amount of local engineering content increases.
Examples in the United States include the Nissan
complex in Smyrna, Tennessee, which makes its
own t issions and tr 1s, and the Sony
television complex in San Diego, California, which

’

ness” than the competitiveness of American compa-
nies. Issues of ownership, control, and national origin
are less important factors in thinking through the
logic of “who is us” and the implications of the an-
swer for national policy and direction.

Ownership is less important. Those who favor
American-owned Corporation A [that produces over-
seas) over foreign-owned Corporation B {that
produces here) might argue that American owner-
ship generates a stream of eamnings for the nation’s
citizens. This argument is correct, as far as it goes.
American shareholders do, of course, benefit from
the global successes of American corporations to the
extent that such successes are reflected in higher
share prices. And the entire U.S. economy benefits to
the extent that the overseas profits of American
companies are remitted to the United States.

56

But American investors also benefit from the suc-
cesses of non-American companies in which Ameri-
cans own a minority interest —just as foreign citizens
benefit from the successes of American companies in
which they own a minority interest, and such cross-
ownership is on the increase as national restrictions
on foreign ownership fall by the wayside. In 1989,
cross-border equity investments by Americans, Brit-
ish, Japanese, and West Germans increased 20%, by
value, over 1988.

The point is that in today’s global economy, the to-
tal return to Americans from their equity invest-
ments is not solely a matter of the success of par-
ticular companies in which Americans happen to
have a controlling interest. The retun depends on
the total amount of American savings invested in
global portfolios comprising both American and

HARVARD BUSINESS REVIEW  January-February 1990
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Contribute fo U.S. Competitiveness

makes its own tubes and {together with other Sony
operations in California) has a significant engi-
neering force. Still, a plant complex falls well short
of a fully i d busi ion. The key in-

of the product and

in-country and the operation is set up to do business

in the global market. In this fully integrated opera-

tion, the span of activities closely resembles similar

operations in the home country.
E:

system are still in the home country, even if the dis-
tinctions are becoming more subtle. High-reso-
lution tubes for computer monitors and jumbo tele-
vision tubes that drive the product and process tech-
nology are made at Sony’s lead plant in Inazawa,
Japan. The U.S. plant makes more mature products.
Assembly operations and plant complexes {par-
ticularly the latter) look good on simple economic
ploy many bly workers

and some middle managers and engineers. They also
can help with catch-up in weak areas of

les of fully integrated operations in the

United States include the consumer electronics
businesses of Philips and Thomson {which were
built from acquired ies) and, i ingly,
Honda’s eutomobile business. These companies
appear to have made commitments to devolve
whole product lines to their U.S. subsidiaries. The
new Honda Accord Coupe, for example, was de-
signed and is made only in the United States and
is exported in small quantities to Japan. Likewise,
U.S. multinational companies have built many
ful i d ions in other parts

ment skills: the GM-Toyota NUMMI plant in Cali-
fornia, for example, has shown U.S. managers that

h rather than ion ac-
counts for much of the Japanese advantage in as-
sembly productivity. These operati cannot bring

the host country to the forefront of competitive-
ness, however, because the engine of competitive-
ness remains offshore. Thus they do not upgrade the
local skill base and technology infrastructure to
world leader status; they won’t attract the best
young managers and engineers; and they are un-
likely to stimulate the creative work that spins off
new businesses {the “Silicon Valley effect”).

The real payoff from local operations for foreign-
owned companies, then, comes in the form of fully
integrated business operations-when product de-
sign, p design, facti

uring, and vendor
management are co-located and tightly integrated

of the world, for example, IBM’s, TI’s, and GE Plas-
tics’s operations in Japan, Hewlett-Packard’s in Sin-
gapore, and Ford's in Europe.

The foreign-owned businesses that benefit na-
tional competitiveness most are those that commit
their engine of competitiveness to the host country.
When foreign-owned companies come only to win
local market share, they add little to the host coun-
try’s competitiveness. When they come to build a
platform to compete in global rarkets, then they
contribute to national competitiveness.

- Todd Hixon end Ranch Kimball

Todd Hixon is a vice president and high-tech practice
leader with the Boston Consulting Group. Ranch Kim-.

ball, a manager with BCG, has warked extensively with
1 ics and i ies. Both
worked with the A El ics A inits

high-definition television initiative.
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foreign-owned companies—and on the care and wis-
dom with which American investors select such
portfolios. Already Americans invest 10% of their
portfolios in foreign securities; a recent study by
Salomon Brothers predicts that it will be 15% in a
few years. U.S. pension managers surveyed said that
they predict 25% of their portfolios will be in for-
eign-owned companies within 10 years.

Control is less important. Another argument mar-
shaled in favor of Corporation A might be that be-
cause Corporation A is controlled by Americans, it
willact in the best interests of the United States. Cor-
poration B, a foreign national, might not do so—
indeed, it might act in the best interests of its nation
of origin. The argument might go something like
this: even if Corporation B is now hiring more Amer-
icans and giving them better jobs than Corporation

HARVARD BUSINESS REVIEW  January-February 1990

A, we can’t be assured that it will continue todo so. It
might bias its strategy to reduce American competi-
tiveness; it might even suddenly withdraw its invest-
ment from the United States and leave us stranded.

But this argument makes a false assumption about
American companies - namely, that they are in a po-
sition to put national interests ahead of company or
shareholder interests. To the contrary: managers of
American-owned companies who sacrificed profits
for the sake of national goals would make them-
selves vulnerable to a takeover or liable for a breach
of fiduciary responsibility to their shareholders.
American managers are among the loudest in the
world to declare that their job is to maximize share-
holder returns - not to advance national goals.

Apart from wartime or other national emergen-
cies, American-owned companies are under no spe-
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cial obligation to serve national goals. Nor does our
system alert American managers to the existence of
such goals, impose on American managers unique re-
quirements to meet them, offer special incentives to
achieve them, or create measures to keep American
managers accountable for accomplishing them. Were
American managers knowingly to sacrifice profits
for the sake of presumed national goals, they would
be acting without authority, on the basis of theirown
views of what such goals might be, and without ac-
countability to shareholders or to the public.

Obviously, this does not preclude American-
owned companies from displaying their good cor-
porate citizenship or having a sense of social re-
sponsibility. Sensible managers recognize that act-
ing “in the public interest” can boost the company’s
image; charitable or patriotic acts can be good busi-
ness if they promote long-term profitability. But in
this regard, American companies have no particular
edge over foreign-owned companies doing business
in the United States. In fact, there is every reason to
believe that a foreign-owned company would be even
more eager to demonstrate to the American public
its good citizenship in America than would the aver-
age American company. The American subsidiaries
of Hitachi, Matsushita, Siemens, Thomson, and
many other foreign-owned companies lose no oppor-
tunity to contribute funds to American charities,
SpONSOT COMIMUNity events, and support public li-
braries, universities, schools, and other institutions.
{In 1988, for example, Japanese companies operating
in the United States donated an estimated $200 mil-
lion to American charities; by 1994, it is estimated
that their contributions will total $1 billion.}!

By the same token, American-owned businesses
operating abroad feel a similar compulsion to act as
good citizens in their host countries. They cannot af-

ford to be seen as promoting American interests; oth-
erwise they would jeopardize their relationships
with foreign workers, consumers, and governments.
Some of America’s top managers have been quite ex-
plicit on this point. “IBM cannot be a net exporter
from every nation in which it does business;” said
Jack Kuehler, BM's new president. “We have to bea
“good citizen everywhere.” Robert W. Galvin, chair-
man of Motorola, is even more blunt: should it be-
come necessary for Motorola to close some of its
factories, it would not close its Southeast Asian
plants before it closed its American ones. “We need
our Far Eastern customers,” says Galvin, ““and we
cannot alienate the Malaysians. We must treat our
employees all over the world equally” In fact, when
it becomes necessary to reduce global capacity, we
might expect American-owned businesses to slash
more jobs in the United States than in Europe {where
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labor laws often prohibit precipitous layoffs) or in Ja-
pan (where national norms discourage it).

Just as empty is the concern that a foreign-owned
company might leave the United States stranded by
suddenly abandoning its U.S. operation. The typical
argument suggests that a foreign-owned company
might withdraw for either profit or foreign policy
motives. But either way, the bricks and mortar would
still be here. So would the equipment. So too would
be the accumulated leaming among American work-
ers. Under such circumstances, capital from an-

A nation’s most important
competitive asset is the skills
and learning of its work force.

other source would fill the void; an American {or
other foreign) company would simply purchase the
empty facilities. And most important, the American
work force would remain, with the critical skills and
capabilities, ready to go back to work.

After all, the American government and the Amer-
ican people maintain jurisdiction —political control -
over assets within the United States. Unlike foreign
assets held by American-owned companies that are
subject to foreign political control and, occasionally,
foreign expropriation, foreign-owned assets in the
United States are secure against sudden changes in
foreign governments' policies. This not only serves
as an attraction for foreign capital looking for a se-
cure haven; it also benefits the American work force.

Work force skills are critical. As every advanced
economy becomes global, a nation’s most important
competitive asset becomes the skills and cumulative
learning of its work force. Consequently, the most
important issue with regard to global corporations is
whether and to what extent they provide Americans
with the training and experience that enable them to
add greater value to the world economy. Whether the
company happens to be headquartered in the Unit-
ed States or the United Kingdom is fundamentally
unimportant. The company is 2 good “American”’
corporation if it equips its American work force
to compete in the global economy.

Globalization, almost by definition, makes this
true. Every factor of production other than work

1. Craig Smith, editor of Corporate Philanthropy Report. quoted in Chroni-
cle of Higher Education, November 8, 1989, p. A-34.

2. Bureau of Economic Analysis, Foreign Direct Investment in the U.S.:
Opezations of U.S. Affiliates, imil 1986 Estil { i

D.C.: U.S. Department of Commerce, 1988} for data on foreign compa-
nies; Bureau of the Census, Annual Survey of Manufactures: Statistics
for Industry Groups and Industries, 1986 {Washington, D.C., 1987)
for U.S. companies.

HARVARD BUSINESS REVIEW  January-February 1990




23

force skills can be duplicated anywhere around the
world. Capital now sloshes freely across interna-
tional boundaries, so much so that the cost of capital
in different countries is rapidly converging. State-of-
the-art factories can be erected anywhere. The latest
technologies flow from computers in one nation, up
to satellites parked in space, then back down to com-
puters in another nation-all at the speed of elec-
tronic impulses. It is all fungible: capital, technology,
raw materials, information - al), except for one thing,
the most critical part, the one element that is unique
about a nation: its work force.

In fact, because all of the other factors can move so
easily any place on earth, a work force that is knowl-
edgeable and skilled at doing complex things attracts
foreign investment. The relationship forms a virtu-
ous circle: well-trained workers attract global corpo-
rations, which invest and give the workers good jobs;
the good jobs, in turn, generate additional training
and experience. As skills move upward and experi-
ence accumulates, a nation’s citizens add greater and
greater value to the world—and command greater
and greater compensation from the world, improving
the country’s standard of living,

Foreign-owned corporations help American work-
ers add value. When foreign-owned companies come
to the United States, they frequently bring with them
approaches todoing business that improve American
productivity and allow American workers to add
more value to the world economy, In fact, they come
here primarily because they can be more productive
in the United States than can other American rivals.
It is not solely America’s mounting external in-
debtedness and relatively low dollar that account
for the rising level of foreign investment in the
United States. Actual growth of foreign investment
in the United States dates from the mid-1970s rath-
er than from the onset of the large current account
deficit in 1982. Moreover, the two leading foreign in-
vestors in the United States are the British and the
Dutch-not the Japanese and the West Germans,
whose enormous surpluses are the counterparts
of our current account deficit.

For example, after Japan's Bridgestone tire com-
pany took over Firestone, productivity increased dra-
matically. The joint venture between Toyota and
General Motors at Fremont, California is 2 similar
story: Toyota’s managerial system took many of the
same workers from what had been a deeply troubled
GM plant and tumed it into a model facility, with up-
graded productivity and skill levels.

In case after case, foreign companies set up or buy
up operations in the United States to utilize their cor-
porate assets with the American work force. Foreign-
owned businesses with better design capabilities,
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production techniques, or managerial skills are able
to displace American companies on American soil
precisely because those businesses are more produc-
tive. And in the process of supplanting the American
company, the foreign-owned operation can transfer
the superior know-how to its American work force—
giving American workers the tools they need to be
more productive, more skilled, and more competi-
tive. Thus foreign companies create good jobs in the
United States. In 1986 (the last date for which such
data are available), the average American employee
of a foreign-owned manufacturing company earned
§$32,887, while the average American employee of an
American-owned manufacturer eamned $28,954.!

This process is precisely what happened in Europe
in the 1950s and 1960s. Europeans publicly fretted
about the invasion of American-owned multina-
tionals and the onset of “the American challenge”
But the net result of these operations in Europe has
been to make Europeans more productive, upgrade
European skills, and thus enhance the standard of
living of Europeans.

Now Who Is Us?

American competitiveness can best be defined as
the capacity of Americans to add value to the world
economy and thereby gain a higher standard of living
in the future without going into ever deeper debt.
American competitiveness is not the profitability or
market share of American-owned corporations. In
fact, because the American-owned corporation is
coming to have no special relationship with Ameri-
cans, it makes no sense for Americans to entrust our
national competitiveness to it. The interests of
American-owned corporations may or may not co-
incide with those of the American people.

Does this mean that we should simply entrust our
national competitiveness to any corporation that
employs Americans, regardless of the nationality of
corporate ownership? Not entirely. Some foreign-
owned corporations are closely tied to their nation’s
economic development—either through direct pub-
lic ownership {for example, Airbus Industrie, a joint
product of Britain, France, West Germany, and Spain,
created to compete in the commercial airline indus-
try) or through financial intermediaries within the
nation that, in turn, are tied to central banks and
ministries of finance {in particular the model used by
many Korean and Japanese corporations}. The pri-
mary goals of such corporations are to enhance the
wealth of their nations, and the standard of living of
their nations’ citizens, rather than to enrich their
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shareholders. Thus, even though they might employ
American citizens in their worldwide operations,
they may employ fewer Americans—or give Ameri-
cans lower value-added jobs—than they would if
these corporations were intent simply on maximiz-
ing their own profits.?

On the other hand, it seems doubtful that we could
ever shift the goals and orientations of American-
owned corporations in this same direction—-away

National policies should
reward any global corporation
that invests in the

American work force.

from profit maximization and toward the develop-
ment of the American work force. There is no reason
to suppose that American managers and sharehold-
ers would accept new regulations and oversight
mechanisms that forced them to sacrifice profits for
the sake of building human capital in the United
States. Nor is it clear that the American system of
government would be capable of such detailed
oversight.

The only practical answer lies in developing na-
tional policies that reward any global corporation
that invests in the American work force. In a whole
set of public policy areas, involving trade, publicly
supported R&D, antitrust, foreign direct investment,
and public and private investment, the overriding
goal should be to induce global corporations to build
human capital in America.

Trade policy. We should be less interested in open-
ing foreign markets to American-owned companies
{which may in fact be doing much of their production
overseas) than in opening those markets to compa-
nies that employ Americans —even if they happen to
be foreign-owned. But so far, American trade policy
experts have focused on representing the interests of
companies that happen to carry the American flag—
without regard to where the actual production is be-
ing done. For example, the United States recently
accused Japan of excluding Motorola from the lucra-
tive Tokyo market for cellular telephones and hinted
at retaliation. But Motorola designs and makes many
of its cellular telephones in Kuala Lumpur, while
most of the Americans who make cellular telephone
equipment in the United States for export to Japan
happen to work for Japanese-owned companies. Thus
we are wasting our scarce political capital pushing
foreign governments to reduce barriers to American-
owned companies that are seeking to sell or produce
in their market.
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Once we acknowledge that foreign-owned Corpo-
ration B may offer more to American competitive-
ness than American-owned Corporation 4, it is easy
to design a preferable trade policy—one that accords
more directly with our true national interests. The
highest priority for American trade policy should be
to discourage other governments from invoking do-
mestic content rules—which have the effect of
forcing global corporations, American and foreign-
owned alike, to locate production facilities in those
countries rather than in the United States.

The objection here tolocal content rulesis not that
they may jeopardize the competitiveness of Ameri-
can companies operating abroad. Rather, it is that
these requirements, by their very nature, deprive the
American work force of the opportunity to compete
for jobs, and with those jobs, for valuable skills,
knowledge, and experience. Take, for example, the re-
cently promulgated European Community nonbind-
ing rule on television-program production, which
urges European television stations to devote a major-
ity of their air time to programs made in Europe. Or
consider the European allegations of Japanese dump-
ing of office machines containing semiconductors,
which has forced Japan to put at least 45% European
content into machines sold in Europe {and thus fewer
American-made semiconductor chips).

Obviously, U.S.-owned companies are already in-
side the EC producing both semiconductors and tele-
vision programs. So if we were to adopt American-
owned Corporation A as the model for America’s
competitive self-interest, our trade policy might
simply ignore these EC initiatives. But through
the lens of a trade policy focused on the American
work force, it is clear how the EC thwarts the abili-
ties of Americans to excel in semiconductor fabrica-
tion and filmmaking-two areas where our work
force already enjoys a substantial competitive
advantage.

Lack of access by American-owned corporations to
foreign markets is, of course, a problem. But it only
becomes a crucial problem for America to the extent
that both American and foreign-owned companies
must make products within the foreign market—
products that they otherwise would have made in the
United States. Protection that acts as a domestic con-
tent requirement skews investment away from the
United States—and away from U.S. workers. Fighting
against that should be among the highest priorities of
U.S. trade policy.

Publicly supported Re)D. Increased global compe-
tition, the high costs of research, the rapid rate of
change in science and technology, the model of Japan

3. Robert B. Reich and Eric D. Mankin, “Joint Ventures with Japan Give
Away Our Future,” HBR March-April 1986, p. 78.
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with its government-supported commercial technol-
ogy investments-all of these factors have combined
to make this area particularly critical for thoughtful
public policy. But there is no reason why preference
should be given to American-owned companies.
Dominated by our preoccupation with American-
owned Corporation A, current public policy in this
area limits U.S. government-funded research grants,
guaranteed loans, or access to the fruits of U.S.
government-funded research to American-owned
companies. For example, membership in Sematech,
the research consortium started two years ago with
$100billion annual support payments by the Depart-
ment of Defense to help American corporations
fabricate complex memory chips, is limited to
American-owned companies. More recently, a gov-
emment effort to create a consortium of companies
to catapult the United States into the HDTV compe-

Should Sony, Philips, and
Thomson be eligible

to participate in the HDTV
consortium —with

their American workers?

tition has drawn a narrow circle of eligibility, ruling
out companies such as Sony, Philips, and Thomson
that do R&D and production in the United States but
are foreign-owned. More generally, long-standing
regulations covering the more than 600 govemment
laboratories and research centers that are spread
around the United States ban all but American-
owned companies from licensing inventions devel-
oped at these sites.

Of course, the problem with this policy approach is
that it ignores the reality of global American corpora-
tions. Most U.S.-owned companies are quite happy
to receive special advantages from the U.S. gov-
emment-and then spread the technological bene-
fits to their affiliates all over the world. As Sema-
tech gets under way, its members are busily going
global: Texas Instruments is building a new $250
million semiconductor fabrication plant in Taiwan,
by 1992, the facility will produce four-megabit mem-
ory chips and custom-made, application-specific in-
tegrated circuits—some of the most advanced chips
made anywhere. TI has also joined with Hitachi to
design and produce a super chip that will store 16
million bits of data. Motorola, meanwhile, has paired
with Toshiba to research and produce a similar gen-
eration of futurist chips. Not to be outdone, ATRT
has a commitment to build a state-of-the-art chip-
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making plant in Spain. So who will be making ad-
vanced chips in the United States? In June 1989,
Japanese-owned NEC announced plans to build a
$400 million facility in Rosedale, California for mak-
ing four-megabit memory chips and other advanced
devices not yet in production anywhere.

The same situation applies to HDTV. Zenith Elec-
tronics is the only remaining American-owned tele-
vision manufacturer, and thus the only one eligible
for a government subsidy. Zenith employs 2,500
Americans. But there are over 15,000 Americans em-
ployed in the television industry who do not work for
Zenith-undertaking R&D, engineering, and high-
quality manufacturing. They work in the United
States for foreign-owned companies: Sony, Philips,
Thomson, and others [see the accompanying table).
Of course, none of these companies is presently eli-
gible to participate in the United States’s HDTV
consortium - nor are their American employees.

Again, if we follow the logic of Corporation B as the
more “American” company, it suggests a straightfor-
ward principle for publicly supported R&D: we
should be less interested in helping American-owned
companies become technologically sophisticated
than in helping Americans become technologically
sophisticated. Government-financed help for re-
search and development should be available to any
corporation, regardless of the nationality of its own-
ers, as long as the company undertakes the R&D in
the United States~using American scientists, engi-
neers, and technicians. To make the link more ex-
plicit, there could even be a relationship between the
number of Americans involved in the R&D and the
amount of government aid forthcoming. It is impor-
tant to note that this kind of public-private bargain is
far different from protectionist domestic content re-
quirements. In this case, the government is partici-
pating with direct funding and thus can legitimately
exact a quid pro quo from the private sector.

Auntitrust policy. The Justice Department is now
in the process of responding to the inevitability of
globalization; it recognizes that North American
market share alone means less and less in a global
economy. Consequently, the Justice Department is
about to relax antitrust policy — for American-owned
companies only. American-owned companies that
previously kept each other at arm's length for fear of
prompting an inquiry into whether they were collud-
ing are now cozying up to one another. Current anti-
trust policy permits research joint ventures; the
attorney general is on the verge of recommending
that antitrust policy permit joint production agree-
ments as well, when there may be significant econo-
mies of scale and wheze competition is global —again,
among American-owned companies.
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But here again, American policy seems myopic. We
should be less interested in helping American-owned
companies gain economies of scale in research, pro-
duction, and other key areas, and more interested in
helping corporations engaged in research or produc-
tion within the United States achieve economies of
scale—regardless of their nationality. U.S. antitrust
policy should allow research or production joint ven-
tures among any companies doing R&D or produc-
tion within the United States, as long as they can
meet three tests: they could not gain such scale effi-
ciencies on their own, simply by enlarging their in-
vestment in the United States; such a combination
of companies would allow higher levels of productiv-
ity within the United States; and the combination
would not substantially diminish global competi-
tion. National origin should not be a factor.

Foreign direct investment. Foreign direct invest-
ment has been climbing dramatically in the United
States: last year it reached $329 billion, exceeding to-
tal American investment abroad for the first time
since World War I {but be careful with these figures,
since investments are valued at cost and this sub-
stantially understates the worth of older invest-

WHO IS US?

- s cizon R

ments). How should we respond to this influx of
foreign capital?

Clearly, the choice between Corporation A and
Cotporation B has important implications. 1If we are
most concerned about the viability of American-
owned corporations, then we should put obstacles in
the way of foreigners seeking to buy controlling
shares in American-owned companies, or looking to
build American production facilities that would
compete with American-owned companies.

Indeed, current policies tilt in this direction. For
example, under the so-called Exon-Florio Amend-
ment of the Omnibus Trade and Competitiveness
Act of 1988, foreign investors must get formal ap-
proval from the high-level Committee on Foreign In-
vestments in the United States, comprising the heads
of eight federal agencies and chaired by the secretary
of the treasury, before they can purchase an Ameri-
can company. The expressed purpose of the law is to
make sure that a careful check is done to keep “na-
tional security”” industries from passing into the
hands of foreigners. But the law does not define what
mational security” means: thus it invites all sorts of
potential delays and challenges. The actual effect is

U.S. TV Set Production, 1988
Company Name Plant Type Location Employees Annual Production
Bang & Olufsen Assembly Compton, Calif. nat n.a.
Goldstar Total* Huntsville, Ala. 400 1,000,000
Harvey Industries Assembl Athens, Tex. 900 600,000
Hitachi Total Angheim, Calif. 900 360,000
vC Total Elmwood Park, N.J. 100 480,000
Matsushita Assembl Franklin Park, Il 800 1,000,000
ﬁx‘ncrica‘q K?tobuki Assembly Vancouver, Wash. 200 n.a.
Mitsubishi A bl Santa Ana, Calif. 550 400,000
itsubishi Total Braselton, Ga. 300 285,000
NEC Assembly ° McDonough, Ga. 400 240,000
Orion Assembly Princeton, Ind. 250 n.a.
Philips Total Greenville, Tenn. 3,200 2,000,000+
Total Saddle Brook, N.J. 250 1,000,000
Sanyo A bl Forrest City, Ark. 400 1,000,000
Sharp Assembly phis, Tenn. 770 1,100,000
Sony Total San Diego, Calif. 1,500 1,000,000
Tatung A bl Long Beach, Calif. 130 17,500
Thomson Total Bloomi Ind. 1,766 3,000,000+
Th : Comp s Indi lis, Ind. 1,604 na.
Toshiba Assembly Lebanon, Tenn, 600 900,000
Zenith Total Springfield, Mo. 2,500 n.a.
+Total manufacturing involves more than the assembling of knocked- Source: Electronic Industries Association,
down kits. Plants that manufacture just the television cabinets are HDTV Information Center, i , D.C.

not included in this list. *Not evailable.
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to send a message that we do not look with favor on
the purchase of American-owned assets by foreign-
ers. Other would-be pieces of legislation send the
same signal. In July 1989, for instance, the House
Ways and Means Committee voted to apply a with-
holding capital gains tax to foreigners who own more
than 10% of a company’s shares. Another provision
of the committee would scrap tax deductibility for
interest on loans made by foreign parents to their
American subsidiaries. A third measure would limit
R&D tax credits for foreign subsidiaries. More re-

The federal government has
been cutting back on the
investments that are critical for
America’s competitive future,

cently, Congress is becoming increasingly concerned
about foreign takeovers of American airlines. A sub-
committee of the House Commerce Committee has
voted to give the Transportation Department author-
ity to block foreign acquisitions.

These policies make little sense—in fact, they are
counterproductive. Our primary concem should be
the training and development of the American work
force, not the protection of the American-owned cor-
poration. Thus we should encourage, not discourage,
foreign direct investment. Experience shows that
foreign-owned companies usually displace American-
owned companies in just those industries where the
foreign businesses are simply more productive.
No wonder America’s governors spend a lot of time
and energy promoting their states to foreign inves-
tors and offer big subsidies to foreign companies to
locate in their states, even if they compete head-on
with existing American-owned businesses.

Public and private investment. The current obses-
sion with the federal budget deficit obscures a final,
crucial aspect of the choice between Corporation A
and Corporation B. Conventional wisdom holds that
government expenditures “crowd out”’ private in-
vestment, making it more difficult and costly for
American-owned companies to get the capital they
need. According to this logic, we may have to cut
back on public expenditures in order to provide
American-owned co; ies with the y cap-
ital to make investments in plant and equipment.

But the reverse may actually be the case—-par-
ticularly if Corporation B is really more in America’s
competitive interests than Corporation A. There are
anumbser of reasons why this is true.

First, in the global economy, America’s public ex-
penditures don’t reduce the amount of money left
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over for private investment in the United States. To-
day capital flows freely across national borders—
including a disproportionately large inflow to the
United States. Not only are foreign savings coming
to the United States, but America’s private savings
are finding their way all over the world. Sometimes
the vehicle is the far-flung operations of a global
American-owned company, sometimes a company in
which foreigners own a majority stake, But the old
notion of national boundaries is becoming obsolete.
Moreover, as I have stressed, it is 2 mistake to associ-
ate these foreign investments by American-owned
companies with any result that improves the com-
petitiveness of the United States. There is simply no
necessary connection between the two.

There is, however, a connection between the kinds
of investments that the public sector makes and the
competitiveness of the American work force. Re-
member: a work force that is knowledgeable and
skilled at doing complex things attracts foreign in-
vestment in good jobs, which in turn generates addi-
tional training and experience. A good infrastructure
of transporation and communication makes a skilled
work force even more attractive. The public sector
often is in the best position to make these sorts of
“pump priming” investments—in education, train-
ing and retraining, research and development, and in
all of the infrastructure that moves people and goods
and facilitates communication. These are the invest-
ments that distinguish one nation from another—
they are the relatively nonmobile factors in the
global competition. Ironically, we do not ordinarily
think of these expenditures as investments; the fed-
eral budget fails to distinguish between a capital and
an operating budget, and the national income ac-
counts treat all government expenditures as con-
sumption. But without doubt, these are precisely the
investments that most directly affect our future ca-
pacity to compete.

During the 1980s, we allowed the level of these
public investments either to remain stable or, in
some cases, to decline. As America enters the 1990s,
if we hope to launch a new campaign for American
competitiveness, we must substantially increase
public funding in the following areas:

O Government spending on commercial R&)D. Cur-
rent spending in this critical area has declined 95%
from its level two decades ago. Even as late as 1980, it
comprised .8% of gross national product; today it
comprises only .4% —a much smaller percentage
than in any other advanced economy.

0 Gov pending to de and expand the
nation’s infrastructure. Public investment in critical
highways, roads, bridges, ports, airports, and water-
ways dropped from 2.3% of GNF two decades ago to
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safe, and our highways are crumbling,

O Expenditures on public elementary and secondary
education. These have in-
creased, to be sure. But in
inflation-adjusted terms,
per pupil spending has
shown little gain. Between
1959 and 1971, spending
per student grew at a brisk
4.7% in real terms—more
than a full percentage
point above the increase in
the GNP -and teachers’
salaries increased almost
3% a year. But since then,
growth has slowed. Worse,
this has happened during
an era when the demands
on public education have
significantly increased,
due to the growing inci-
dence of broken homes,
unwed mothers, and a ris-
ing population of the poor.
Teachers’ salaries, adjusted
for inflation, are only a bit
higher than they were in
1971. Despite the rhetoric, the federal government
has all but retreated from the field of education. In
fact, George Bush's 1990 education budget is actually
“smaller than Ronald Reagan’s in 1989. States and mu-
nicipalities, already staggering under the weight of
social services that have been shifted onto them from
the federal government, simply cannot carry this ad-
ditional load. The result of this policy gap is a na-
tional education crisis: one out of five American
18-year-olds is illiterate, and in test after test, Ameri-
can schoolchildren rank at the bottom of interna-
tional scores. Investing more money here may not be
a cure-all— but money is at least necessary.
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1.3% in the 1980s. Thus many of our bridges are un- | O College opportunity for all Americans. Because of

government cutbacks, many young people in the
United States with enough talent to go to college can-
not afford it. During the
1980s, college tuitions rose
26%; family incomes rose a
scant 5%. Instead of filling
the gap, the federal govern-
ment created a vacuum:
guaranteed student loans
have fallen by 13% in real
terms since 1980.
O Worker training and re-
training. Young people
who cannot or do not wish
to attend college need
training for jobs that are
becoming more complex.
Older workers need re-
training to keep up with
the demands of a rapidly
changing, technologically
advanced workplace. But
over the last eight years,
federal investments in
worker training have
dropped by more than 50%.
These are the priorities
of an American strategy for national competitiveness
—a strategy based more on the value of human capi-
tal and less on the value of financial capital. The
simple fact of American ownership has lost its rele-
vance to America’s economic future. Corporations
that invest in the United States, that build the val-
ue of the American work force, are more critical to
our future standard of living than are American-
owned corporations investing abroad. To attract and
keep them, we need public investments that make
America a good place for any global corporation
seeking talented workers to set up shop.
Reprint 90111
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Representative HaMILTON. Thank you very much, Mr. Reich. We
will go to Mr. Prestowitz.

STATEMENT OF CLYDE PRESTOWITZ, DIRECTOR, ECONOMIC
STRATEGY INSTITUTE, WASHINGTON, DC

Mr. Prestowrtz. Thank you, Mr. Chairman. I have a prepared
statement for the record. I would just like to make a few points at
this moment.

Let’s begin with the departure point of Bob Reich; namely, the
question of national treatment. The standard of national treatment
has, of course, been a pillar of the GATT and the international
system since the late 1940’s. And, I believe that that is precisely
the problem.

The standard asserts that we, the United States, will treat for-
eign companies in the United States as we treat American compa-
nies provided that our foreign partners will treat American compa-
nies as they treat their own. Now, on the surface that sounds fair
and square. I treat your companies the way I treat my own; you
treat my companies the way you treat your own. What could be
fairer than that?

The problem is that it assumes that the national treatment of
various countries is more or less similar. And, at the time that the
standard was established and the GATT was negotiated, that was
largely the case. The founding members of the GATT were the
United States, the West European countries, and Canada.

And, national treatment in the United States and Canada and in
the United Kingdom and Holland was more or less the same. And,
80 it was more or less an equal standard.

The difficulty has arisen as we have added to the international
system countries whose concepts of national treatment are substan-
tially different. The national treatment of Korea is very different
from the national treatment of the United States.

And, the difficulty is that under this asymmetry of national
treatments, the most open and liberal society is automatically dis-
advantaged. Foreign investors, Korean investors, for example,
French investors, Brazilian investors, in the United States are
treated as American citizens with all the rights and privileges per-
taining thereto.

They can come here and lobby. They can attend markup sessions.
They can get injunctions in the courts. They can file antitrust
suits. They can do everything that you and I can do.

But, the reverse is not the case. American corporations and citi-
zens operating in Korea or some of these other countries cannot do
those things.

And, so the result is that effectively we have established a
system in which foreign investors in the United States are able to
take advantage of the U.S. market to achieve market share, to
achieve economies of scale, while American companies are faced
with restrictions that make it more difficult to do that abroad.

I believe that this weakness or contradiction in the concept of na-
tional treatment is a fundamental flaw in the current trade system
and accounts for much of the trade friction and lies at the heart of
the demise of the GATT.
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But, having said that, the real question then arises with regard
to how we should consider foreign investment in the United States
in light of these differences. Now, I think it’s important to say at
the outset that the question should not be posed in absolute terms.
It %hcéuld not be a question of whether foreign investment is good
or bad.

Clearly, investment can be either good or bad. And, again this is
a concept that I think runs counter to conventional wisdom in the
United States.

The premise at this moment in American policy is that foreign
investment is an unalloyed good, that it creates jobs, that it brings
new management techniques, that it brings transfers of technology,
that these are all things we want and, therefore, we should wel-
cgme it. Now, the truth is that foreign investment may do those
things.

There are certainly many instances of foreign corporations which
have, in fact, created jobs in the United States, which have, in fact,
transferred technology to the United States and which have, in
fact, contributed to the economic welfare of the United States. But,
there are also examples of the opposite.

Investment can be used as a predatory tool. You can buy your
competitor and close him down. You can buy your competitor and
transfer his technology out of the United States. You can engage in
collusive activities to destroy domestic industries.

So, the point is that investment per se is neither a good nor a
bad. The question is the behavior of the investor.

And, that then leads to a question of whether some kinds of in-
vestors or certain nationalities of investors behave differently than
others. And, it also leads to the question of, in light of the possibili-
ty of that kind of two-sided behavior, whether there should be any
concern with what happens to American companies.

Now, I would argue that while it’s true that the investment and
the operations of American companies overseas are large and ex-
panding, and while it’s true that the operations of foreign compa-
nies in the United States are large and expanding, the fact is that
today and for the foreseeable future the vast bulk of Americans are
going to be working in American companies, companies that are
owned and controlled by Americans and for whom the American
market is the single biggest market.

And, therefore, while I think that Bob Reich is correct when he
says that we need to be concerned about the skills of our work
force and the productivity of our work force, the question I ask is,
how do we as a practical matter express that concern? The skills of
our work force and its productivity are primarily going to be deter-
mined in an American company.

And, if we want our work force to be at the leading edge of tech-
nology, to have high wage jobs, to be doing sophisticated high value
added, high technology research and development and manufactur-
ing, sophisticated service operations which justify high wages, then
the bulk of those activities is going to take place in American com-
panies. And, that means, it seems to me, that we cannot be neutral
or unconcerned about what happens to U.S. companies.

Now, that’s not to say that Engine Charlie was correct. Engine
Charlie wasn’t correct in 1955, and he’s not correct today.
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What is good for any particular American company is not neces-
sarily what is good for the United States. On the other hand, in
order for the United States to achieve its economic objectives, there
has to be some environment .in the United States and a policy
framework which makes it possible for American companies to
raige the skills of their work force and to achieve the productivity
and performance that we desire.

Now, in that context, it seems to me the question with regard to
our consideration of foreign corporations is this: If a foreign corpo-
ration is creating net employment, net new employment, in the
United States, if it is transferring technology to the United States,
developing significant new technology in the United States, com-
mercializing it in the United States, if it is adding net productive
capacity to the United States, if it is doing that without attempting
to manipulate American political processes, if it is doing that with-
out diminishing American international independence of action,
clearly that’s good. And, clearly we should want that.

We should welcome that. And, those kinds of investors and cor-
porations should be woven into the fabric of the Ameri-
can economy.

On the other hand, there are instances where it doesn’t work
that way. A number of foreign countries have active industrial
policies. That means that their governments work in cooperation
with their companies to achieve specific industrial objectives. And,
historically, many of those industrial objectives have been overtly
aimed at overcoming American leadership and displacing Ameri-
can positions in major international markets and major technol-
ogies.

Now, if we are dealing with a situation in which a foreign inves-
tor is actively engaged in that kind of policy environment at home,
then the kind of response, the kind of incentives that we make
available in the United States, the kind of treatment that we make
available in the United States, it seems to me is something that we
ought to look at much more carefully.

Or, let’s think of it in another way. Today is Wednesday. A few
hours ago, the Hokosui guy had its monthly meeting in downtown
Tokyo. What is the Hokosui guy? It is the White Water Club of the
Sumitomo group. The White Water Club of the Sumitomo group
consists of the 21 chief executives of the leading Sumitomo group.
The 21 companies include Mazda, NEC, Sumitomo banks, and Su-
mitomo Chemical.

Now, this is a meeting that would not take place in the United
States. Imagine that John Reed of Citibank called a meeting tomor-
row of the Citibank Club in New York and imagine that John
Akers, the chairman of IBM, and Bob Malott, the chairman of
FMC, and 16 or 17 other similar caliber executives, all owning
shares in each other’s companies, all having Citibank as their lead
bank, all having Citibank as their major shareholder, were to meet
in New York tomorrow to discuss group strategy. It would never
happen.

The Justice Department would have a heart attack. And, if it
didn’t, the corporate counsel of those corporations would.



32

But, that meeting took place a few hours ago in Tokyo. And,
similar meetings take place, not only in Tokyo but in Seoul and in
many other countries around the world.

Now, the behavior of those kinds of investors is determined in ac-
cordance with rules and contexts which are not only very different
from the United States but in many cases at odds with the kind of
behavior that we feel is desirable. In fact, recently an MITI official
of Japan’s Fair Trade Commission made the statement that most of
the traditional business practices of Japan are contrary to their
antitrust laws.

Now you can say, “Well, but as long as they are operating in the
United States, we have the Justice Department and they have to
abide by American law.” But, the fact of the matter is, it is much
more difficult for the U.S. Government to influence or to impose its
will on these kinds of practices.

We run into the problem of the tradeoff of American economic
interests with foreign policy. I remember back in the early 1980’s
the famous Houdaille machine tool kits. There was a cartel of ma-
chine tool operators, companies operating in Japan. Nobody con-
tested that there was a cartel. There was a cartel.

But, the argument was made that the cartel was outside the bor-
ders of the United States, consisted of only Japanese companies; in
any case, we have a relationship with Japan that is of overriding
importance; and, therefore, we should do nothing about these cartel
and cartel-like practices.

And, so as a practical matter, we find that there is the possibility
of the extension into the United States of kinds of behavior which
are at odds with what we desire.

Finally, I think that while it’s important to again emphasize that
many foreign companies make very positive contributions to the
United States, there is also a numbers game that goes on. And,
there is also I think a kind of irony taking place, which we should
be at pains to avoid.

In this discussion, recently the point of television manufacture
has been mentioned many times. In fact, Mr. Reich mentioned this
morning that while there aren’t very many American companies
making television sets in the United States, there are a lot of for-
eign companies making television sets in the United States.

Now, the impression is given that they are making television
sets. And, in fact, a list has been adduced listing all of the compa-
nies that make television sets in the United States. I have this list
in front of me, and as I go down it, it notes whether they are doing
assembly or total production. And, some of them are doing only as-
zembly, but many of them are listing their operations as total pro-

uction.

But, listen to these numbers. In Greenville, TN, Philips, North
American Philips, a Dutch company, is producing 2 million televi-
sion sets a year, and it employs 3,200 people. In Huntsville, AL,
Goldstar is producing a million television sets a year and it’s em-
ploying 400 people.

Both companies are listed as doing total production in the United
States. But, with those ratios, either Philips is incredibly inefficient
gr.Goldstar is doing a kind of manufacturing that Philips is not

oing.
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The fact of the matter is that if you ask the Electronic Industry
Association, which is the source of these numbers, what they mean
by total production, they say anything beyond the assembly of
knock-down kits. So, if you add a screwdriver or a nut or a bolt
beyond the simple assembly of a knock-down kit, that’s called total
production.

Clearly, what Philips is doing in Tennessee makes a very differ-
ent kind of contribution than what Goldstar is doing in Huntsville,
AL. And, for us to confuse those two is to, I think, simply misper-
ceive the situation and put ourselves in the position of possibly
harming our own interests.

Second, I think that it’s important to make another point. And,
that is that the television industry, the American television indus-
try, was largely destroyed in significant part as a result of predato-
ry collusive activity.

And, this is not even an American opinion. Japan’s Fair Trade
Commission convicted the Japanese electronics industry of collu-
sive violation of Japan’s own antitrust and anti-price-fixing rule.
The U.S. Treasury Department found dumping and the U.S. courts
found customs fraud in the case of the television industry.

Now, we have a situation in which as a result of predatory collu-
sive activity, a major American industry was largely destroyed.
Subsequently, some of the companies who engaged in the collusive
activity put a few assembly plants in the United States, and we are
then told that we should welcome this as a contribution to Ameri-
can employment and value added and that we should think of
these people as being the same as the people they destroyed.

Now, I don’t want to push this too far. But, I think clearly what
we have to do is to make some distinctions.

We cannot, we should not, take the position that we are against
the foreign investors or that all foreign companies are somehow
less desirable than all American companies. On the other hand, we
should not confuse ourselves by thinking that we need not be con-
cerned with the welfare of American companies, nor should we
confuse ourselves with the view that the behavior of all corpora-
tions is more or less the same, they are all international corpora-
tions, they all respond to the same environments and the same mo-
tivations, and they are all the same. They are not all the same.

Thank you.

[The prepared statement of Mr. Prestowitz follows:]
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PREPARED STATEMENT OF CLYDE PRESTOWITZ

Who Is Us?--Does Corporate Nationality Matter?

In 1nguiring 1nto the cignificance of corporate
nationatitv.we must first consider our economic objectives
as a nation. Fart of the reason whv the Who 1s Us 1s so
cerplexing to Americans while being an ooen and shut case in
manv other nations is that we really do not have economic
objectives bevond the verv general ones of full emplovment,
low inflation. and rising (if slowly) living standards.
Indeed, American economic aorthodoxy really araues that we
should not have other than very general obJjectives. The
premise of American economic conventional wisdom is that
what we make is not important so long as we make enough to
eep everyone employed. This view is best captured in a
statement recentlv attributed to the chairman of the Council
of Economic Advisers to the effect that : "comoputer chins,
potato chios. What is the difference. Thev are all chips.
In other words we should be indifferent as to whether our
economy produces computer chips or potato chips.

If it is indeed true that we should not care what we
make: that we do not believe the composition of our economy
has anything to do with its productivity: and that we are
unconcerned with the national security impltications of
potato chips and computer chips, then corporate nationality
may be of little significance.

But . economists to the contrary not withstanding, most
Americans do care about what we as a nation produce. If our
objectives are, as 1 believe they should be, to achieve and
maintain industrial, technological, and financial
leadership: to create a highly skilled labor force that
justifies high wages: to make the United States the
oreferred location for sophisticated, high value added
economic activity; and to keep U.S. living standards rising
as fast or faster than those in other leading countries,
then coroorate behavior and, perhaps, corporate nationality
are important.

At the moment, and for the foreseeable future, the bulk
of Americans will be emploved by companies that are owned
and managed primarily by Americans and for which the United
States is the single most important market. If we want
Americans to have the skills and capabilities noted above,
we cannot be indifferent to the performance of American
companies. We must therefore pursue domestic and
international economic policies that encourage American
corporations to make the investments and adopt the policies
that will result in the desired performance capabilities.

Let‘s look at a concrete example. At the moment Cray
Research is the world leader in the super computer market in
terms of both technoleogy and market share. Most people would
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agree that this state of affairs 1s both economicallyv and
strategicallv beneficial to the United States. But Crav’'s
Dosition 15 under attack by several .Japanese carporations
operating in the context of Japanese government programs
specificallv aimed at overtaking Crav’s lead. Theoreticallwv
it might be possible to argue that we as a nation should be
unconcerned with the fate of Crav in these circumstances
because even if it fails the Japanese will invest in the
United States and Americans will maintain the desired skili
levels and technological capabilities with no loss other
than to the shareholders of Crav who can offset their loss
bv buving shares in the Japanese companies.

But this depends upon two assumptions. One 1s that the
Japanese investment will take place and that it will
dupilicate in sophistication and extenmt that of Crav. The
other 1s that there will be no time lag and no withering of
U.S. capabilities while this investment is taking place. On
too of this it is also assumed that the investment will
occur without the benefit of anv particular inducements in
the United States. A1l of these assumptions are
auestionable. Companies at the leading edee of technoloay do
not frequently duplicate their major research facilities in
several locations. Inevitably there is a lag. The decl ine of
the U.S. television industry was not followed by an
immediate rush of Japanese production in the United States.
In that period of decltine American capabilities withered.
For an American engineer who wishes to build leading edge
television sets there simply are a lot fewer olaces to go
than there used to be. Finally, the foreian investment is
likelv to come to the United States only if fears to trade
friction force it or if conditions in the U.5. market are
more favorable than at home. In the case of a countrv that
pursues industry targeting policies, the United States could
only make conditions more favorable by offering counter
incentives, but if one is going to offer these to foreign
companies, why not offer them to American companies. Thus,
a5 & oractical matter, we cannot really be indifferent about
the fate of American corporations.

Does this mean that we should bar foreign investors and
corporations? Not for a minute. Saying that we have a
Tegitimate concern for what happens to American companies is
not to sav that we should be anti-foreign. Far from it.
Foreing investors and corporations have, do , and wiltl
continue to enrich American tife. When foreign corporations
transfer technology to the United States and create net new
employment; when they improve American skills and raise
productivity; and when they do this without attempting to
manipulate our domestic political processes or without
diminishing our international independence of action, then
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thev contribute greativ to American welfare and should be
welcomed. The more the better.

However. there 1s an influential fallacv at work in
Washington today. It 1s that all foreign investment is &
aood thimna and that it is somehow xenophobic or chauvinistic
to raise any questions about such investment or investors.
Indeed, this is the premise of official U.S. aovernment
policy on foreign investment. The truth is that foreign
investment per se is neither good nor bad. If it does the
above it can be a tremendous good. But it doesn’t have to
be. Foreian investment can result in closure of plants as
well as plant openings. It car be done to transfer
technology out of the United States as well as for purposes
of transfering it in. Investment can be in screwdriver
factores just as easily as in sophisticated manufacturing.
Thus the real question is not foreign investment, but the
behavior of the investor and the context of his investment.

The United States should not discriminate or in any way
inhibit positive foreign investment. Rather we should
welcome it and weave it into the fabric of our society.On
the other hand there are a number of circumstances with
regard to which we should be wary in devising our policies.
First, a number of foreian countries conduct active
industrial policies which involves cooperation between
industry and government in achieving specific industrial and
technological objectives which often involve displacing
American leadership positions. Investors from such
industries are not involved in normal market competition and
should be treated accordingly. Second, we must not lose
sight of the fact that many foreign companies are organized
in cartels or quasi cartels or are actually state owned and
thus often instruments of state policy. To the extent that
such investors are likely to operate in ways incompatible
with American traditions and principles, we must consider
how to protect our interests.

Third, we must be prepared to make important
distinctions. For example, recent commentary on this issue
has involved a list of television manufacturers in the
iJnited States and the status of their activitv. The list
savs that most of the manufacturers are engaged in full
production of TV sets in the United States. But closer
examination reveals that while Fhilips reauires 3200
employvees to produce two million sets, Goldstar needs only
400 workers to turn out a million sets. Either Fhilips is
awfully inefficient or Goldstar is not doing the same kind
of manufacturing and making the same kind of contribution to
the U.S. economy as Fhilips. The United States should not
view these operations as equally desirable.
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Fourth. we must not reward oredstion in the quise of
beneficial investment. The television industrv is a good
example. The American industrv was deeplv wounded bv actions
which Japan’‘s own FTC found to be ccilusive and oredatory.
As a result the American industry shrank with large loss of
employment. We should not now be in the position of
rewarding the predators by welcoming them as saviors because
they decide to throw a few low skill assembly .jobs our wav.

This brings us to the final point. What about U.S.
industry? Are its interests identical with American
interests? Can we assume that UJ.S. based companies will
alwavs do what is in the overall national interest? The
answer is, of course, no. It 1s not reasonable to expect
them to do so. Rather we need to adoot policies that ensure
that thev do act in the national interest. At the same time
s we must understand that investment bv U.S. corporations in
overseas markets may well be in the national interest. In
order to ensure vitalitv in domestic U.S. operations,
particirly 1n global markets with learning curve effects, it
may be absolutely critical to maintain leadership in foreign
markets and that mav require investment in those markets.

Again the question is not whether investment is good or
bad but rather what is its objective and context.
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Representative HamiLtoN. Thank you, Mr. Prestowitz. Mr.
Cohen, please proceed.

STATEMENT OF STEPHEN S. COHEN, PROFESSOR AND DIRECTOR,
BERKELEY ROUNDTABLE ON THE INTERNATIONAL ECONOMY
(BRIE), UNIVERSITY OF CALIFORNIA AT BERKELEY

Mr. CoHEN. Thank you, Congressman Hamilton, Congressman
Scheuer. I've left a complete copy of the prepared statement for in-
clusion in the record.

I actually prepared a small list of a dozen proofs, I call it, of the
existence of US and some other observations that correspond in
number to the fact that the age of the global corporation is not
upon us, not quite yet. So, if you would permit me to run through
the list at breakneck speed, or at least as far as we can go in a few
minutes, it might help to structure some subsequent discussions.

First, as a general assertion, I think we have to reject the asser-
tion that corporate nationality does not matter. An Iraqi corpora-
tion running oil transportation might give us pause, or running tel-
evision stations or running newspapers.

Obviously, as a general rule, it can’t be upheld. There will neces-
sarily be exceptions, and, the list gets really long.

Similarly, ownership—and here I agree with Bob Reich’s first
statement: ownership is not really the question in the sense of who
gets the dividends. The issue, more precisely, is control. But, the
two are related; ownership is still related to control.

We are not, I think, in any position to update and international-
ize the old Berle-Means argument of the total divorce between own-
ership and control. It hasn’t yet happened. I think the results of
the Wall Street takeover binge of the last few years gives us pretty
good evidence to say that ownership can matter in the behavior of
a company, even a large one.

This, I think, raises a more general question, the one that I think
the committee is pondering. Should we equip ourselves with the ca-
pability to analyze the meaning, for American national objectives,
of critical direct foreign investments and also equip ourselves to act
flexibly, either to encourage, to discourage, or perhaps to harmo-
nize those investments with our national objectives? This presents
one alternative. Or, should we instead feel compelled to promulgate
a sinl)ple, universal, automatic rule that deals with foreign invest-
ment?

I think the automatic approach of deliberate ignorance and impo-
tence is not in the interest of this nation. Other nations such as
Japan and most of the European states do not think such an ap-
proach is in their interests. They have created a capacity to moni-
tor, analyze, and influence the international investments that
shape the structure of their economies. We should do the same.
The first step toward doing that is having the capacity to analyze
what is going on. Otherwise, we are impotent.

Furthermore, there is a whole list of reasons for not having the
absolute universal rule. I will go through some.

The first one is very simple. The problem is not universal in
scope and invariate in form. It’s really rather narrow in scope and
depends on particular circumstances for meaning. In substantive
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terms, we are not very much concerned with investments coming
from all nations into all industries, but with direct investment into
the United States, mostly by companies of Japanese and Western
European nationalities. And, a universal rule is not always the best
way for dealing with just two places that are, moreover, quite dif-
ferent from one another.

Beyond that, our focus is probably going to be more on the Japa-
nese than the European companies. In fact, it is a rather small set
of Japanese keiretsu companies, rather than companies of Japa-
nese nationality in general, that are most likely to concern us.

Finally, these concerns narrow even more to a reasonably small
set of sectors and technologies. 1 think we are much more con-
cerned with silicon chips than with potato chips, with real time
control rather than real estate, with flat panel rather than fashion
displays. When you start narrowing the focus of the problem and
concern, one begins to question the utility of universal rule. Having
a gerlleral, universal rule is like trying to hit a fly with a judge’s
gavel.

We don’t yet live in the age of the global corporation, nor in
what is the logical concomitant of a global corporation: a world of
politically undifferentiated economic spaces. Maybe one day we
will; but not for a while.

There are very few global corporations that operate indifferently
worldwide. And, there are even fewer economic spaces that are un-
constrained by political considerations.

Therefore, for the present, we should continue to assume a real
relationship between ownership and control. We should assume
that all multinational corporations are not the same. All home
countries do not treat their multinationals the same, and all host
ﬁ)&lg’ries do not de facto set the same conditions for behavior by

8.

There are some indicators of just how global companies actually
are. If you look at the American multinationals, whick: are sup-
posedly the most mature at this game, some three-fourths of their
total assets are in the United States. For Japanese-based multina-
tionals, I'd guess that well over 90 percent are still in Japan, well
ovethO percent. And, you can’t get too much over 90 percent in
anything.

imilarly, major differences prevail in terms of the weight and
role of foreign corporations in host countries. In Germany and
most of Europe, foreign-based companies occupy a big place in the
economy and are able to behave a lot like nationals. In Japan, they
do neither.

Substantial reciprocity is needed here before we can even enter-
tain the idea of the possibility of a global company. In this particu-
lar debate, Japan is not a trivial exception; it’s one-half of every-
ing, the other half being Europe. The rest are really very small
players in this sort of game and don’t usually raise questions of
control and power.

Furthermore, when conditions become exceptional, multination-
als, even the most global and the most venerably multinational,
tend to show deference or even take orders from their home gov-
ernments. There are some very famous cases. Let’s name some
where U.S. companies behaved this way.
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In the 1960’s, major American computer makers were informally
instructed by our government to withdraw their cooperation from
President Charles de Gaulle’s proposed Force de Frappe. They did.
France depended upon these good international citizens, some of
which were the largest taxpayers in the country, and depended on
:’h%n:i for critical inputs into this military product. The project

ailed.

De Gaulle was furious. It was a major element contributing to
his decision to withdraw French troops from direct NATO com-
mand. Similar behavior was manifested by American-based multi-
nationals in the case of the proposed European-Soviet Gas Pipeline.
Again these are experienced multinationals from the least industri-
al policy country. Let’s look at another case, this time one involv-
ing a foreign-based multinational with substantial international
monopoly power in its segment.

Mineba, the Japanese ball bearing company purchased and then
quite systematically closed down United States capabilities in mini-
ature ball bearings. This is a strategic technology, and for what I
presume were entirely its own corporate reasons, Mineba substan-
tially reduced U.S. capability in that strategic technology, despite
assurances to the U.S. Government in general, and to the Pentagon
in particular, that it would maintain this capacity. So, ownership
and nationality de facto can, and do matter. When one considers a
foreign investment, market structure should shape that consider-
ation. Direct investment in an industry where a very small number
of firms located in one country will dominate that industry should
prompt one response. Investment in an industry where 30 compa-
nies in 20 different countries produce that product should prompt a
very different response.

There is another face to market structure. Some countries permit
what we call a market in companies. The United States and Brit-
ain are the most prominent. You can buy an American or British
company quite easily. It's an extremely rare event for someone
from outside to purchase a major Japanese company.

Reciprocity in these areas should be a minimal precondition to
any carte blanche policy by the United States for direct foreign in-
vestment. Perhaps percentage targets are easiest. That is if foreign
ownership and control of manufacturing assets in country x reaches
a certain percentage, then we can say, “All right, it’s an open
market.” After all, the ability to purchase foreign companies is not
a function of our savings rate. That’s a function of how open that
market is. Furthermore, if it’s not open, this is an asymmetry that
belies the assumptions of global corporations operating in political-
ly unconstrained markets.

Another thought. Many multinationals behave very well in the
United States. They do real research. They do real development
and real production. They develop next generation product and
process, and they train our people.

Because it’s an honor roll of sorts, we can use names, at least
some: Philips, Thomson, Kawasaki Steel, Siemens. These are but a
few of the best behaved foreign-based multinationals. Why do they
behave so well? In part, because they see good business interests in
doing these things; in part, a very real part, because they feel they
have to. There are too many political risks in doing otherwise.
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Managers of foreign-based companies operating in the United
States must be able to tell their bosses back home that political im-
peratives are forcing them to act responsibly and put R&D in this
country, especially when management at home is saying: “Hey, the
labor unions are yelling at us. Why are you moving the good jobs
to the United States? We need them back here.”

The no-policy option for the United States disarms our best
friends. It removes the incentive for them to behave the way we
want. And, it disarms their ability to defend themselves back home
against their own protectionist forces.

Why has there been so much direct foreign investment into this
country recently? If you interview companies, they say, “We want
access to the market, which means we are afraid there are going to
be trade barriers. We have to get in under them.”

When the import quotas were put in place, the Japanese began
to set up autoplants here. Tighten controls and you will heighten
investment. By removing the main incentives for the behavior you
want, one risks a double defeat. )

Finally, let me take an area that I would call technology spill-
overs and linkages. It’s more complicated and theoretical.

The wealth and power of a modern nation is not really due to
the quality of its soils and its mineral deposits. It’s much more a
function of the ability of that nation to diffuse technology, in both
product and process, through its industrial system and to diffuse
skills and methods throughout its population more extensively and
faster than the competing nations, and then to hold that advantage
as long as possible and then do it again and again.

Foreign investment, as Mr. Prestowitz pointed out, can help or
hinder this process. There is no general way to know which way it
will go. You have to be able to differentiate among the proposed
investments in terms of a broad range of contextual variables. A
simple universal rule will not do. In our rapidly weakening ad-
vanced electronics industry, one should encourage joint ventures
and cooperative endeavor with the European electronic companies
who pose no risk of dominance in a world market.

In other areas, say, manufacturing know-how, one may very well
wish to encourage in-bound Japanese investments that would d:f-
fuse the process technology.

The processes through which technology diffuses differ from
country to country. It does not only diffuse through the technical
literature and through markets. It diffuses through communities,
through hierarchies, through organizations. And, it does this very
differently in different countries.

In Silicon Valley, technology has feet. You hire two guys and you
get a hold on the technology. A company has it. You buy the com-
pany. You get the technology.

In Japan, for instance, technology does not diffuse that way. You
don’t buy serious Japanese companies. And, luring people out of
the main ones is not as easy as it is here, although it is getting
easier than it was. But, it’s still very difficult.

At American universities, the technology is dished out to all
comers immediately. I'm not saying that either system is good or
bad. But neither system will change much, because these practices
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are deeply rooted in domestic social structures. No one is going to
change that.

But, you have an important asymmetry here in terms of the
technology diffusion that effects the role of international invest-
ments. And, I think that it is important to judge particular invest-
ments in the context of this particular and very important asym-
metry.

The last reason is obviously defense. \But, there is an enormous
agreement and literature on that. So, I will stop at this point and
hope we can take some of these issues up later.

[The prepared statement of Mr. Cohen follows:]
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PREPARED STATEMENT OF STLPHEN S. COHEN

Topicof Hearings:
Who is US? -- Does Corporate Nationality Matter?"

Title of Testimony:
A Dozen Proofs of the Existence of US and an Equal Number of Observations on
Why The Age of the Global Corporation is Not Yet Upon US."

1. If we must promulgate a formal, general rule that is simple in form, universal
in scope and automatic in its application, we must reject the assertion that
c:frlporate nationality does not matter. If it bears at least some relationshi? to
influence and control, of course corporate nationality matters to U.S. policy.
Simple, even trivial examples make this point: imagine Iragi Corporations, or
Soviet, Libyan, South African, Cuban, (and, depen g upon how things work
out, Kuwaiti) corporations controlling American television stations, newspapers,
airlines, oil transport companies, or any of a broad set of militarily important
technologies.

2. Similarly, as my emphasis on control indicates, ownership itself is not, and
should not be, the unique, defining consideration. Control, or even influence, is
what matters. But the two are related. An?' assertion that they are not is an effort
to update and internationalize the old Berle-Means argument of the total divorce
between control and ownership. The consequences of the takeover binge on
Wall St. these past years should provide sufficient evidence to disprove such an
assertion.

3. This raises a more general question. Should we equip ourselves with a
capability to analyze the meaning, for American national objectives, of critical
direct foreign investments and to act flexibly to encourage (or discourage or
harmonize) them with our national objectives? Or should we instead feel
compelled to promulgate such a simple, universal and automatic rule? 1 think
the automatic approach of deliberate ignorance and impotence is not in the
interests of our nation. Other nations, such as Japan and the European states, do
not think that such an approach is in their interests and they have instead created
a capacity to monitor, analyze and influence international investments that shape
the structure of their economies. We should do the same.

4. There are many reasons for not blindfolding ourselves and trusting the
shaping of our wealth and power to a simple, absolute and universal rule. In this
testumony 1 will try to list several of them. The first one is rather simple: The
problem is not universal in its scope and invariate in its form. It is narrow in
scope and depends upon very particular circumstances for its meaning. In
substantive terms we are concerned not with all investments coming from ail
nations into all industries, but with direct investment into the U.S. by companies
of Japanese and Western European nationality. A universal rule is'not the best
way to deal with just two places, especially as they differ so much one from the
other. Our concerns focus far more on the Jipanese than the Europeans.
Furthermore, they focus even more narrowly on a small set of Japanese Kiretsu
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companies rather than companies of Japanese nationality in general. Finally,
those concerns narrow to a reasonably small set of sectors and technologies: we
are more concerned with silicon chips than potato chips, with real time control
than with real estate, with flat panel rather than fashion displays. Legislatin
absolute and universal rules to deal with a situation that is so far from universﬁ
and absolute seems to me to be the wrong approach.

5. We do not yet live in the age of the "global corporation” nor, in its logical
concomitant, a world of politically undifferentiated economic spaces. Perhaps
one day, perhaps soon, we will. But for the moment there are very few "global
corporations” and there are relatively few economic spaces unconstrained
litical considerations. For the present, we should continue to assume a real

relationship between ownership and control. We should assume that all MNC's
are not the same; all Home countries do not treat their MNC's the same; and all
Host countries do not de facto set the same conditions for behavior on all MNCs.

a) Companies are not global: American MNC's are the most mature and
the closest to global. Yet Commerce Department studies indicate that about
3/4's of the total assets of American MNCs are still accounted for by the parent
operations in the U.S., with similarly high proportions for sales and employment.
Despite much outbound investment these past years, that proportion has not
changed much. For Japanese based MNCs, I would estimate the proportion of
assels at the parent operation to be well over 90%. Even by these crude numbers,
there is a long way to go before companies become global.

b) The weight and role of foreign based MNC's varies dramatically from
Host country to Host country. In Germany and most of Europe foreign based
MNC's occupy a big place in the economy and are able to behave a lot like
nationals; in apan they do neither. Substantial reciprocity is needed here before
we can entertain the notion of global companies. In this particular debate Japan
is not a trivial exception to an otherwise solid general rule. It is half the game.

6. As already indicated, 0wnership is not the defining consideration; behavior is.
But behind” behavior and shaping it lie influence and control. Corporate.
behavior — what companies do and don’t do within a country and with that
country’s people - directly determines the wealth and power of that country.
Ownership, we have learned in this era of takeovers, has a non-trivial relation to
inﬂuendn% corporate behavior. Also, when circumstances get exceptional, even
the most global of Multinationals take orders from their home governments. The
example of major U.S. computer companies in France in the 1960’s is instructive.
Their home government (our §overnment) informally indicated to them to
withdraw critical cooperation from President de Gaulle’s Force de Frappe

roject. The consequences were substantial, France depended u%on those good
inlernational citizens for critical inputs. The project failed. De gaulle was
furious and that reaction was part of his reason for withdrawing French forces
from direct NATO command.  The reaction of American based MNCs to the
proposed Soviet-European gas pipeline a few years ago is another instructive
example. Finally, the story of Mineba, the Japanese ball bearing company,

urchasing and then systematically closing down U.S. capability in miniature
gall bearings for what was presumably, its own strategic reasons -- despite
assurances to the contrary (to the U.S. government in gencral and the Pentagon
in particular) — is another example that should give pause. Ownership and
nationality often can matter.

7. Market structure will shape the meaning of a major foreign investment intothe
U.S. and should, therefore, shape America’s response to that investment. The US
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response to implantation by a major foreign based MNC - whether through the
purchase of an American’ competitor or throu Widd investment —
should be one thing in a case where a small num| firms, all located in one
country, dominate the world industry. It should be quite different in a situation
where the industry is structured by a large number of companies, located in a
large number of countries,

8. Similarly, some cvuntries seem to permit a "market in companies” while others
don’t. The U.S. and U.K figure most prominently in this list. In others - most
prominently Japan -- it is an extremely rare event for a foreign company to

urchase a substantial Japanese com any. Reciprocity in many such areas should
ge a pre-condition to a laissez-faire US policy for foreign investment. We could
sct percentage targets for foreign owned manufacturing assets in that country.
The ability of American based companies to purchase companies in particular
foreign countries has little to do with rates of domestic savings. After all, US
basegn MNCs are investing very heavily abroad. It has to do with what is covered
by open market arrangements and what is not in which countries. An automatic
yes to Japanese compandes bt:zing U.S. companies is an automatic acquiescence
to this asymmetry that belies the assumptions of global corporations operating in
politically unconstrained markets.

9. Many MNC’s behave very well in the U.S. They do real research, real
development, real production. They develop the next generation of product and
even process, They not only create jobs, they improve the skill base of the Us.
economy. Because it is a ' good list, we can name some: Philips, Siemens,
Thompson, Kawasaki Steel, fo take only a very few, but non-trivial, examples,
Why do they? In part, they find that it makes good business sense, etc. But
unless they ‘can point to some potential imperatives from the U.S. side for
investing in R&D here and not at home, they will come under great pressure
from their home governments not to “export jobs and R&D activities". The no-
olicy option for U.S. policy deprives our best friends of both the incentives to
gehave well, and the ammunition to deal with protectionist forces at home.

10. Why are we the object of so much DFI? Despite classical theories of
comparative advantage, which in a world of politically unconstrained economic
spaces should determine locational decisions for Cs, most MNC’s invest
strategically. Their first consideration in foreign investment in rich countries is
market access. The realities of limitations to access, and often more important
the prospect of further limitations, have been a major cause in the recent wave of
new foreign direct investment in U.S, manufacturing. The prospect of behavioral
norms -- abolition of "screwdriver” plants -- has been the most important
incentive for ug%rading the value added and the skill content of foreign activities
in the US. is is equally true in Europe: witness the behavior of uUs.
semiconductor makers these past two years in Euro%% This is far from an ideal
situation. But absent an internation agreement a lishixa\F all constraints on
trade and investment - one that actually works in behavioral terms — we should
not ignore this reality.

11. Technology - spillovers, linkages and predation. These are more
complicated issues, and there is inadequate time in this presentation to develop
these ideas properly. In sketch form we can say:

In the modern world a nation’s wealth and power is due much less to its
natural endowment of minerals and soils than to its ability to diffuse new
technology, both product and process, throughout its industrial system and to
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diffuse new skills and methods throushout its population quicker and more
extensively than competing nations, and to hold that relative advantage as long
as possible. Then to do it again. And again.

Direct foreign investment can l:sllﬁ or hinder that process. There is no a
priori way to know which way it will cut. Everything depends upon the
particular circumstances of the particular investment.

Some industries and technologies are particularly important carriers of
innovation. New materials, blotechnology, optoelectronics, micro-
manufacturing, semiconductors are some well known and imrortant examples.
In these cases, as in cases of world industrial structure, attention should
be paid to major foreign investments, especially those that might either reduce
potential competition in that technology or in its upstream or downstream uses,
or that might short circuit the U.S. domestic diffusion process. Here, there is no
substitute for well informed judgement. A universal rule will not do. For
example, a strong foreign compaxéy that is nationally independent from a
national %xoupin that threatens to dominate the industry mi(_ﬁht be an excellent
solution. Examples would include {ostering cooperation with major European
producers in our threatened advanced electronics sector. Similarly we may well
wish to encourage Japanese investments into the US. where U.S. partners
amil‘/oxl' US. nationals would benefit from a transfer of Japanese production
technology.

I?yall technologies diffused through scientific literature and through
commercial markets, and those markets worked well, than national boundaries
would have no impact on where technolo?' diffuses and at what pace. But the
do not diffuse that way. Technology ditfuses through communities, throug
hierarchies, through organizations as well as through markets and formal
professional literatures. In different countries this all-important diffusion process
takes different forms and ogerates through different channels. In Silicon valley,
technology diffuses as people change jobs; one can hire the technology. A good
deal of what is interesting in commerdial technology in the U.S. is developed in
small and medium sized companies; one can buy them. In American universities
the latest in technology is provided to all comers. None of these channels is
particularly important in gapan, where technolog tends to stay in large
corporate groups until it comes out as product. Mo:
closer to the U.S. than the Japanese model.

These fundamental differences in the institutional structures of the two
countries do not represent differences of "goodness and badness"; furthermore,
ncither side seems willing to change such fundamental structures. But the
asymmetry has enormous consequences. It is into this critical asymmetry that
foreign investment enters and must be judged.

st European nations are

12. Defense and Information Media: There is a lar%e consensus that national
defense has its own special concerns. There is also substantial agreement
extending back many years that control of national information media such as
TV stations and newspapers should also be subject to special concerns and
restrictions. .
There is also an excellent literature on the defense issue. The most recent
iece that I have seen is the Report of the Defense Science Board Task Force on
Eoreign Ownership and Control of U.S. Industry of June 1990. It covers these
questions, from a national defense viewpoint quite well.
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Representative HAMILTON. Thank you very much, gentlemen, for
your excellent statements.

I guess a major focus in this Congress and the country is how we
improve our national competitiveness. And, the question you are
raising for us today is, we don’t know who we are. Who is us, as
you put it, Mr. Reich. That certainly complicates the debate and
makes it more difficult for us as policymakers and Members of the
Congress.

It seems to me, as I listened to you, one of the major differences
is your perception of whether or not the global village is actually
with us, whether or not we do have stateless companies or border-
less economies.

And, you are saying, Mr. Cohen, that corporate nationality does
matter. Mr. Reich, as I understand you, you are saying that it
doesn’t matter so much, right?

Mr. ReicH. Congressman, I am saying it matters less and less. I
gather the other panelists—I haven’t heard any disagreement——

Representative HamiLtoN. You are not making the assertion
that corporate nationality does not matter?

Mr. RercH. No. But, the trend we are on suggests that it matters
less and less. So that in a particular policy area——

Representative HamiLTon. Do you agree that it matters less and
less, Mr. Cohen?

Mr. CoHeN. Less and less may not matter if I know if it’s big or
little. If it’s big and getting a little less big, it’s still very big.

Mr. Reich. Well, let’s take some policy areas, because we have
beeil1 talking mostly about direct investments. We will come back
to that.

But, take, for example, publicly supported research and develop-
ment. There are now several requirements on publicly supported
research and development, that it be available only to American
companies. That is both with regard to R&D coming out of national
laboratories, also with regard to research consortia.

The problem there is that there is no condition placed upon those
American companies who receive that research and development to
use it and utilize it in the United States. They are global players.
They have alliances all over the world. They are taking, very often,
that research and development and exploiting it all over the world.

Representative HaMILTON. So, we ought not to require that they
be an American company?

Mr. Reich. I would say that rather than—again, I'm being paint-
ed as a fair free marketeer, which is something novel in my experi-
ence. [Laughter.]

Mr. CoHEN. That’s why you confused us. [Laughter.]

Mr. ReicH. And, I don’t mean to be painted in that corner. I am
suggesting that rather than look at corporate nationality, for exam-
ple, with research and development, we ought to say:

Whether you are a West German company or a Japanese company or an Ameri-
can company, you can be eligible to get some R&D assistance in the United States,
but you have to exploit that R&D according to certain criteria that we could develop
in the United States.

Representative HamiLton. Do you have any disagreement with
that, Mr. Cohen or Mr. Prestowitz?
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Mr. CoHEN. I have a lot of sympathy with what I think is the
underlying statement. And, that is a restless dissatisfaction with
the behavior of many American companies.

Representative HaAMILTON. What do you suggest we write into
the law here? If you are going to get this subsidy from the U.S.
Government, you have to be an American corporation. Is that a
good thing to put in the law or not?

Mr. CoHEN. I don’t think so. I like leaving us with a lot of discre-
tion. I like performance: If you get this subsidy, we want to see
these things happen.

Representative HAMILTON. Where?

Mr. CoHEN. Here.

Representative HamiLtoN. Well, there is really not much differ-
ence between you on that point, is it?

Mr. ReicH. In fact, I don’t hear any difference.

Mr. Prestowirz. If I could add something to this?

Mr. CoHEN. A little reciprocity, too.
| Mr. PresTowrtz. My guess is that all three of us are pretty simi-
ar.

Representative HAMILTON. On that point.

Mr. Prestowrrz. You know, if the U.S. public is going to put up
money to develop something, then it would be nice if it were com-
mercialized and exploited in the United States, whether it’s an
American company or a foreign company.

But, I think that the question that practically arises is this: In
practice—and I've seen this in my own experience in government—
what is the capability, the real capability or the real likelihood,
that a particular foreign company is, in fact, going to do that kind
(S>f con;mercialization and that kind of exploitation in the United

tates?

You know, if you have a situation in which, you know, you are
developing, I don’t know, supercomputers and there is a govern-
ment program in the United States and the candidates to partici-
pate in the program are Cray Research and, let’s say, NEC. And,
you say, “OK, we want this commercialized in the United States.”
ls30th candidates may say, “Hey, we will do that in the United

tates.”

But, the fact is that Cray has all of its major research operations
in the United States and NEC doesn’t. So, NEC may say, “Well,
that’s OK, we will put something in the United States.” But, the
practical likelihood that NEC is going to move its whole major re-
search operations to the United States is just very small.

So, you know, in principle, yes. I think we can all agree. But,
what does it mean when you get down to the details?

Mr. ReicH. But, if we agree with the principle of conditionality,
then presumably, based on the premise that both of you have
agreed to, we could build behavioral requirements into those regu-
lations or those laws. So, my two panel members agree with me
generally, I think, on that policy.

Let’s take the second policy area.

Mr. CoHEN. One minute. We haven’t finished with the first one.

Representative HAMILTON. Let’s let our panelists go ahead and
slug it out before we get into it.
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Mr. CoHEN. The other part of the participation and research has
to do with reciprocity. A lot of these things have to do with reci-
procity.

Let me be really straight—I think we would be in a much better
world if there were no political constraints on economic behavior.
But, we are very far from that.

The problem is, “OK, come and participate in research here.”
And, I mean, for instance, the EC’s Jessi program should be getting
very close to our Sematech and they should be working toegther.

But, what about participation in the major Japanese programs as
a precondition? And, the problem there becomes the kind of thing
Mr. Prestowitz was talking about, some of the structural difficul.
ties of participating in these things.

Mr. RercH. Reciprocity cuts in both ways. Remember, the U.S.
International Banking Act of 1987 imposes more stringent require-
ments and burdens on foreign banks operating in the United States
than American banks. And, recently, the European Economic Com-
mission considered a reciprocity standard and said, “Well, then,
American banks coming to Europe, you are going to have to face
greater burdens, because look what you do to our banks.”

My point on reciprocity is that it’s too—let’s not be too glib with
regard to reciprocity as in the U.S. interest,

If we all agree that the fundamental standard by which policies
should be judged, vis-a-vis competitiveness, is building the skills
inside the capacities of the American work force to add value to
the world economy and we are talking——

Representative HAMILTON. Can we agree to that?

hMr. CoHeN. That’s unexceptionable. No one can disagree with
that.

Representative HamiLTon. OK.

Mr. ReicH. But, then we are talking about means. And, what I
hear both of you saying, in a slightly different way, is that the na-
tionality of the corporation is a fairly good proxy for ensuring that
the American work force is getting the quality and kind of invest-
ment and training that it needs in order to be competitive.

What I am saying is that it’s getting to be a less and less good
proxy. And, as we go through specific policy areas, I think you will
agree with me.

Can we take another policy area?

Representative HAMILTON. Let me call on my colleague, Con-
gressman Scheuer, who wanted to make a remark here. Then, we
will go to the other policy area.

Representative ScHeuER. I would like us to examine the whole
question of assuring a certain kind of behavior and how do we do
that. Now, we've seen a very cuddly, warm, person in Mr.
Prestowitz this morning,

The Mr. Prestowitz that I admire and love has some very real
reservations about the degree to which we can control or rational-
ize the behavior, not of a myriad of corporations overseas but of
governments overseas. I remember hearing Mr. Prestowitz testify
on several other occasions and reading his marvelous book, “Trad-
ing Places,” and hearing him discuss his experience as one of our
trade negotiators with the Japanese Government.
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And, my impression is that Mr. Prestowitz had real reservations
about the ability of our trade negotiators, as many as they are, to
really control the policies, practices, and the bureaucratic product
of the Government of Japan.

Now, I don’t want to put words in his mouth. He is perfectly ca-
pable of speaking for himself. But it seems to me, this business of
controlling governments and trying to control their economic be-
havior, much less controlling a myriad of foreign corporations and
their behavior in the United States, is a very nice business.

And, I would like the old Cylde Prestowitz, the feisty Clyde
Prestowitz, to tell us from his experience as a trade negotiator, is
this in the realm of the possible or are we talking eyewashing?

Mr. Prestowrrz. I think a lot of it is eyewashing. Let’s look
again, as a practical matter, at the question of improving the skills
of the American work force. Nobody can disagree that what we
want is a highly skilled work force operating at the cutting edge of
whatever it is.

The very real question is, how do you get there? And, we have, I
think, some examples in practice of how some of this works out in
various contexts.

The leading edge development in television these days is not
done in the United States. It used to be. But, it’s not done in the
United States now.

If you are a doctoral candidate in electrical engineering at MIT
and you desperately want to get into high definition television re-
search, you don’t go to work for an American company. You used
to, but you don’t do it now.

Now, one reason for that is because in the 1960’s and 1970’s, as 1
said earlier, there was a history of a combination of Japanese in-
dustrial policy and collusive behavior by Japanese cartels which
had a very deleterious effect on the American television industry.
And, in response to that, many American companies got out of the
business or, if they didn’t get out of the business, they moved their
operations, as Zenith did, to Mexico or someplace else.

Now, people have criticized them for doing that and have called
them shortsighted or even non-American. But, the fact is that the
U.S. Government encouraged them to do it. We set up special tax
deals to encourage them to develop manufacturing platforms in
Taiwan and Mexico.

And, so, in effect, what happened was, through a combination of
Japanese corporate behavior, Japanese Government policy and
lack of any concern for American corporations by the U.S. Govern-
ment, we have created a situation in which the level of competence
in television technology in the United States today is relatively less
than it was 20 years ago. That is not a formula for improving the
skills of the American work force.

And, that same story has been repeated in a number of other in-
dustries and is being repeated today.

Mr. ReicH. I think Mr. Prestowitz is being all too kind to Ameri-
can corporations and the management of American corporations
involved in consumer electronics, like televisions.

My reading of history is slightly different from his. We could
debate all day about what actually happened. I'm sure there was
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some predation. I know there was some predation. I was in the
Federal Trade Commission at the time. We studied that.

But, there was also a record of very, very bad performance on
the part of American managers and American manufacturers of
color televisions, a slow performance with regard to moving from
vacuum tubes to transistors, very, very slow to develop the new
manufacturing technologies. And, at least part of the responsibility
for losing that industry lies at their feet.

e second point, with regard to Americans involved in the new
generation televisions—as long as we are talking about televi-

ing edges of high definition television, particularly flat screen dis-
plays and related technologies, Thomson and Philips have both
opened up research laboratories in the United States, employing
American engineers and technicians. There are a lot of Americans
involved right now in the next generation of high definition televi-
sion.

They don’t happen to work for Zenith. They are not working for
an American company. But, they are involved. And, as Americans,
they are adding substantial value to that next generation of con-
sumer electronics.

Just a couple of small corrections for the record, if I may. Mr.
Cohen said that Japan is half of everything. Well, it's not quite
half of everything.

British direct investment in the United States, even this year, is
more than twice as great as Japanese direct investment in the
United States just this year, let alone the cumulative investment,

Another point that I wanted to stress here is that when we talk
about control, there is a great deal of worry that has been ex-
pressed about the control of assets under the aegis of Americans,
but for national defense purposes it’s much more important that
assets be here within the United States, whether they are owned
bg Axgericans or foreigners, than it is that we may have assets
abroad.

I want to remind the committee that in the Second World War,
Ford’s subsidiary in Germany ended up making trucks and other
weapons for the Nazis.

e issue is really, in the case of national security and a national
emergency, who actually has the political capacity to expropriate?

there were a lot of American firms that were working in
Kuwait that are no longer working in Kuwait but their facilities
are still in Kuwait.

Representative HamiLton. Go ahead.

Mr. CoHeN. I think that’s not the defense question. It’s not a
stockpile of iron or freight cars that could be mobilized in an emer-
gency. It is the development of a technological capability.

at doesn’t happen in the context of an emergency. It happens
cumulatively, as when foreign company x dominates miniature ball
bearings. If you are not in miniature ball bearings, you have a
problem in a lot of defense activities,

Over a 3- or 5-year period, we can run down the technology capa-
bility of this country for good business reasons. Once there was a
miniature bearing capability in this country. Then a foreign-based
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MNC clobbers those companies and eventually buys them. It na-
tionalizes on a world scale, it puts something in Singapore, some-
thing in Finland, and keeps the home base in Japan. What do we
have? That is the defense question.

Mr. ReicH. I agree, but that—

Mr. ConeN. No, please. You were correcting what I had said.
And, your correction didn’t deal with what I had said.

This is what I am saying: The defense question is not anything
like the requisitioning in a time of emergency of a fleet of air-
planes or an automotive plant. It's about being able to sustain tech-
nological leadership. All our defense posture is premised on staying
technologically ahead. It's the only premise we have left.

Mr. REICH. Let me, if I may, qualify your correction. [Laughter.]

Representative HAMILTON. Every now and then, we want to get
into this, too. [Laughter.] I really don’t object. Go right ahead.

Mr. ReicH. Technological competence is, of course, critical. And, I
and other members of this panel have been for years talking about
America’s technological competence.

But, again I am defining technological competence in terms of
the skills, the insights and the capacities of the American work
force, not in terms of the technological competence in some ab-
stract sense of an American company that may be doing a lot of its
advanced research and development and fabrication abroad.

Texas Instruments is rapidly becoming a Japanese company. It’s
doing more and more of its advanced work abroad. We can debate
about why that’s the case.

But, my point is, if the objective is skills, insights and technologi-
cal competence in the American work force, then what we are
really talking about is not ends but means. And, I am suggesting
that no longer is the mere nationality of ownership a very good
proxy for getting us toward that end.

And, again, I am happy to take other policy areas in addition to
research and development.

Representative HamitoN. Well, let me move to another policy
area, and that’s the whole business of limitations on outside invest-
ment.

My understanding is that some foreign countries have stricter
limitations than the United States does on outside investment,
Japan for one. Mr. Prestowitz, you may want to correct me on that.

But, for example, Japan limits foreign ownership of technologi-
cally innovative companies to 25 percent, I am told. Now, should
the U.S. Government intervene to prevent American companies
from selling off their critical technologies to foreigners?

er.l Prestowrrz. 1 think that again there has to be a differentiat-
ed policy.

Representative HamiLron. What kind of limitations should we
have on foreign direct investment?

Mr. Prestowrrz. My view is that we need—you have to approach
it from a different angle. I think you have to approach it, first of
all, from what kind of a structure of an economy do you want.

For example, if we want—if it is important to have flat panel dis-
play technology in the United States, at the moment we are prob-
ably not going to have it. Why aren’t we going to have it? Because
in the United States at the moment, the only companies that are
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dealing in it are relatively small venture startup companies. They
have good technology. They are at the leading edge of the technolo-
gy, but their ability to commercialize that in the face of the Japa-
nese giants is extremely questionable.

So, we are probably not going to have that technology in the
United States unless the Japanese transfer it to the United States.
Now, whether or not the Japanese allow us to invest in flat panel
technology or to buy companies in Japan, it seems to me it is in
our interest to have that technology in the United States. So, I
wouldn’t want to bar Japanese investment in the United States in
flat panel technology. What I would rather want to do is to adopt a
policy that effectively forces them to transfer the technology here,
that effectively says, “Listen, if you want to sell that technology in
téhe United States, we would like to see you make it in the United

tates.”

And, that effectively assures that the technological capability is

. going to be transferred to American workers by requiring that

those investments be in the form of joint ventures with American
companies so that you are sure that the technology is transferred
to the United States.

Representative HamiLTon. Mr. Reich, you don’t have any prob-
lem with that, do you?

Mr. ReicH. Right now, I don’t have a problem in principle. But,
the technique to use, suggested by Mr. Prestowitz, I do have a prob-

" lem with.

Let me backstep one small step. State Governors are now paying
approximately—depending upon whose numbers you look at—be-
tween $250 and $500 million a year trying to get companies, not

- only foreign companies but also American companies, to stay put

or to come to their jurisdictions. And, that’s a lot of taxpayer
money.

Representative HamMiLToN. Without much limitation, right? Just
come over here.

Mr. ReicH. Well, not only limitation, but they would love to have
the investment. They want the investment.

Most countries around the world are also competing for direct in-
vestments.

Representative HamiLtoN. And, you are suggesting what the

. State Governors in this country are doing is wrong?

Mr. ReicH. I'm suggesting that the State Governors are, in a
sense, bargaining against one another. Rather than Arkansas bar-
gaining against Mississippi, raising the price essentially for keep-
ing or attracting companies, we ought to do it as a nation, as other
countries do.

Representative HamiLToN. So, the way the State Governors are
doing it now works against the American national interest?

Mr. REicH. I think it’s far too expensive. I think we are spending
far too much in luring companies—and, again I'm talking about
global companies of whatever nationality, including the United

tates. If we did it nationally, we could get a much better “deal”
with regard both to jobs and also the quality of those jobs.

Representative HAMILTON. What does that mean, doing it nation-
ally? Does that mean we prohibit the Governors from doing it and
only let the President do it?
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Mr. ReicH. Well, the first step might be—

Mr. PrestowrTz. Well, we have the Logan Act. The Logan Act is
supposed to prevent States from carrying out diplomacy.

Representative HamiLToN. I just wanted to explore this word
“nationally” a moment. I mean, what does that mean?

Mr. ReicH. Well, it could mean several things, Congressman. For
one thing, we could encourage—the Federal Government could en-
courage States through a variety of means to regionally—in fact,
we started doing this in the Midwest—cooperate on the kinds of in-
centives they are providing to global corporations, so that instead
of one State bidding against one another the States are essentially
acting as a pool. That would get us a better deal.

We could also, as I said before, do it nationally. Mr. Prestowitz,
in talking about direct investment, says that he would rather—
with regard to the Japanese and presumably other countries as
well—force them to come here with, I suppose, a sort of domestic
content requirement with regard to high technology—if you want
to sell it here, you make it here.

I am suggesting that a preferable alternative would be to get
some control over the incentives that are already being applied to
lure direct investments from all over the world including making
sure that American companies come to particular jurisdictions.
That’s a first step.

hRepresent:ative HamiitoN. Mr. Cohen, you are shaking your head
there.

Mr. ConEN. Yes. I actually spent a few years looking at regional
incentives. I teach regional planning. Almost all the studies in all
the nations show the same thing. The packages of incentives on a
wide geographic area, something say the size of the United States,
are too small as a percentage of the value of things to affect a seri-
ous investment by a serious company. They are sometimes ade-
quate to bring in a company that is just about on the ropes and
will go bust on you 2 years later.

As a general device for attracting investment into an area, say
the United States or Western Europe, it doesn’t have enough clout
unless vastly magnified. But, that gives you a terrible problem, be-
cause if you start subsidizing the new guy coming in, the old guy
says, “Gee whiz, I'm going to leave town unless you subsidize me,”’
at which point you have to subsidize everybody.

So, it trips on its own feet. Sometimes they are useful for tipping
an investment, someone definitely coming into the United States,
definitely going for the Midwest, who can move 50 miles over here
or 150 miles over there, or this site versus that site, but not on a
scale that would have any impact whatsoever on an economy such
as the United States.

Representative SCHEUER. Mr. Cohen, what is your feeling about
the incentive plans to lure industry?

Mr. CoHEN. On a small geographic zone, it can work. You can
gaove investment from, say, parts of New Jersey toward the South

ronx.

You are not going to move investment that was heading toward
Europe or heading toward Japan or even most likely heading
toward California toward the South Bronx unless you ﬂave huge
incentives. And that means you cannot do it for a large hunk of
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the country. You had better pick your targets very carefully and
then give it a big incentive rather than a little scaftered about for
almost everybody.

Representative ScHEUER. Let me express my reservations about
our ability to control government behavior abroad as it affects our
access to their markets as well as their corporate behavior once
they come to the United States.

What we have discussed is a wide variety of problems, a competi-
tive disadvantage of American firms laboring under our desire to
upgrade the training of American citizens. It seems to me that ba-
gsically we are underestimating the extent to which these American
problems are our own devices, that the problem is not in the stars
but in ourselves.

If we want to upgrade the training of American workers, it
seems to me we ought to improve the educational system. The way
we treat our non-college-bound youth in this country is a disgrace
compared to almost every other advanced industrial country in the
world that I can think of across the length and breadth of Europe
and Asia.

We aren’t educating our kids. The former Prime Minister of
Japan made a comment a few years ago that Afro-Americans don’t
know their numbers. Well, it might not have been very good diplo-
macy, there was some sad truth in what he said.

We have an adult work force that is 25 percent functionally illit-
erate. In our high schools, we have an average dropout rate across
the country of 25 percent. In the Afro-American community the
rate is a little over 40 percent and in the Hispanic community the
rate is a little over 50 percent. ’

We do not have a competitive work force and it is not because
Japanese companies investing in this country do not perform the
manufacturing process here.

Mr. PRESTOWITZ. Congressman, could I add something to that? I
think that your point is absolutely right.

But, in considering how we remedy that, of course, there are
many pieces. But, one piece of it is reeducation; upgrading within
the corporation. Most of those people that you are talking about
work in American corporations.

And, in fact, here again is a significant difference in behavior. A
number of foreign corporations go to great pains to locate their op-
erations such that they don’t have to deal with that problem. And,
if we are going to fix that problem——

Representative SCHEUER. What is that problem?

Mr. Prestowrrz. The problem of minorities and illiteracy and un-
dertrained workers. So, if that problem is going to be addressed, it
really has to be addressed in American companies, which means
again you cannot be incognizant of the nationality of the corpora-
tion.

Mr. ReicH. But, American companies, Congressman, are as fast
as foreign companies, trying to exit and abandon areas of illiteracy,
areas where human populations——

Mr. Prestowrrz. That is not right. I mean, Chrysler has just—

Mr. ReicH. Excuse me, Mr. Prestowitz. Let me just finish. Let me
finish my point.
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I couldn’t agree with you more, Congressman, that education and
training and infrastructure are the keys to the competitive future.
In fact, I think one of the advantages of—

Representative SCHEUER. And, corporate decisionmaking.

Mr. REicH. One of the advantages of——

Representative SCHEUER. Preoccupation not only with this year’s
annual report but this quarter’s—quarterly report.

I heard recently in Japan from one of the sons of Kawasaki that
the founder of Kawasaki went to the bank in the 1960’s and told
them that he intended to break even in 10 years. They said, “Fine.
Spread it out.” They said, “We will stick with you. Just follow the
plan, and we will stick with you and don’t worry about the early
years.”

At the end of 10 years, as predicted, they broke even and by the
12th year they were making out like gangbusters. But, they were
willing to take a long-term view.

And, I think the preoccupation of the American corporate com-
munity and individual corporate managers with trying to look good
at the end of this year and trying to look good at the end of this
quarter is a terrible disservice to the American economy, to work-
ers, to investors, to corporations alike.

That is the problem. One of the reasons that Japan has excelled
in the HDTV area is because they have invested billions and bil-
lions of dollars. An American corporation cannot do that, because
they do not have access to savings.

The Japanese rate of savings of personal income is 18 or 19 per-
cent. Our rate is between 4 and 5 percent. They save at an excel-
lent rate.

In other words, a lot of these problems that we are dealing with
are our own national problems. The problem of undereducation,
the problem of myopic corporate decisionmaking, and the problem
of inadequate access to capital by our corporations.

Now, how do we cope with some of the problems that we have
run into, and how do we access the Japanese market with an eye to
attracting joint Japanese-American high-tech manufacturing ven-
tures on our soil?

Do we need an industrial policy to help us do this?

Mr. ReicH. You didn’t really use that word publicly, Congress-
man. [Laughter.]

Representative ScHEUER. Pardon. I wish you could take us from
the general to the specific.

These congressional hearings are designed to educate Congress-
men, to help us formulate national policy. Let us go through the
general to the specific.

What do we do? What kind of a policy, if any, should Congress
promulgate?

Mr. REicH. Let’s take another—we have talked about two policy
areas so far. One is research and development policy and the other
is foreign direct investment.

Let’s look at trade policy specifically. We have slid around it a
little bit.

If we are focusing on the competitiveness of the American work
force as opposed to the competitiveness of American companies, we
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would have different priorities with regard to, for example, pres-
suring Japan.

I agree with my colleagues on the panel that we do have to con-
tinue to keep the heat on Japan. But, the real question from the
standpoint of our national strategy or industrial policy, as it ap-
plies to trade, is what are our priorities going to be and where are
we going to put the heat?

Now, the U.S. Trade Representative right now makes the claim
that very high priority is to get a company like Toys-R-Us into
Japan. Well, most of what Toys-R-Us sells are products that are
made in Southeast Asia and in Latin America. It would seem to me
that, from the standpoint of looking at the ability of American
workers and the American work force to get their skills into other
Jurisdictions, Toys-R-Us should not be the highest priority.

What should be a priority? Well, I will tell you one priority that
I think should be among the highest. The European Economic Com-
munity is debating whether to allow American entertainment,
videos, movies, and so forth, into Europe. Entertainment is one of
our major exports in this country, second or third only to aero-
space.

That is a very high priority. Even if American entertainers and
production people are working for Sony—I don’t care who they are
working for, we have to make sure that those borders are open to
American exporters of entertainment.

So, the trade policy priorities, in other words, would be different
if my definition of competitiveness were the dominant definition
rather than a definition which turns on merely the nationality, the
American corporation, per se.

Representative HamiLroN. Mr. Cohen and Mr. Prestowitz, I
would like you to comment on this observation Mr. Reich has just
made with regard to trade policy.

Mr. CoHEN. The purpose of the trade policy is clear. I don’t think
there is a gram of fundamental disagreement. You try to open mar-
kets to American production.

And, you should, in the best of all worlds or even in a decent
world, have some priorities. So, instead of yelling at the Japanese,
we want you to take perhaps oranges, perhaps rice, first, we have
to have some coherence on our side so we can have a list of
things—we want this, this and this and in particular ways.

Representative HAMILTON. So, it'’s a mistake, in your view also,
to push Toys-R-Us?

Mr. CouEN. I think it’s a mistake to start screaming, say, rice,
because in an open market, the rice probably will not come from
California where we use scarce, subsidized water to grow the stuff,
but rather it’s likely to come from Southeast Asia.

Representative HamiLton. Is it your impression that American
trade policy today is too focused on American-owned corporations
and not focused enough on corporations that employ American
workers?

Mr. CoHEN. It might well lean that way. Mostly though, I don’t
think it is focused. I think it grabs at things and sometimes it
grabs at a particular company and tries to deal with its problems.
But it does not have a strategic list of priorities; it derives from no
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clear and consistent strategy. And that starts at the White House
and the Congress.

But, here I will defer to an alumnus of the USTR organization.

Mr. Prestowrrz. Well, I don’t think it’s fair to put the emphasis
that Bob Reich put on Toys-R-Us. Toys-R-Us was not a major objec-
tive per se in the last round of negotiations.

The reason Toys-R-Us name arose was because the U.S. Trade
Representative was trying to liberalize the entire distribution
system of Japan, which I think is a major objective and certainly
one that has been a problem for a wide variety of U.S. producers.

Toys-R-Us happened to come along at a time when the distribu-
tion system was at issue, and they had a problem and they became
symbolic. It's similar to the baseball bats, you may remember, back
in the early 1980’s. We were negotiating with the Japanese about
metal baseball bats and many people thought that we were wasting
our time on metal baseball bats, which is a small item. But, the
real negotiation was not metal baseball bats. It was standards.
i&nd, the standards covered not just bats but a whole ream of prob-
ems.

So, I don’t think that, in fact, the United States was guilty of
only focusing on Toys-R-Us.

Second, I would say that contrary to what Bob Reich said, I
really am not so much in favor of putting heat on Japan. And, the
reason I say that is because implicit in that statement is the notion
that if we somehow pressure Japan we will open their markets and
that this will help us solve our trade problems.

In truth, I don't believe that we can open the Japanese market. 1
don’t believe that the concept of open, as it is understood in Japan,
is at all commensurate with our concept of open. And, I believe
that by putting heat on Japan, we really do nothing except exacer-
bate the relationship with the country without really solving our
problems.

However, it seems to me that the point that both Bob Reich and
Stephen Cohen made is correct. We need to decide what it is that
we as a nation want.

A great deal of our problem in trade policy is that we have no
objectives beyond the very general ones, that we want open and we
want free. But, when asked to come down and define what does
that mean, if you get into a negotiation with some other country—
typically the Japanese, we say, “Why don’t you open your mar-
kets?” And, they say, “Fine, which markets?” And, we say, “All of
them.” And, they say “OK, but what are your priorities?” And,
then we are stuck, because we don’t have any priorities.

And, the reason we don’t is because of a fundamental premise of
current American thinking which is that we are indifferent as to
what we make. Mike Boskin has made the comment, “Potato chips,
computer chips, they are all chips. A hundred dollars’ worth of
pﬁlt,atq chips is the same as a hundred dollars’ worth of computer
chips.”

If you believe that, then you really don’t care which market you
open. You really don’t care what your domestic companies are pro-
ducing or what is being produced within your borders. You really
don’t care about what happens in this great global village, because
it's all going to come out the same.
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But, if you believe that computer chips really have a different
impact on your economy than potato chips, then you are forced to
begin to consider a strategy. And, what the United States needs is
to begin thinking about a strategy.

We really can’t solve any of these problems, the “Who Is Us?”
question or the trade policy questions, unless we have a strategy.

Representative HamiLtoN. If I understand Mr. Reich’s point on
this trade policy question, he is saying that we want to be interest-
ed in opening foreign markets not to American companies but to
companies that have American workers, and that ought to drive
trade policy. Right?

Mr. REicH. Yes, sir.

Representative HamiLTon. Now, you are talking about principles,
Mr. Prestowitz. Is that a principle you think ought to drive our
trade policy or not?

Mr. Prestowrrz. Well, I think that it is desirable for us to have
the maximum opportunity to sell products made in the United
States, by whomever.

Representative HAMILTON. The point is, what should drive our
trade policy?

Mr. Prestowrrz. I mean, again, let’s get back to practical ques-
tions. Here is the situation we get into.

Somebody puts an assembly plant in the United States and then
they export an assembled product from the United States to
Europe or what have you. Not very much value added is done in
the United States. The industry in the United States may have
been harmed or destroyed by predatory trade activity.

But, then they come and put an assembly plant in the United
States, they tell us they are producing in the United States, and
they then ask the U.S. Trade Representative to go negotiate with
the Europeans to open European markets to what is essentially a
dodge. I don’t think we should be in that position.

?ep;esenfative HamiLtoN. What then should drive U.S. trade
policy?

Mr. Prestowirz. Well, what should drive U.S. trade policy is
again coming back to a strategy. Now, if we want to have high
value added in the United States and we want to have high wage
jobs in the United States, then we have to decide what kind of pro-
duction gives us that.

Representative HAMILTON. That ought to drive our policy——

Mr. Prestowrrz. And, having that, we then also want to export
those kinds of products. And, if they are made by men on the
ISVIoon, that’s fine as long as we get that value out of the United

tates.
hlliep?resentative HamiLton. Mr. Cohen, did you want to add any-
thing?

Mr. CoHeN. I find myself in substantial agreement with that and
also with the danger that Clyde Prestowitz was pointing to about
falling into an awkward situation vis-a-vis exports to Europe from
the United States that are really not from the United States. I
think it's a very real danger at the moment.

Representative HamiLTON. Let me go to this question. It's a
broad question. And, I guess you have addressed it, but I'm not
sure it’s clear in my own mind what you are actually saying.
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What is our national interest in foreign investment in technolo-
gy? What are the risks? What are the concerns?

Mr. PrestowrTz. You mean foreign investment in the United
States in technology?

Representative HamitoN. In the United States, yes. What
should we be concerned about. If a company in Japan or wherever
wants to come into the United States and invest in American tech-
nology, how should we react to that?

What's good about that? What’s bad about it? What kind of con-
ditionality ought we to put on it and so forth?

Mr. CoHEN. Two steps——

Representative HamiLToN. Mr. Cohen and then Mr. Reich.

Mr. CoHEN. Two steps. One is, we first must have the capacity to
analyze the project. Otherwise, we are not going to get very far. So,
we need an ongoing capability.

Representative HamiLTon. We is who?

Mr. ColEN. The U.S. Government.

Representative HamiLTon. All right.

Mr. CoHEN. Second, there are some behavioral things we want to
see happen. We want to see technologies transferred into the
United States. We want, for instance, the flat panel display tech-
nologies that we were talking about. We want to see research and
development done here. We want to see the next generation of
product developed here.

Now, there are many companies, some of which have been men-
tioned here earlier—Philips and Thomson—that are doing just this
to a very substantial extent. 'm not saying foreign-based compa-
nies are bad, and I'm not saying they are good. I'm saying you have
to be able to distinguish what they are doing and what you want
them to do. If we don’t distinguish, then we are lost.

I can imagine a predatory type technology investment also.
Somebody comes in and buys a $20 million or a $200 million Amer-
ican company with an interesting technology, takes the technology
back to the home country and basically runs down the U.S. oper-
ation or else uses it as a distribution agency so that nothing much
else happens here. This company, the one they bought, begins to
sell product. It markets it, it does some assembly, but it loses the
capability of learning and developing anything again.

Representative HamiLtoN. How do you stop that?

Mr. CoueN. Not easy. One way is, you can have official discour-
agement. We need instruments—we need the capability to analyze,
and we need some instruments to act.

And, as long as—I thought what was being proposed here
was——

Representative HamiLtoN. Hold on. So, instruments to act would
meﬁq? that the Government could come in and could say, “Stop it,”
right?

Mr. ConeN. Yes. However, there should be gradations and room
for flexability. We have a habit in this country of trying to get the
relationship between the state and the economy very clear. That is
an admirable objective.

But in this domain, our major problem is that we are dealing
with the world, especially, let’s say, Japan, where that is not the



61

way it"s done. And, each time we strive for clarity, we blow sub-
stance!

I would like to have some discretion to, say, negotiate what
would be good behavior, what we would actually like to see happen
and then circumscribe the areas. You need a watchdog over it.

Representative HamiLToN. Mr. Reich.

Mr. ReicH. With regard to foreign direct investment in technolo-
gy, or technology investment generally, three points. We want to
encourage foreign companies to invest in high value added in the
United States, as we have been defining it—complex production,
fabrication, research and development, engineering, and so forth.

But, we also want to encourage American companies to do exact-
ly the same thing. How do we generate those encouragements and
incentives?

Well, we have a lot on our plate to do that. We have $70 billion
of government subsidies to research and development. We have
trade policy. We have tax policies, loans, and loan guarantees. We
don’t have a lack of policy instruments to encourage American and
foreign companies to invest in high technology in the United States
and to train American workers.

We also have to have an educational system that generates the
kind of skilled worker that is capable of utilizing that technological
investment.

Now, with regard to gradation of predatory practices, we have
antitrust laws. They have not been enforced. We have had 10 years
of very lax antitrust enforcement.

I used to be in the antitrust business. I was thrown out of office,
and look what happened. [Laughter.] Antitrust laws do what——

Representative HAmILTON. What did happen? [Laughter.]

Mr. ReicH. Well, I think essentially what happened is that we,
with regard to foreign companies, domestic companies, no real dif-
ference implied, we have had a great deal of tacit collusion. We've
had monopolistic practices. We’ve had predatory practices which, if
antitrust laws were being enforced, we would not have.

But, again, the headline of this statement is that we shouldn’t
necessarily draw a distinction between foreign and domestic firms.
Whether we are talking about trying to get firms to invest in high
technology in the United States or to avoid predatory tactics, we
don’t need to draw that distinction.

Representative ScHEUER. Mr. Reich, are you talking about indus-
trial technology, whereby we set up some kind of corporate entity
that would use the carrot or the stick financing arrangements, and
various other incentives, with the clear intent and capability of dis-
couraging what you would call negative corporate behavior?

Are we going to have some agency in Washington that scruti-
nizes?—and maybe we should. I am not suggesting we should not.

But, when you talk about the goals of exemplary foreign behav-
ior of the investor, of the desirability of foreign corporations enter-
ing into joint ventures, the undesirability of predatory behavior,
the undesirability of a foreign corporation buying up a domestic
corporation that has valuable research and patents and so forth
and shipping the plans and specs and the underlying scientific re-
search back to the home country, are you talking about some gov-
ernment office in Washington that is going to supervise all this, do

42-907 0 - 91 - 3
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all this fingerpointing, and discourage and encourage proper behav-
ior with a whole plate of incentives and disincentives?

Mr. ReicH. Congressman, we already have the incentives and dis-
incentives. We already have an industrial policy.

We have talked now about four different areas—research and de-
velopment and technology policy, trade priorities and trade policy,
antitrust policy, and foreign direct investment policies.

We have large numbers of bureaucrats, officials, politicians, and
others who spend a lot of their time looking at these areas.

What I'm suggesting is that we, No. 1, ought to focus on the real
goal, which is not nationality of corporations but on developing the
skills and insights of the American work force. And, No. 2, we
probably do need to wield all of those instruments more effectively
toward that end.

And, maybe we have to have more coordination. This is not the
era to advocate—and I am not an advocate of—a centralized eco-
nomic plan. We don’t need to go that far. We just need to do what
we are doing already but do it in a more strategic way.

Representative SCHEUER. Let me just ask one last question on the
antitrust laws that were passed a century ago when it was our goal
to prohibit the Standard Oil Co., the Rockefeller companies, from
gobbling up every other smaller oil company.

Today, in a global economy, is it possible that the goal of our
country should be, not to make sure that there are three or four
American oil companies surviving domestic commerce, rather, that
there should be one major American oil company surviving in
global competition?

And, do you feel that the time has come where we ought to have
a look-see and a reappraisal of our antitrust laws. That we should
focus on the realities of a global economy in the 1990’s and in the
third millennium, as compared to the underlying philosophies of
today’s antitrust laws, which emerged from an agricultural country
with a small industrial base, the realities of 100 years ago?

Mr. ReicH. Well, certainly in assessing market power, we do
have to—many industries now look at global markets rather than
national or even regional markets, as we used to.

What concerns me though is, for example, a new policy that is
now being shepherded through the Justice Department with the
support of the House, and that is the policy to relax antitrust en-
forcement for not only research joint ventures but also production
joint ventures so long as they are American companies that are
getting together. Again, I think that is the fallacy of nationality.

Any companies, if you can show effectively that there are econo-
mies of scale to be gained from a production joint venture, that the
companies would not have otherwise come into the Nation and ex-
ploited those economies of scale, and it's not going to have a sub-
stantial deterrent effect on competitiveness, any companies ought
to be able to take advantage of that. But, I do worry about using
antitrust or relaxed antitrust enforcement as an excuse for devel-
oping a much more strategic antitrust policy which could go after
predatory activities in whatever guise.

Representative SCHEUER. Well, just to be the devil’s advocate, do
you not think it possible that if our great television manufacturing
entities like RCA had been able to combine their resources and
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their research and development, they would have been able to
maintain a substantial American television manufacturing pres-
ence in global commerce?

Might they not have been able to aggregate the capital that
would have given them an early and promising place in the move-
ment toward high definition television (HDTV)? Today they seem
to be substantially excluded from HDTV because of an inability to
aggregate the capital necessary to get into the HDTV field serious-
ly and competitively.

If they had been able to get together, might the result have been
different?

Mr. ReicH. Well, had American companies been able to get to-
gether facing world competition, it is conceivable that they could
have gained the economies of scale and resources to be more com-
petitive. But, again I come back to my theory.

There is no guarantee that that large America, Inc., television
manufacturer would have been doing very much in the United
States. Not too long ago, American media companies, Time and
Warner, came to Congress and said, “Don’t worry, we were giant
media companies but we want to get together to make America
stronger with regards to confronting the Rupert Murdoch’s and the
Hessische’s and the Bertelsmen of the world.”

Well, in point of fact, Warner is a global corporation. It has fa-
cilities and outlets and employees, tens of thousands of foreigners.
Meanwhile, Rupert Murdoch and Hessische and Bertelsmen are
here in the United States employing tens of thousands of Ameri-
cans.

The fiction that there is an American corporation representing
the American global media industry is just that; it’s a fiction. And,
it leads to some policies that have very little to do with our goal,
which should be to improve the skills and capacities of the Ameri-
can work force.

Representative HAMILTON. One thing I would like you to com-
ment on, and it doesn’t make any difference who comments on it,
is that some people argue that foreign investment in this country is
actually disadvantageous to the American worker because what
happens is that they come in and they transplant imports from
abroad, and this works to our disadvantage.

How do you evaluate that?

Mr. CoHEN. Again, I would do it differentially. A blanket state-
ment about foreign investment would preclude all possibilities of
saying anything meaningful or useful.

It varies by industry; sometimes it varies by the nationality of
the company investing. Furthermore, a lot of the numbers are
made of rubber.

If, for example, you look at some of the transplant auto oper-
ations into the United States, they claim x percent domestic value
added. If you open the lid and look at the x percent, you find that
they bought components from a recently transported Japanese
component maker, which itself claims to have reached 30 percent
domestic value added. The 30 percent claimed by the final assem-
bler includes these parts as American made although they are only
30 percent American manufactured.
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If you run the chain of multiplication out, American value
added, when you open the lid, becomes a lot less than when you
read the data in the economics journals and company statements.

Behavior of foreign companies—foreign-based multinationals I
prefer to call them, because I don’t think there are any globals
yet—varies so much that the class itself is not a useful category.

If we are going to make policy on the basis of a single class, we
are going to trip again. I think we must have the capability to dif-
ferentiate. One must be able to understand and manipulate the in-
centives and reasons that prompt companies to perform the way we
want and be able to strengthen just those things. We must help the
American manager of Philips, or Toshiba make his case back home
to his headquarters for permission to continue doing what we want
that company to do.

Representative HamiLToN. Would all of you be opposed to domes-
tic content legislation?

Mr. Prestowirz. No.

Representative HaMiLToN. Do you favor it?

Mr. PrEsTowrrz. In some instances, yes.

Mr. REeicH. I think we are going to have to have in the future,
Congressman, some sort of a GATT, a general agreement on tariffs
and trade, for direct investments; that is, if countries are going to
continue to move down the channel of both subsidies to encourage
global direct investments within their jurisdictions and also domes-
tic content, then we could easily create a zero sum or a negative
sum game, as mathematicians call it, in which we all lose.

There have to be some rules of the game with regard to those
kinds of incentives.

Representative HAMILTON. Are countries moving down that road?

Mr. ReicH. Countries certainly are moving down that road, both
with regard to domestic content and subsidies to encourage invest-
ment.

Representative HaMILTON. And, Mr. Prestowitz, you said you
would favor it under certain circumstances?

Mr. PresTowrTz. Yes.

Representative HAMILTON. Can you explain that?

Mr. Prestrowrtz. Sure, I think again it comes back to two points.
One is that it would be nice if we lived in the theoretical world of a
GATT where governments are unconcerned with what happens in
their jurisdictions and competition takes place between individual
entrepreneurs. We don’t live in that world. We live in a world
which is increasingly one of trading blocks.

And, second, because we live in that kind of a world, and if we
are concerned with the skills and the capability and productivity of
American workers, clearly there are some industries which have
higher technology inputs, which have higher growth in productivi-
ty, which have greater learning curve effects than other industries.
We have to, therefore, want to have our workers in those kinds of
industries.

There are instances—let’s take something like video tape record-
ers, for example. Japanese companies have been selling VCR’s in
gt)',las country for 20 years. Not a single VCR is made in the United

tes.
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Recently, a small Scottsdale company came up with a patent for
a dual-deck VCR. It tried to produce this product, but in order to
produce it it had to obtain parts from the only people who make
the parts, the Japanese. They went to the various J apanese compa-
nies to get the parts, and they all refused to supply the parts. Ergo,
the product could not be produced.

Representative HamILTON. It could not be produced here?

Mr. Prestowrrz. It could not be produced in the United States,
right. And, because, in fact, the—again, this gets back to corporate
behavior, but——

Representative HamiLToN. Is that why the Japanese companies
refused to sell them the parts, they didn’t want it produced here?

Mr. Prestowrrz. Well, we don’t know specifically why they didn’t
sell him the parts. But, since he had a patent on a technology that
they didn’t have, one can speculate that they didn’t want it com-
mercialized.

And, then you get again back to the question of corporate behav-
ior. These companies are all joined together in the Electronics In-
dustry Association of Japan. They agreed among themselves not to
supply this kind of technology.

Now, that means that——

Representative ScHEUER. Excuse me. That would have been a
violation of our antitrust laws if that kind of behavior had been
present.

Mr. Prestowrrz. That'’s right. That’s correct. Now, that means
that if you want to have video tape recorder technology in the
United gtates—and I think that is desirable, and the same can be
said for flat panel technology and high definition technology.

If you want to have that in the United States, it’s clear that
there is a great reluctance on the part of some of the major players
in this game in the world to put it in the United States. So, if you
zyant to have it, you have to find some way to either induce it or

orce it.

And, that’s an area where I would consider having some kind of
a policy.

Representative HaMiLTON. There is a book out that is getting a
lot of comment around here, “The Competitive Advantage of Na-
tions,” and that book argues, as I understand it, that the globaliza-
tion of industry makes nations more important rather than less im-
portant, because the competitive character of the multinational
corporation is shaped by the domestic market.

Now, does that have a relevance to what we are talking about
here? And, if so, how? And, is it a valid thesis?

Mr. Prestowrrz. If I could ask you a question? I am a little bit
confused, because my understanding is that the argument or the
basic thrust of the book is that competition takes place between
corporations, not between countries, and that the role of govern-
ments is minimal, if any, in determining the competitiveness of
various nations.

Representative HAMILTON. So, nations are less important than
the thesis; is that right?

Mr. PrestowrTz. Yes. That’s my understanding, yes.

Representative HamMiLTON. Well, in any event, it doesn’t apply to
what we are talking about here?



66

Mr. Prestowrtz. Well, just commenting on the book, I think
that, as I understand the thesis, it is that competitive advantage is
essentially not determined by government policy but rather by cor-
porate strategy, by factor endowment, by having sophisticated sup-
pliers and sophisticated customers, all of whom, operate in a kind
of a—he calls it a diamond, to create corporate advantage.

And, my criticism of the book is that it simply doesn’t accord in
many cases with the facts. For example, it attributes the competi-
tiveness of Japan’s shipbuilding industry to the fact that Japan has
a large need for seaborne transport; and, therefore, naturally grow-
ing out of its need for seaborne transport, the Japanese build ships.

Well, it ignores the fact that in the 1950’s the price of sugar in
Japan was about 10 times the world market price and the Japanese
Government gave the sole right to import sugar into Japan to the
shipbuilders. They bought at the world price, sold it at the Japa-
nese price, and took the difference to develop the Japanese ship-
building industry.

I just think it completely misses the point of the potential impor-
tant impact of government policy in determining competitive
events.

Mr. ConeN. I would agree with Clyde Prestowitz on that point. I
think that the book radically underestimates the importance of
public policies with regard to competitiveness.

Mr. Prestowirz. That’s the point. There are a lot of big excep-
tions out there. They are so big that you can’t call them exceptions.

Representative ScHEUER. Well, in the waning minutes of this
hearing, let me say that this has been very stimulating. I would
still like to get some specific suggestions for specific national
policy, public policy or perhaps legislation that would help accom-
plish the goal of enhancing the competitiveness of the American
economy 5 or 10 years down the road.

Is there anything that 535 men sitting here in Washington can
do to enhance that?

Mr. ReicH. Congressman, in addition to the four policy areas that
we talked about—and I think we have been fairly specific, perhaps
not as specific as we could have, but there is a question of macro-
economic policy as well that I want to put on the table, because
one of the fallacies of the 1980’s was the notion that the public
sector did all the spending and the private sector did all the invest-
ing and the crowding out hypothesis became quite dominant in
macroeconomic circles; that is, you have to constrain public spend-
ing so that you have enough left in the private sector to make the
investments you need to make.

But, actually the logic of what I am suggesting—and to the
extent that my colleagues agree with me, I think they would agree
with this point as well—suggests that that macroeconomic concept
should be stood completely on its head; that is, private sector in-
vestment is now leaking out to the rest of the world.

In fact, Americans private savings are now very largely in a very
large boat that goes to any nation, wherever the best return and
the lowest risk can be found. What attracts corporations and global
capital to any place around the world, in addition to some of the
other public policies we have talked about, are public investments
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in education, training, and infrastructure of the sort, Congressman,
that you were pointing out before.

The public sector, in other words, is not the sender. The public
sector is the critical investor in ways that create unique competi-
tive advantages for a hation in skills and infrastructure, such that
global corporations along with other public policies have an incen-

.tive to invest in high value-added jobs.

Mr. Prestowrrz. Congressman Scheuer, if I could suggest maybe
three or four—these are just beginnings, but they are at least a be-
ginning. Let me support Stephen Cohen’s proposal that we just get
information.

I personally have made it kind of a hobby to keep track of for-
eign investments in high technology in the United States. I get my
best information from Mitsui in Japan. The United States Govern-
ment doesn’t have information that can compare to what the Japa-
nese have.

The Japanese know much more about the structure of our indus-
trial establishment than we do. We ought at least to have as good
information on ourselves as everybody else has on us.

I think there are several bills pending before the Congress at the
moment—the Sharp-Johnson bill, the Bryant bill and others—
aimed at attempting to get better information or even allowing the
various arms of the U.S. Government to share information, which
we don’t even do now. That’s a small step, but I think it’s impor-
tant and in the right direction.

The second one, which Bob Reich mentioned, I think is terribly
important. We have 50 State Governors all competing to see how
much they can give away in subsidies to attract investment that
basically has to come here anyhow.

The Japanese don’t allow that. The Japanese Government coordi-
nates the activities so that they don’t bid against each other. Other
governments do the same thing.

It should be possible to get 50 State Governors in a room togeth-
er and hammer out some guidelines on that kind of constructive
warfare.

A third——

Representative ScHEUER. It should be.

Mr. Prestowrrz. I mentioned earlier, we have the Logan Act. 1
mean, we do have the Logan Act. Somebody ought to raise that and
maybe modify——

Representative ScHEUER. Let’s clear up the matter of the Logan
Act. The Logan Act prohibits American citizens from going abroad
and engaging in negotiations on legislation, international affairs
treaties, or what have you.

I would not think that any portion of the Logan Act would pre-
vent Governor Cuomo of New York from going to Tokyo and trying
go entice Mitsubishi to come and open up a plant in New York

tate.

Mr. Prestowrrz. Well, I think—you are a Congressman and I'm
not. But, I mean, basically the States have embassies over there.
They do the same work that the U.S. embassy does.

They do get involved in the negotiations that we have with other
nations. And, I think it's not a clear line.



68

But, anyhow, that’s an area of activity where I think some action
could be taken.

Third, we talked about desirability of improving the U.S. work
force. In order to improve the U.S. work force and maintain high
skill levels, you have to have them working on important projects.
Flat panel display technology, everybody knows, is an important
project.

The Defense Department has been contracting with foreign com-
panies to supply it, even if those companies have been dumping in
the U.S. market against the U.S. producers of that technology.
Maybe there should be or could be some policies or coordination at
least guiding American Government procurement so that it sup-
ports development of technology in the United States.

Representative HamiLToN. Mr. Prestowitz—excuse me, Congress-
man Scheuer, just a moment. Your first point interested me.

Do you have good information now in this country about foreign-
owned firms operating in this country?

Mr. Prestowrrz. That's very sketchy. You know, the SEC re-
quires anybody with bigger than a 5-percent stake in a public com-
pany to declare. The Commerce Department collects information
on establishments.

Representative HaAMILTON. But, what kind of information would
be most helpful to you or to others for an analysis of foreign invest-
ment activity in this country?

Mr. Prestowrrz. Well, I really think if we had basically full
knowledge of reporting of all foreign investment in the United
States, not only the investing party but the ultimate investor—be-
cause very often it’s done through——

Representative HaMiLTON. Would that have any chilling effect
on foreign investment?

Mr. PrestowrTz. No. In my view, that’s a real red herring.

Representative HAMILTON. It is?

Mr. Prestowrrz. Other governments have much more extensive
requirements. The United States is the most desirable object of in-
vestment.

I think that’s a red herring.

Representative HAMILTON. It's about time to finish up. Any fur-
ther final comments from the members of the panel?

Congressman Scheuer, any further questions?

Representative SCHEUER. May I ask one more question?

Representative HAMILTON. Sure.

Representative SCHEUER. Underlying this hearing has been the
vex('iy realization that it is difficult to control governmental behavior
and the behavior of foreign corporations, in respect to the impact
91;) the United States. Desirable as that may be, it is a very uphill
job.

There is one thing the U.S. Congress can control that might
affect our competitiveness, our ability to mobilize the resources of a
$5% trillion economy, permits us to decide how we want to deploy
this enormous resource.

Do any of you have any suggestions as to how our government,
our economists, addressing this powerful asset can take considered,
measured steps together that would place us 5 or 10 years from
now in a position of peak competitiveness, that would give us an
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economy that is an attractive place for foreigners to invest and to
bring their technology, and would solve the problem that we have
discussed today?

Mr. Prestowrrz. Congressman, as you know, that’s a huge ques-
tion and requires a lot more time. Books have been written on it.
All three of us have written books on that subject.

But, if I might just say one thing, which I think is the heart of
it—and I've come to this after an awful lot of discussion and talks
around the country. I think it really gets down to wanting to do it.

If we were to—if the President and the Congress were to say that
achieving industrial, technological, and financial leadership is the
top priority of the United States, that it is as important or more
important than dealing with Gorbachev or whatever the hell it is,
that it is the top priority in the United States, that would change
an awful lot of things.

At the moment, effectively we subordinate economic competitive-
ness to all kinds of other priorities. And, until we stop doing that,
we really can’t attack the issue.

Mr. ReicH. I have a slightly different, but I don’t think inconsist-
ent, recommendation at this high level of generality, Congressman.

If you accept the definition of competitiveness that I have been
advancing, that is the skills and capacities in our work force, what
we find is that the top 20 percent of the American workers have
been becoming more competitive, not less competitive. It's the
bottom 80 percent that are becoming less competitive.

And, the political challenge faced by the White House, faced by
Congress, faced by all leaders, is to try to convince the top 20 per-
cent that they have a stake in the future productivity and competi-
tiveness of the bottom 80 percent and, therefore, make them will-
ing to invest in that competitiveness.

As you know, the Federal Government has been disinvesting like
mad in education, child care, training of workers, and infrastruc-
ture.

Representative ScHEUER. The Japanese with less than half our
pop:.illation graduate more engineers and scientists every year than
we do.

Mr. Conen. If I can add a wrap-up thought, I am quite in agree-
ment with what is being said; I think we all fundamentally agree.
It’s a question of will on our part.

I'm perhaps a bit more pessimistic. I think there is a tone under-
neath this discussion, a feeling of decline, of an unprecedented
challenge to this country, one we don’t like, one we are not used to,
anld one we are not quite certain we are willing to admit to our-
selves.

And, I'm not sure we will. There is a choice. We can rally. We
can restore our competitive position. It's not foreordained. It's not
like the phases of the Moon or the life cycle of a person.

It is our choice. And I'm not sure that we will make the right
choice. If I were a betting man and not a fool, I would be betting
against us right now.

I engage myself. I try. We have to keep doing this. It’s a problem
of collective will and understanding. You and I can make a list,
Each of us can come up with our lists. They are not going to be
that different.
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But, none of that has been happening. If you made your list and
you looked at it, you would observe that we have been going nega-
tive, negative, negative, negative and on each item on the list and
for some substantial amount of time.

What is worse is that other serious countries have been going
positive. And we are talking about relative wealth and power.

So, I think the problem is not so much one of thinking up the
major items on a list that begins with: “America must,” and then
adding two dots, and filling it in. At the top of the list, there is a
Washington problem, a problem of leadership. What can you do to
help us, all the people out there?

What you can do to get us to force you to start doing the right
thing? And, it’s not coming down. We are not hearing you.

Representative HamiLtoN. Well, that’s why we are having these
hearings, Mr. Cohen. And maybe we will get off to the right start.

Thank you very much. We stand adjourned.

[Whereupon, at 12:15 p.m., the committee adjourned, subject to
the call of the Chair.]
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The committee met, pursuant to notice, at 10 a.m., in room 2359,
Rayburn House Office Building, Hon. Lee H. Hamilton (chairman
of the committee) presiding.

Present: Representatives Hamilton, Scheuer, and Upton.

Also present: Joseph J. Minarik, executive director; Joe Cobb, mi-
nority staff director; and Dorothy Robyn and Doug Koopman, pro-
fessional staff members.

OPENING STATEMENT OF REPRESENTATIVE HAMILTON,
CHAIRMAN

Representative HaMILTON. The meeting of the Joint Economic
Committee will come to order.

The purpose of today’s hearing, the second of two, is to explore
further the question: What are U.S. national interests in an age of
global industry? The growing importance of multinational firms,
international joint ventures, and foreign investment has blurred
the lines between “them” and “us.” This requires us to begin to
rethink whether, and to what extent, our national well-being is
still tied to the well-being of American-owned firms, and to recon-
sider how our government can capture the benefits of the increas-
ing globalization of industry.

We are fortunate to have with us today several experts in this
area. Gerald Dinneen—is that the way you pronounce that?

Mr. DINNEEN. That is correct.

Representative HamiLton. He is foreign secretary of the Nation-
al Academy of Engineering. At one time, he directed MIT’s Lincoln
Labs. From 1977 to 1981, he served as an Assistant Secretary of De-
fense for Command, Control, Communications, and Intelligence.
Following that, Mr. Dinneen spent nearly a decade as vice presi-
dent for science and technology at Honeywell Corp.

Laura Tyson is a professor of economics and business administra-
tion at the University of California, Berkeley. She also serves as di-
rector of research for the Berkeley Roundtable on the International
Economy, and is currently a fellow at the Institute for Internation-
al Economics. Ms. Tyson’s most recent book is “Politics and Pro-
ductivity: How Japan’s Development Strategy Works,” published

(11)
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last year, which she edited along with Chalmers Johnson and John
Zysman.

Dean Peterson is a consultant to the Emergency Committee for
American Trade and principal author of a forthcoming report on
the contribution of U.S. multinationals to the American economy.
He authored a 1973 study, “The Role of the Multinational Corpora-
tion in the United States and World Economies.” Mr. Peterson’s
background includes service with the International Trade Commis-
sion and the U.S. Trade Representative. He was chief economist of
RJR Nabisco from 1975 until recently.

We are very pleased to have you with us today. We will begin
with your testimony, Mr. Dinneen, and move across the table. I un-
derstand you are accompanied by Mr. Proctor Reid, who is also
with the National Academy of Engineering. Is that correct?

Mr. DiNNEEN. That is correct.

Representative HaMiLTON. Glad to have you with us too, sir.

You may proceed, Mr. Dinneen.

STATEMENT OF GERALD P. DINNEEN, FOREIGN SECRETARY, NA-
TIONAL ACADEMY OF ENGINEERING, ACCOMPANIED BY PROC-
TOR P. REID, SENIOR PROGRAM OFFICER

Mr. DINNEEN. Mr. Chairman, Congressman Scheuer, good morn-
ing. I have a prepared statement for the record.

I am pleased to be here today to discuss “National Interests in
an Age of Global Industry,” a title that virtually mirrors that of a
report soon to be published by the National Academy of Engineer-
ing, “National Interests in an Age of Global Technology.” The
report, which represents the work of a group of distinguished in-
dustry and university leaders, provides much of the gist for my re-
marks this morning. I have included the report summary and rec-
ommendations as an attachment to my prepared statement, which
I hope will be included in the record.

The world has changed so rapidly——

Representative HaMiLTON. You are speaking on behalf of the
academy, are you?

Mr. DINNEEN. On behalf of the academy and myself. I will be
making some of my own personal remarks later. The report itself
stands by itself.

The world has changed so rapidly over the past two decades that
we have exceeded a threshold, as we say in engineering, entering a
new state of economic and technological interdependence. This new
state results from the acceleration of two mutually reinforcing
trends. The first is a growing convergence in technical capabilities
of industrialized nations. After World War II, we were the clear
leader. Now Japan is a technological superpower, and the unified
Europe will certainly be a competitor for us. The second is the
global integration of formerly discrete national technical enter-
prises.

Since the mid-1970’s, we have seen the rapid growth of non-U.S.
foreign direct investment here in the United States, and the prolif-
eration of transnational corporate alliances. Furthermore, within
industries themselves, we see the globalization of production which
now includes the full spectrum of corporate technical activities.
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This means that a product designed in one country may be based
on R&D done in another country, manufactured in a third, and
marketed globally. A large company such as Honeywell, where 1
was vice president for science and technology until my retirement
last year, do this as a matter of course now.

Many industries have reorganized their technical activities on a
global basis. Indeed, the technology base of a growing number of
industries has become, in effect, transnational. This development,
which has resulted in a further blurring of the national identity of
corporations, cuts to the very heart of your hearings today on
“Who Is Us?”

The identification and documentation of these changes in the
global economy have by no means quelled the debate regarding the
significance of these trends or their implications for private or
public policy. I believe the recently released National Academy of
Engineering report contributes significantly to this debate. This
report has recommendations I endorse wholeheartedly.

It argues that the technical and economic vitality of the United
States depends increasingly on the ability of companies operating
within our borders to harness and exploit globally dispersed re-
sources and technical capabilities rapidly and effectively. While ac-
knowledging that the private sector carries primary responsibility
for meeting the globalization challenge, the NAE report argues
forcefully for a stronger government role.

The major conclusion of the NAE report is that if we want to
maintain the health of our technology base and generate wealth,
this nation’s “highest priority must be to make the United States a
more attractive and advantageous place for individuals and compa-
nies, regardless of national origin, to conduct the full complement
of technical activities critical to the Nation’s long-term prosperity
and security. To accomplish this, the United States must develop
the necessary human, financial, physical, regulatory, and institu-
tional infrastructures to compare more advantageously with other
nations in attracting the technical, managerial, and financial re-
sources of globally active private corporations and individuals.”

Moreover, the public and private policies and actions to achieve
these objectives should be consistent with the positive sum dynamic
of globalization. That is, we believe that really benefits all parties,
and that is not protectionist or beggar-thy-neighbor in orientation.

To this end, the report outlines a number of domestic and policy
directions. I will mention just a few.

First, asserting that the rapid growth of technical competence
beyond U.S. borders has made it increasingly difficult for U.S.-
based companies to derive sustained competitive advantages from
superior research capabilities alone, the NAE study committee
argues for greater emphasis on public policies to support technolo-
gy diffusion and commercialization, and policies to assist with the
development of commerecially significant generic technologies.

Second, recognizing the limitations of unilateral policy initiatives
and the mounting pressure on national governments to negotiate
internationally areas of public policy traditionally viewed as exclu-
sive matters of domestic concern, the report also argues and urges
the United States to assume a more aggressive role in pursuit of
international consensus regarding trade, foreign direct investment,
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antitrust regulation, and other policy areas that impact interna-
tional technology flows and the technological dimensions of inter-
national competitiveness more generally.

The report recommendation which bears most directly on the
topic for today’s hearing is that concerning the relative importance
of corporate nationality in the formulation of public policy. On this
issue, the report is quite clear:

Public policy initiatives to strengthen the national technology and industrial base
should be guided by the extent to which a corporation genuinely contributes to the
national economy. With rare exceptions, such policies should not discriminate
among corporations on the basis of nationality of ownership or incorporation, pro-
vided there is sufficient reciprocity in the large.

The attached summary and recommendations to the report
elaborate these and other recommendations of the academy study
committee, recommendations which I heartily support. I would like
to close now briefly with just one or two personal views.

My first point is, this is a very complex issue. It is not just a Jap-
anese problem. In fact, there is more direct foreign investment
from Europe now than from Japan. Further, it is very complex be-
cause, as the report points out, the situation is very different, for
example, among construction, aircraft engines, or electronics com-
panies.

My second point, which again builds on the argument of the
NAE report, is that the Nation’s well-being is dependent on strong
public policy actions. The future improvement in standard of living
for our people will not occur solely as a result of actions by the pri-
vate sector. We must recognize that we are in a global economic
competition in much the same way that we continue to have a
global military competition.

I know from personal experience how much effort has been re-
quired to formulate and implement military policies which have
contributed to the end of the cold war and the emergence of democ-
racies in Eastern Europe. We could not have accomplished that if
we had argued that government had no role or simply that people
of good will would prevail. We could not have accomplished it with-
out major government commitments in resources.

But what of our economic competition? There are some who are
afraid to even discuss policies because industrial policy is not a
valid government concern, or is not believed to be. I am not con-
cerned with what we call it, but I am concerned that unless we
invest in the formulation and implementation of technological and
economic policies to cope with this new global order, we will con-
tinue to lose ground. I am also convinced that even if we do invest,
the job will be difficult and take a long time. Do not expect a quick
answer.

I just want to congratulate the committee, in closing, on having
this opportunity, this forum, for this debate. I look forward to your
questions, and will offer perhaps some specific options later. But
for now, this will be the statement I wish to make.

Thank you.

[The prepared statement of Mr. Dinneen, together with an at-
tached report, follows:]
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PREPARED STATEMENT OF GERALD P. DINNEEN

Mr. Chairman and members of the Joint Economic Committee, I
am Gerald P. Dinneen of Edina, Minnesota. I am the Foreign
Secretary of the U.S. National Academy of Engineering. Prior to
jeining the Academy in 1988, I have worked in both the private
and the public sector, most recently as Vice President of
Technology at Honeywell Corporation, preceded by a term as
Assistant Secretary of Defense during the Carter Administration,
and seven years as Director of Lincoln Laboratory at MIT. I am
pleased to be able to appear before you to discuss, "National
Interests in an Age of Global Industry,” a title that virtually
mirrors that of a report soon to be published by the National
Academy of Engineering, Nation erests in an e of Globa
Iechnology (National Academy Press, 1990). The report, which
represents the work of a group of distinguished industry and
university leaders provides much of the gist of for my remarks
this morning. I have included the report's summary and
recommendations as an attachment to my written testimony.

The principal thesis of the Academy study is that "the rapid

globalization of technology during the past two decades," has
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nfundamentally altered the terms of the traditional
competitiveness debate,” thereby raising new challenges and
demanding new, creative responses from corporate executives,
university administrators and public policymakers as they seek to
advance econonmic interests of their individual constituencies and
those of the nation as a whole.

The world has changed so rapidly over the past two decades
that we have exceeded a threshold, as we say in engineering,
entering a new state of economic and technological
interdependence. This new state results from the "acceleration
of two mutually reinforcing trends. The first is a growing
convergence in technical capabilities of industrialized nations.
and the global integration of formerly discrete national
technical enterprises." Following World War II, we lived in a
technologically unipolar world in which U.S. technological
preeminence was unrivalled. ' Japan is now a technological
superpower; a unified Europe will be competitive with the United
States. Accompanying this global redistribution of technical
capabilities has been a second trend, the integration of formerly
discrete national technical enterprises through the activities of
multinational corporations.

Since the mid-1970s, these two trends -- increasing global
technological convergence and interdependence -- have given rise
to a new internationalization paradigm; one characterized by the
rapid growth of non-U.S. foreign direct investment and the

proliferation of transnational corporate alliances. Furthermore,
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within this new paradigm, the globalization of production now
encompasses the full spectrum of corporate technical activities,
all the way from research through design and development to
production and distribution.

In more concrete terms, the new globalization means that a
product designed in one country, may be based on R&D done in
another country, manufactured in a third, and marketed globally.
Large companies such as Honeywell, where I was Vice President of
Science and Technology until my retirement last year, do this as
a matter of course now. Many industries have reorganized their
technical activities on a global basis. Indeed, the technology
base of a growing number of industries has become in effect
transnational. This development, which has resulted in a further
blurring of the national identity of corporations, cuts to the
very heart of today's hearings on "Who Is Us?"

The identification and documentation of these changes in the
global economy have by no means quelled debate regarding the
significance of these trends or their implications for private
strategies and public policies. On the one hand there are those
who believe that the United States should still strive to be
technologically self-sufficient and rely on the technical
superiority of its indigenous companies to sustain an
advantageous position in the world economy. Others, while
accepting the logic and potential benefits of increased
international interdependence, argue that meeting the challenge

of international competitiveness is properly the responsibility
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of the private sector and that government does not need to play
any stronger role than it has in the past.

Joining the debate, the recently released National Academy
of Engineering report, whose recommendations I endorse
wholeheartedly, argues that the technical and economic vitality
of the United States depends increasingly on the ability of
companies operating wiﬁhin its borders to harness and exploit
globally dispersed resources and technical capabilities rapidly
and effectively. While acknowledging that the private sector
carries primary responsiblity for meeting the globalization
challenge, the NAE report argues forcefully for a stronger
government role, more specifically a reorientation of U.S. public
policies to reflect the new global realities of technical
convergence and interdependence.

The main conclusion of the NAE study is that if we want to
maintain the health of our technology base and generate wealth,
this nation's "highest priority must be to make the U.S. a more
attractive and advantageous place for individuals and companies,
regardless of national origin, to conduct the full complement of
technical activities critical to the nation's long-term
prosperity and security. To accomplish this, the United States
must develop the necessary human, financial, physical,
regulatory, and institutional infrastructures to compare more
advantageously with other nations in attracting the technical
managerial, and financial resources of globally active private

corporations and individuals." Moreover, public and private
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policies and actions to achieve these objectives should be
consistent with the positive-sum dynamic of globalization, that
is, not protectionist or beggar-thy-neighbor in orientation.

To this end, the study outlines a number of domestic and
international policy directions. I draw your attention to two
sets of recommendations in particular. First, asserting that the
rapid growth of technical competence beyond U.S. borders has made
it increasingly difficult for U.S.-based companies to derive
sustained competitive advantages from superior research
capabilities alone, the NAE study committee argues for greater
emphasis on public policies to support technology diffusion and
commercialization, and policies to assist with the development of
commercially significant generic technologies.

Second, recognizing the limitations of unilateral policy
initiatives and the mounting pressure on national governments to
negotiate internationally areas of public policy traditionally
viewed as exclusive matters of domestic concern, the report also
urges the United States to assume a more aggressive role in the
pursuit of international consensus regarding trade, foreign
direct investment, antitrust regulation, and other policy areas
that impact international technology flows and the technological
dimensions of international competitiveness more generally.

The report recommendation which bears most directly on the
topic for today's hearing is that concerning the relative
importance of corporate nationality in the formulation of public

policy. On this issue, the report is quite clear. "Public
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policy initiatives to strengthen the national technology and
industrial base should be guided by the extent to which a
corporation genuinely contributes to the national economy. With
rare exception, such policies should not discriminate among
corporations on the basis of nationality of ownership or
incorporation, provided there is sufficient reciprocity in the
large."

The attached summary and recommendations to the report
elaborate these and other recommendations of the Academy study
committee; recommendations which I heartily support. This
morning, however, I would like to add some of my personal views.

My first point is that this is a complex issue. It is not
just a Japanese problem; in fact, there is more direct foreign
investment from Europe than from Japan. Further, it is complex
because, as our report points out, the situation is very
different, for example among construction, aircraft engines, and
electronics.

My second point, which again builds on the argument of the
NAE report, is that our nation's well-being is dependent on
strong public policy actions. The future improvement in standard
of living for our people will not occur solely as a result of
actions by the private sector. Let me talk in broad terms before
suggesting some specific options.

We must recognize that we are in a global economic
competition in much the same way that we continue to have a

global military competition. I know from personal experience how
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much effort has been required to formulate and implement military
policies which have contributed to the end of the Cold War and
the emergence of democracies in Eastern Europe. We could not
have accomplished that if we had argued that government had no
role or simply that people of good will would prevail. We could
not have accomplished it without major government commitments in
resources--including institutions specifically designed for this
purpose and the development of experts in government, academe,
and laboratories.

But what of our economic competition? There are some who
are afraid to even discuss policies because "industrial policy"
is not a valid government concern. I am not concerned with what
we call it, but I am concerned that unless we invest in the
formulation and implementation of technological and economic
policies to cope with this new global order we will continue to
lose ground. I am also convinced that even if we do invest, the
job will be difficult and take a long time. Do not expect a
quick answer. This is in many ways a more complex issue than
military security policy and we've been at that for a long time.

Now let me turn to some options. I need to begin by
explaining that I am an engineer and therefore understand best
the technological dimension of the international competitiveness
issue. However, as I said in my second point, it is a complex
issue and not solely a technology issue. 1In order to improve the
nation's ability to prosper in a global economy, we need to

achieve a more favorable rate of growth of productivity and
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economic output. This in turn depends on expanding the nation's
stock of capital, labor, and technology, and improving the
efficiency with which these resources are organized and employed.
consequently, I would like to suggest some options for your
consideration. I should note that the general thrust of many of
the following suggestions are picked up either directly or
indirectly in the aforementioned NAE report. However, the
following specific recommendations are my own and do not
necessarily correspond with those of the NAE study committee.

First, I concur with those who stress the need for tending
to fundamentals, particularly the cost and availability of
capital and the capabilities of the nation's workforce. Although
there is some controversy, I believe that the cost of capital is
higher in the United States than it is, for example, in Japan,
and the cost of equity seems to be higher than the cost of debt.
Therefore, fiscal actions which encourage savings and long-ternm
investment would be desireable as, for example, some kind of
tailored capital gains tax, or less onerous tax treatment of the
returns on equity. )

As Bob Reich pointed out to you in his testimony earlier,
the labor force is less mobile than either capital or technology.
Consequently, improvements in our education system, particularly
K-12, and especially in math and science, is an urgent
requirement for our international competitiveness.

With respect to technology development, there are several

options which I personally think you should consider.
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I believe there are key generic technologies which can and
should be supported by the government in cooperations with
private industry without interfering with our competitive free
enterprise system.

I believe there are further changes in the antitrust
regulations which would encourage precompetitive research
consortia and cooperation without fostering counterproductive
anticompetitive behaviour.

I favor fiscal actions, such as R&D tax credits, which
create incentives for industry to invest in long~term R&D.

Nevertheless, as the Academy report suggests, stronger
technology development capabilities by themselves will not
address the more pressing vulnerabilities of the nation's
technical enterprise -- that is, the relative decline in the
ability of U.S. based corporations to harness, adapt, and exploit
existing technology, regardless of origin, for commercial
advantage.

Although these are first and foremost problems that must be
addressed by the private sector, there is an important role for
the public sector in support of private sector technology
adoption and diffusion. I believe that the government should
devote greater resources to the rather modest initiatives
currently sponsored through the National Science Foundation and
the National Institute of Standards and Technology, such as the
Engineering Research Centers, the Centers for Manufacturing

Technology and other efforts at some sort of industry technical
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extension service. The federal government might also examine
more carefully some of the more successful state and regional
initiatives that address these downstream technical activities
and help seed similar programs in other parts of the country.

1 admit, most of these programs are relatively young and as yet
unproven. However, I believe they are headed in the right
direction and worthy of greater attention than they currently
receive.

Although these are primarily domestic options, many benefits
will accrue to companies which operate in the U.S., regardless of
their nation of origin. I am convinced, however, that the net
result of these policy efforts will be positive for the United
states.

In the realm of international policies, I second the call by
the NAE study committee for the United States to assume a more
aggressive role in the effort to develop a constructive
international consensus in a range of policy areas that bear on a
nation's competitiveness and technological strength, particularly
with regard to the mutual obligations of multinational

corporations and their home and host governments.
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REPORT SUMMARY AND RECOMMENDATIONS

The rapid globalization of technology during the past two
decades has given new meaning to the concept of interdependence for
the United States. To compete effectively at home or abroad, many
U.S. companies, universities, and the nation’s technical work force
as a whole are becoming increasingly integrated into global networks
of research, development, production, and marketing through the
expansion of international trade, foreign direct investment, and
corporate alliances. These developments have challenged long-
standing assumptions regarding the autonomy and supremacy of the U.S.
technical enterprise and, in so doing, have fundamentally altered the
terms of the traditional competitiveness debate.

Since the mid-1970s, there has been an acceleration of two
mutually reinforcing trends--the convergence in technical
capabilities of industrialized nations and the global ntegration of
formerly discrete national technical enterprises. The
technologically unipolar world of the 1950s and 1960s, dominated by
the United States, has given way in the past decade and a half to a
world in which technical competence and resources are much more
dispersed among a number of industrialized and industrializing
countries. International comparisons of patenting, R&D spending and
personnel, high-tech trade and production, and foreign direct
investment since the mid-1970s all evidence this trend.

In concert with this profound change in the global distribution
of technical capabilities, the organization of the advanced technical
activities of corporations has become increasingly transnational.
From the end of World War II to the early 1970s, the
internationalization of production was driven primarily by U.S.
foreign direct investment. During this period, production in many
industries became increasingly multinational or global, but advanced
technical activities such as research and development remained
predominantly "national," that is, concentrated in the major
corporations’ home country. During the last decade and a half,
however, a new model of internationalizatio has emerged
characterized by the rapid growth of non-U.S. foreign direct
investment and a proliferation of transnational corporate alliances.
The globalization of production in the 1980s and beyond encompasses
the full spectrum of corporate technical activities .

Responding to the challenges and opportunities of increased
global competition, shorter product cycles, national "managed trade”
policies of varying scope, wider markets, and a growing number of
globally dispersed sources of new technology and technical
competence, transnational companies in many industries have
reorganized their technical activities on a global basis. U.S.-
based corporations have taken the lead in decentralizing and
dispersing their own advanced technical activities internationally,
developing and acquiring more of their technology abroad. During the
1980s, transnational corporate alliances, a majority of them
involving U.S. corporations, emerged as a major vehicle for gaining
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access to foreign markets and technology. Although U.S.-based
multinationals have been forerunners of a trend, they are not alone.
As their technical prowess and foreign direct investments have
expanded, a growing number of foreign corporations have also begun to
reorganize their advanced technical activities more internationally
and to assume a more active role in the creation of transnatiomal
technical alliances.

The convergence of national technical capabilities and the
globalization of advanced technical activities at the hands of
multinational corporations underline the growing economic and
technical interdependence of nations. The committee is convinced
that the globalization of R&D, production, investment, markets, and
technology is a positive trend for both the United States and the
rest of the world, although it is not without its problems. To be

sure, the economic, technical, and political imperatives of
globalization have created an international environment in which
technical capabilities that many deem essential to a nation’s
continued prosperity and security can be eroded swiftly by intense
competition from abroad. Nevertheless, the committee agrees that the
benefits and opportunities provided by the globalization trend
outweigh any adjustment costs that follow in its wake. Not only does
the globalization process accelerate transnational integration and
cross-fertilization in engineering, technology, and management, it
also promises to enhance the diversity and depth of world engineering
and scientific resources and thereby stimulate economic growth and
technology development. Most important, the globalization of
technical activities cannot be reversed or significantly impeded by
national governments without inflicting high costs on their citizens.

As the past decade has made clear, however, increased
international interdependence has not diminished the competitive
pursuit of economic and technical advantage by nations. Nor have the
benefits (real and potential) of globalization dissuaded governments
from pursuing policies that run counter to the larger trends.
Governments worldwide have long intervened in their domestic
economies to increase the productivity and international
competitiveness of firms operating, if not originating, within their
borders. However, as more countries have recognized the importance
of technical advance for economic growth and competitiveness,
governments have focused more on creating a domestic environment
conducive to developing, applying, and diffusing advanced technology
for commercial advantage. In this quest for economic advantage,
nations rely on a range of policy instruments. Some of these are
more interventionist, such as "managed trade,” domestic content
legislation, or "closed" national technology development initiatives;
others are more market-oriented, such as deregulation or investments
in education and economic infrastructure.

This new technology-oriented competition among nations is
greatly complicated by the blurring of corporate nationalities and
the lack of internationally accepted rules of behavior for companies
and their home and host governments. As private corporations, which
have long been viewed as the mainstays of a nation’s commercial
technical enterprise, have become more cosmopolitan in outlook and
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conduct, the relationship between corporate interests and national
interests has grown increasingly complex. It is a relationship that
requires more deliberate and careful examination. Indeed, the
definition of what constitutes a "domestic” or a "foreign"
corporation and the nature of "corporate citizenship” more generally
have become more and more vexing issues for public policymakers as
the technical activities and resource base of a growing number of
corporations become increasingly distributed internationally.

Similarly, the emerging global economic and technical
enterprise challenges long standing assumptions regarding the
relatively neat dichotomy of domestic and international policy areas
related to national competitiveness. To deal effectively with the
domestic and international political friction that accompanies the
globalization trend, national governments are being called upon to
negotiate internationally areas of public policy traditionally viewed
as exclusively matters of domestic concern.

The changing character of competition among corporations and
the competitive pursuit of economic advantage among nations in an age
of increasing international technical interdependence pose several
major challenges for the United States. More than any other advanced
industrialized country, the United States has long considered itself
technologically self-sufficient and has relied heavily on the
technical superiority of its indigenous companies to sustain an
advantageous position in the world economy. Although the United
States remains the world’s most technologically self-sufficient
country, its economic prosperity and technical dynamism have already
become highly dependent on foreign technology, capital, and markets
and are likely to become more so in the coming decades. Indeed, the
technical and economic vitality of the United States de nds
increasingly on the ability of companies operating within ts borders

to harmess and exploit globally dispersed resources and technical
capabilities rapidly and effectively.

In addition, the rapid growth of technical competence beyond

U.S. borders has made it increasingly difficult for U.S.-based
companies to derive sustained competitive advantages from superior
research capabilities alone. As foreign nations and companies have
acquired greater technical capabilities, new knowledge or basic
research increasingly has become a "global public good,” impossible
to bottle up within any one nation’s borders, and easily accessible
to any and all takers. To prosper in this environment, it is
becoming imperative that U.S.-based corporations compete effectively
at every step along the way in the conversion of scientific
discoveries into commercial services or products. Although the
United States is renowned for the strength and breadth of its
research enterprise, a growing number of U.S.-based companies appear
to be at a disadvantage in relation to their Japanese and other
foreign competitors in the downstream technical activities critical
to leveraging technology for commercial advantage- - technology
development, acquisition, adaptation, and diffusion.

Drawing on a series of industry case studies, the proceedings
of committee meetings and a major symposium,® and the views of many
knowledgeable representatives from government, industry, and academe
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in North America, Western Europe, and Asia, this study argues for
more explicit recognition of the emerging global technical enterprise
and its profound implications for private strategies and public
policies. In the judgment of the committee, the national and
international policy debate must be recast to square with the
realities of global technical convergence and interdependence.

CAPTURING THE BENEFITS OF GLOBAL TECHNICAL ADVANCE

The highest priority for strengthening the technical
foundations and thereby the long-term wealth-generating capacity of
the U.S. economy must be to make the United States a more attractive
and advantageous place for individuals, companies, and other
institutional entities, regardless of national origin, to conduct_the
full complement of technical activities critical to the nation'’s
long-term prosperity and security. To accomplish this, the United
States must develop the necessary human, financial, physical,
regulatory, and institutional infrastructures to compare more
advantageously with other nations in attracting the technical,
managerial, and financial resources of globally active private
corporations or individuals. This is the single most important
conclusion of the study.

Clearly, all sectors of U.S. society--industry, government, and
both basic and higher education--have important roles to play in this
effort. The committee has focused primarily on public policy
implications, but it does mot believe that public policies are the
only or even the most important determipants of national or corporate
technical strength and competitiveness.® Rather, the study’s public
policy focus has been shaped by the fact that the public sector is
groping to formulate and implement a national agenda that can address
the imperatives of a highly integrated global economic and technical
order. .

The government must take action on many fronts to strengthen

the foundations of the U.S. technical enterprise--the nation's work
force, its social capital (i.e., educational system and public
infrastructure), as well as its fiscal and regulatory environment.
Above all, state and federal policymakers must work together with
corporate and academic leaders to develop a broad national consensus
regarding the need to improve technology development, adoption,
adaptation and diffusion throughout the U.S. industrial economy.
This consensus, in concert with other national policies, can provide
the necessa impetus, coherence, and operational guidelines for the
many diverse private and public policy actions required to meet the
challenges of globalization.

DOMESTIC POLICY DIRECTIONS

Among the greatest comparative strengths of the nation's
technical enterprise are its research capabilities, its system of
advanced technical education, its large pool of elite technical
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talent, and its extensive, sophisticated information technology
infrastructure. These comparative advantages find expression in
continuing U.S. commercial leadership in highly science-intensive
industries or industries in the infancy of their technology life
cycle. Moreover, the nation’s extensive research enterprise provides
the human and intellectual resources for much of U.S. high-technology
industry, attracts foreign talent and investment to the country, and
benefits U.S. citizens in many other ways. In the opinion of the
committee, it is imperative that the United States continue to build
on these comparative strengths.

The recent intensity of global competition and the pace of
technical advance have underlined the growing importance of synergies
between basic research and downstream technical activities such as
product and process design, development, and production in many
industries. Nevertheless, the past two decades have also
demonstrated that as new knowledge flows more freely across national
borders, the ability of a nation or a firm to exploit research
results for commercial advantage depends increasingly on mastery of
those downstream technical activities.

This trend is particularly troublesome for the United States,
which continues to harbor the world’s most extensive and productive
basic research enterprise even as the ability of many U.S.-based
industries to adopt and adapt technology for commercial gain appears
to have declined relative to other nations. The inability of many
U.S.-based industries to derive what many consider a fair share of
commercial benefits from an increasingly global technology base
underlines the need for U.S. educators, industrialists, and
policymakers to direct greater attention and resources toward
"relearning” these vital activities--competencies closely associated
with the production of goods and services in which the United States
excelled from the late 1800s well into the mid-1900s.

The committee views the following domestic policy directions as
essential elements of a more comprehensive technology strategy for
the United States.

o Policymakers should expand support for initiatives at the
federal, regional, and state levels to enhance the adoption,
adaptation, and diffusion of technology and related know-how.
Current federal science and technology policies are targeted
primarily on basic research and "mission-oriented" technology
development related to national defense, public health, and space
exploration. While reinforcing the current U.S. comparative
advantage in certain highly science-intensive or "emerging
technology” industries, this policy orientation essentially neglects
national vulnerabilities in technology adoption, adaptation, and
diffusion, which are equally critical to national economic growth and
industrial competitiveness.

Recent U.S. experience has demonstrated that low-cost,
pragmatic iunitiatives at the state, regional or federal level can
effectively support private-sector progress in these areas. The
National Science Foundation'’s Engineering Research Centers, the
National Institute of Standards and Technology’s Centers for



92

Manufacturing Technology, Ohio's Thomas Edison Program,
Pennsylvania’s Ben Franklin Partnership Program, the Southern
Technology Council, and the Industrial Technology Institute are
promising means for providing public support for a diverse set of
initiatives and selectively broadening the application of those that
prove most successful (see National Academy of Engineering, 1990;
National Governors’ Association, 1988; National Research Council,
1990b; Pennsylvania Department of Commerce, 1988)°.

o U.S. public policy should acknowledge the need for a
stronger public role in support of generic technologies and establish
credible mechanisms for translating this commitment in principle into
specific actions. There is a need for the United States to develop
more focused national or regional infrastructures for supporting the
development and diffusion of commercially significant generic
technologies. Such technologies involve concepts of design,
fabrication, and quality control applicable to a class of products,
for which (a) the anticipated returns from development and
commercialization cannot justify the expense and risk of investment
by single firms or joint ventures; and (b) the returns to the economy
and society as a whole warrant investment by the federal government.
In addition, there may be areas in which national military strategic
considerations that make loss of U.S. technology position or of
market share unacceptable.

Promotion of commercially significant generic technologies need
not require major investments in research and development programs.
Indeed, obstacles to the diffusion of such technologies may be more
important than any obstacle to their development. To be sure,
significant public and private investment may be required in certain
cases, as in the development of a new generation of semiconductors,
when the cost of technological advance is so high, the time scale of
technology development is very long, and the ability of any one firm
to benefit from such large investments is so low or unpredictable
that no firm is willing to take the risk. For other generic
technologies, however, development costs may not be high--or the
technology may already be available--yet there may be serious
economic, regulatory, or societal obstacles to the adoption,
adaptation, and diffusion of the technology either within or across
industries. For example, "total quality control” methods, computer-
aided design, advanced construction techniques, and just-in-time
production systems are all generic technologies that might fall into
this category.

There is, at present, considerable debate regarding the proper
government role in support of generic technologies. In the opinion
of the committee, the primary roles of government should be as
convener and catalyst of such activities undertaken in the private
sector and may also involve harnessing the technical resources of the
nation's federal laboratories more directly in support of high-cest,
high-risk, nonappropriable generic technology development. In some
cases this may involve federal matching of a significant amount of
private funding. However, in most instances the government should be
prepared to serve as the "pathfinder," providing more indirect fiscal
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or regulatory support to private-sector participants.

Ultimately any effort to provide government support for the
development and diffusion of generic technology in the United States
will depend on the credibility of the public and private
institutional mechanisms designated to assess and identify those
technologies most in need of attention and to chart an appropriate
policy response. The committee notes that there have been several
attempts by federal agencies to identify "critical" technologies in
recent months, most notably by the departments of Commerce (1990) and
Defense (1990). The mixed reception of these efforts in the U.S.
policy community, however, underlines the need for institutions that
assume this charge to be perceived as technically expert, responsive
to the interests of all U.S. citizens--consumers, producers, and
suppliers--and predisposed to operate in a manner consistent with
emerging global economic and technological realities.

o Public policy initiatives to strengthen the national

technology and industrial base_ should be guided by the extent to
which a corporation genuinely contributes to the national economy .
With rare exception, such policies should not discriminate among
corporations on the basis of nationality of ownership ox
incorporation, provided there is sufficient reciprocity in the large.

Public sector assistance to, or collaboration with, private
corporations (domestic or foreign) in pursuit of national objectives
should be governed by common standards for the corporate role in the
U.S. economy. It is entirely appropriate that policymakers charged
with advancing the interests of all U.S. citizens should develop
criteria consistent with that charge regarding corporate
participation in any venture involving public funds or legal
exemptions. In a global economy with globally active corporations,
however, corporate nationality is a poor measure of a firm's real or
potential contribution to U.S. national interests. There may be
circumstances in which the U.S. government should discriminate
against foreign-owned firms temporarily to achieve reciprocal
equitable "national treatment" of U.S. companies doing business
overseas or to safeguard national security. However,
nondiscrimination with regard to corporate nationality should remain
a key principle of U.S. public policy.

o State and federal governments should redouble their efforts
to modernize and strengthen the nation’s work force and public
infrastructure and to encourage continuous modernization of plant and

equipment in private industry. The continuing globalization of

technology and the resulting intensification of competition among
firms and nations impart an increasing sense of urgency to this
familiar recommendation (see Council on Competitiveness, 1988;
National Academy of Engineering, 1988a, 1988b; President’s Commission
on Industrial Competitiveness, 1985). New technology by itself will
not generate the wealth or productivity increases necessary to
increase the standard of living of U.S. citizens and strengthen U.S.
national competitiveness. These objectives demand that the United
States devote greater attention to the social and human capital that

42-907 0 - 91 - 4
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supports the technological capabilities and commercial vitality of
corporations based or operating in the United States. Public sector
investment in the nation’'s educational system and physical
infrastructure is vital. Government should create a fiscal and
regulatory environment that will encourage private industry to invest
in plant, equipment, and organizational learning that will enable it
to develop, adopt, and adapt technology more effectively for
commercial gain.

o Gove ent should devot eater attention to the
technological dimensions of international trade, investment,
competition, and other critical issues pot traditionally associated
with science and technology concerns. To this end, government should
seek to cultivate greater technical expertise in agencies responsible
for domestic and international economic policy, and to rove
interagency communication and coordination regarding science and
technology issues. The development and commercialization of
technology are mot a discrete policy issue but an integral part of
many broader areas of domestic and foreign policy. Until recently,
there has been insufficient appreciation of implications for science
and technology policy initiatives across agencies. There has been
even less communication and cooperation among those responsible for
formulating and implementing domestic and foreign policies that bear
on the health of the nation’s commercial technmology base. This
situation argues for expanding recruitment of technically competent
personnel by agencies that formulate and implement domestic and
international economic policy and also points up the need for greater
organizational focus at the national level on the policies affecting
commercial development and application of technology.

The committee notes with guarded optimism the positive steps by
the current administration to provide more organizational focus
through the President’s Science and Technology Adviser, recently
elevated to the position of Assistant to the President, the
President’s Council of Advisers on Science and Technology, the Office
of Science and Technology Policy, the newly created Office of
Technology Policy in the Department of Commerce, and Commerce's
National Institute of Standards and Technology. These bodies clearly
have the potential for improving intragovernmental communication and
coordination across a range of domestic and international policy
areas related to technology and economics. Ultimately, it is of
secondary importance whether the necessary organizational focus is
located in a single independent agency (existing or to be created) or
finds expression in more institutionalized interaction among the many
agencies and committees that currently influence the nation's
technology base. What is critical is that those seeking to develop
greater organizational focus acknowledge the growing synergies
between what have traditionally been viewed as discrete policy areas.

INTERNATIONAL POLICY DIRECTIONS

The increasingly global character of corporate technical



95

activities has made it essential that policies aimed at developing
and better managing the nation’s technical endowments be outward
looking--consistent with an international policy framework that
fosters and structures technological competition, cooperation, and
exchange among nations and firms. Ultimately, the nation’s ability
to capture a fair share of the benefits of the global technical
enterprise will depend primarily on the extent to which private
corporations operating within its borders seize the opportunities
presented by the emerging global technology base. Their success or
failure, however, will be conditioned by the extent to which U.S.
policymakers recognize the interdependence of domestic and
international policies that influence technology development,
diffusion, and commercialization.

In foreign relations, there are a number of things the United
States can do to complement domestic efforts, promote more reciprocal
technical exchange, and attenuate tendencies toward technology-based
protectionism. There is an obvious need for continued efforts to
liberalize world trade as well as greater public and private
involvement in the international standards-setting process, and in
the quest for a more effective international intellectual property
rights regime. Yet, these high-profile concerns are distracting
policymakers from equally important issues raised by the rapid growth
of foreign direct investment and transnational corporate alliances
and technical networks over the past decade. From the perspective of
the U.S. technical enterprise, the most important challenges to U.S.
foreign economic policy relate to national disparities in the
treatment of foreign direct investment and competition policy.

o The United States should seek to forge multilateral
consensus regarding the mutual obligations of multinational
corporations and their home and host governments. In an effort to

improve the nation’s trade balance, and to respond more forcefully to
a lack of reciprocity overseas, some recent U.S. legislation raises
issues related to the free flow of foreign direct investment and the
treatment of subsidiaries of foreign-owned corporations. The
rapidly increasing foreign penetration of the U.S. economy in the
past two decades has generated a great deal of concern among many
segments of the American electorate. Furthermore, the discriminatory
treatment of U.S.-owned corporations appears to be a fact of life in
Japan and to be increasing in Western Europe as the countries of the
European Community search for ways to come to terms with intensifying
global competition and the consequences of EC 1992, Nevertheless,
discriminatory policies are not consistent with global economic and
technological realities and may be counterproductive in the long run.
In the committee’s judgment, such policies would be detrimental to
U.S. national interests. Given the extent of U.S. global
technological interdependence, and the many contributions of the U.S.
subsidiaries of foreign firms to the U.S. economy and technical
enterprise, it is particularly important that the U.S. market remain
open to foreign direct investment and that, as far as possible, such
open-market policies be reciprocal.

The committee recognizes that there are many troubling issues
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raised by the recent growth in foreign control over U.S. industrial
assets and the extent to which foreign multinationals draw upon the
U.S. research enterprise. It does suggest, however, that it is time
for a more multilateral approach to foreign direct investment--an
approach that acknowledges the pervasive character and positive
contributions of foreign direct investment in an effort to arrive at
mutually beneficial "rules of the game" for both transnational
corporations and their home and host countries. Good corporate
citizenship is becoming ever harder to define as the operations of
U.S. and foreign-owned firms become increasingly transnational. An
aggressive U.S. effort to forge multilateral consensus regarding the
mutual obligations of multinational corporations and their host
governments would do much to reduce tendencies toward technology-
oriented protectionism worldwide as well as expand international
technology exchange.

o U.S. policymakers should strive for greater uniformity in

antitrust at the international level. There is mounting
pressure on policymakers throughout the industrialized world to
reinterpret national antitrust law or competition policy to fit the
realities of global competition and avoid disadvantaging their
indigenous firms in the global marketplace. Nevertheless, in the
context of the current surge of foreign direct investment and the
proliferation of transnational corporate alliances and mergers, often
in already highly concentrated industries, unilateral approaches to
antitrust regulation pose two major hazards.

On the one hand, relaxation of antitrust requirements by the
world’s leading economies may increase opportunities for monopoly
abuse in certain industries and actually impede technological
advance. Although there is little evidence of anticompetitive
behavior in manufacturing and service industries at the international
level, alliances among former competitors in certain industries and
the rising barriers to market entry as a result of the spiraling cost
of technical advance create an environment in which anticompetitive
behavior is increasingly credible. Despite the possible benefits of
interfirm collaboration, it is essential to uphold competition as a
major driver for technological advance and structural adjustment.

On the other hand, there is some evidence that national
competition or antitrust laws may impede cross-border mergers and
acquisitions that do pot undermine competition. Such policy-induced
obstacles to international competition may also impede technological
advance and economic growth.

Both the danger of anticompetitive abuse by global companies
and the costs of "protectionist” antitrust regulation emphasize a
growing need for greater international cooperation in antitrust
policy. Multilateral discussion of this issue within the General
Agreement on Tariffs and Trade and the Organization for Economic
Cooperation and Development warrants greater attention and resolve
from all industrialized nations, including the United States.

NOTES
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1. "National Interests in an Age of Global Technology,® sponsored
by the National Academy of Engineering 4-5 December 1989 in
Irvine, California.

2. For more extensive discussion of the implications of
globalization for corporate strategy, see the recent report on
the internationalization of U.S. manufacturing issued by the
National Research Council (1990a).

3. The Southern Technology Council is based in Research Triangle
Park, North Carolina; the Industrial Technology Institute is
based in Ann Arbor, Michigan.

4. Consider, for example, the Exxon-Florio amendment to the
Omnibus Trade and Competitiveness Act of 1988, or the spate of
bills currently pending in Congress including the American
Technology Preeminence Act (H.R. 4329), Technology Corporation
Act of 1990, and others that seek to spell out in legislation
specific "special™ requirements for foreign-owned or foreign-
controlled firms’ participation in publicly funded research and
development initiatives.
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Representative HAMILTON. Mr. Dinneen, thank you very much.
We have the bells ringing for a vote, so we will have a recess here
for just a few minutes, come back, and we will begin with you, Mr.
Peterson.

[A short recess was taken.)

Representative HAMILTON. Mr. Peterson, we will begin with you.

STATEMENT OF DEAN A. PETERSON, CONSULTANT, EMERGENCY
’ COMMITTEE FOR AMERICAN TRADE

Mr. PETERSON. Thank you, Mr. Chairman, members of the com-
mittee. Thank you for the opportunity to testify on the issue of the
impact of foreign direct investment on U.S. competitiveness.

My name is Dean Peterson. I am an independent business con-
sultant. Prior to the arrival of the “Barbarians at the Gate,” and
the subsequent LBO, restructuring, and downsizing of RJR Nabis-
co, I was that company’s chief economnist and director of industri-
al studies.

My testimony today is based, in large part, on a major research
study I have been conducting on behalf of the Emergency Commit-
tee for American Trade. The ECAT study, which is expected to be
released later this year, will document the strongly positive link-
ages between U.S. direct investment abroad, U.S. economic per-
formance at home, and U.S. international competitiveness. The
views expressed here today, however, are exclusively my own.

When examining the issue of declining U.S. international com-
petitiveness, the debate revolves around the question of whether or
not the cause of the decline is macroeconomics or management.
While I will concede that a generation of unprecedental global eco-
nomic hegemony undoubtedly contributed to a measure of compla-
cency by certain U.S. firms and industries, the primary responsibil-
ity for U.S. trade deficits in the 1980’s must be laid squarely at the
door of U.S. macroeconomic policies, including:

4 %\;Iost importantly, the extraordinary appreciation of the U.S.
ollar;

The shortfall of U.S. savings relative to investment;

The more rapid growth of the U.S. economy, particularly in the
early 1980’s, than those of our principal competitors and trading
partners; and

Declining real incomes in major developing countries, particular-
ly Latin America and the Middle East; and as a consequence of
those declining real incomes, a shift in the composition of spending
away from capital investment, where the United States had, and
still has, its strongest competitive and comparative advantage.

The impact of inward and outward direct investment on U.S.
competitiveness can only be understood in the context of these un-
derlying determinants of global competitive behavior.

I would like to particularly stress the role of exchange rates.
From 1980 to 1985, the trade-weighted value of the U.S. dollar ap-
preciated by 42 percent against its 12 key competitors, by 84 per-
cent against its European competitors, and by 6 percent against the
Japanese yen, actually 21 percent if you adjust it for inflation dif-
ferentials between the two countries.
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After the adjustment for differential inflation rates, the real
trade-weighted appreciation of the dollar from 1980 to 1985 was 56
percent against our major industrialized competitors. I must stress
that no amount of productivity improvement or American manage-
rial prowess could compensate for cost disadvantages of this order
of magnitude.

As a consequence, the U.S. merchandise trade balance for manu-
factures declined from a $19 billion surplus in 1980 to a $142 bil-
lion deficit in 1987. From 1981 to 1987, the manufactures trade bal-
ance deteriorated against every major country. The largest excep-
tions were Ireland and the Netherlands. It declined for every single
U.S. industry group at the two-digit level except for tobacco and pe-
troleum, both special circumstances.

With the weakening of the dollar in the subsequent period, virtu-
ally all of these indicators turned around.

But the key point that I wish to emphasize today is that U.Ss.
multinationals are, and are likely to remain, the bulwark of U.S.
international competitiveness. And I might add that their overseas
operations are a critical component of that international competi-
tiveness.

It is important to put the phenomenon of globalism in a realistic
perspective. We do not yet live in a borderless world, and the poli-
cies and powers of government matter enormously. As Michael
Porter has observed, competitive leadership is created, not inherit-
ed, and government policies are more, not less, important in an in-
creasingly interdependent world.

Second, the magnitude of the trend toward globalization appears
to have been grossly exaggerated by many analysts, and more im-
portant, the implications for the U.S. economy have, in my judg-
ment, been seriously misinterpreted.

I would particularly like to take issue with Professor Reich’s
characterization of the new global American corporation. In his
testimony before this committee, he said:

But the new global American corporaton marks a major step in its evolution. A
much larger proportion of its work force is foreign; and increasingly it does its most
sophisticated work—including research, development, engineering, and complex fab-
rication—outside the United States.

He proceeded to assert that foreign affiliates’ sales, employment,
capital spending, R&D, and exports to the United States are all
surging, implicitly, to the detriment of U.S. workers and the U.S.
economy. He further reports that “approximatley one-quarter of
America’s trade deficit is attributable to American firms which
make or buy things abroad and ship them back here.”

Finally, he contrasts this dismal performance with that of the
inward direct investors in the United States, who create new jobs,
new investment, expanding R&D, and who “vigorously export from
the United States.”

While the anecdotal evidence of rising offshore production and
increased foreign sourcing by USMNC’s adduced by Professor
Reich is fascinating and illustrates the rich diversity of industry
structures and competitive strategies, it does not provide a reliable
guide to public policy. In an economy as large as that of the United

tates, a resourceful researcher can find examples to prove almost
anything. Public policy should be based upon an informed interpre-
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tation of aggregate trends. When such trends are examined closely,
one obtains a very different picture, both of the trend of outward
foreign direct investment, and of its economic consequences.

The most rapid real and relative growth of U.S. outward foreign
direct investment was in the 1960’s and early 1970’s, when the
United States was an unrivaled economic and technological power,
aild when it was running massive trade and current accounts sur-
pluses.

Let us look at the more recent trend of U.S. multinational activi-
ties, as recorded in official government statistics. From 1977 to
1988, sales by U.S. multinational parents rose more rapidly than
those of their foreign affiliates. From 1977 to 1988, the assets of
U.S. multinational parents increased more rapidly than those of
their foreign affiliates.

From 1977 to 1988, employment by foreign affiliates of U.S. mul-
tinationals actually declined, both absolutely and relative to U.S.
parents. From 1977 to 1989, new capital expenditures by foreign af-
filiates declined relative to those in U.S. manufacturing. The share
of company funded R&D performed outside the United Stastes fell
from 9.4 percent in 1980 to 6.0 percent in 1985, before rising to 8.6
percent in 1988.

Many of these shifts basically reflect exchange rate adjustments
during the period. The ratio of foreign affiliate R&D to USMNC’s
worldwide—9 percent—was far lower than the comparable ratios
for their sales or their assets. Royalties and license fees earned
abroad by USMNC’s substantially exceed their foreign R&D ex-
penditures.

Sales by foreign affiliates, with a very few well publicized and
generally well understood exceptions like United States-Canadian
auto trade and United States attempts to remain competitive in
f{he consumer electronics market, are overwhelmingly to local mar-

ets.

Finally, U.S. multinational parents had a substantial trade sur-
plus with their foreign affiliates, and that surplus has been grow-
ing in recent years.

A final note on the psychology of globalism. It may come as a
surprise to the interpreters and the avid trend watchers of global-
ism that the proportion of the thousand largest U.S. firms with a
foreigner on its board of directors has actually declined from 17
percent in 1982 to 12 percent in 1989.

In short, the factual record demonstrates conclusively that U.S.
multinationals have not abandoned either the American economy
or the American worker. On the contrary, their global presence is
ﬁ prerequisite for effective competition in increasingly global mar-

ets.

I am currently in the final stages of completing an ECAT study
that will document the magnitude of USMNC exports and trade
surpluses on an industry-by-industry basis and will explore the
impact of affiliate activities on the parent and on U.S. economic
performance; it will document the overwhelmingly positive impact
of multinationals’ trade, capital and income flows on the U.S. bal-
ance of payments; and will explore the impact of such investment
on the U.S. work force. .
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Finally, a few comments about inward direct investment. Inward
direct investment, like all investment, should be presumed to have
a positive impact on the U.S. economy, unless the circumstances
convincingly demonstrate otherwise. But we are likely to be ex-
tremely disappointed if we are looking to inward direct investors to
solve or to materially contribute to solving any presumed problems
of international competitiveness for the U.S. economy.

In particular, I would note that the rise in foreign direct invest-
ment in the United States has been accompanied by a concomitant
rise in the merchandise trade deficit associated with such invest-
ment, from $23 billion in 1983 to a $90 billion deficit in 1988. The
much ballyhooed infusion of R&D by foreign direct investors in the
United States also appears to be somewhat less than meets the eye.
Roughly one-half of it is by chemical companies, and roughly one-
half of that is by a company that we all know and most of us con-
sider to be American—E.I. du Pont. The other half consists of Eu-
ropean chemical firms, for the most part drug firms, which have
had a long established presence in the U.S. market, and which
many of us think of as being as much American as European, for
example, Bayer aspirin.

Finally, in these circumstances, what can a government do to
capture the benefits of globalism? First, I would suggest that it
should pursue fiscal and monetary policies that encourage in-
creased savings and investment and that are likely to result in a
realistic exchange rate. Second, it should encourage direct invest-
ment worldwide by vigorously pursuing expanded access to foreign
markets for both trade and investment.

So does the nationality of corporate investment, corporate owner-
ship and control matter? Yes, it matters a great deal. If the Ameri-
can Government is not committed to advancing the global interests
of American corporations, their employees and their sharehold-
ers—which are still overwhelmingly American—who will be?

While the interests of U.S. multinationals are not now and have
never been synonymous with those of the Government, they are
certzin;ly likely to be more so than those of foreign-based interna-
tionals.

Thank you very much. I appreciate this opportunity to share my
views with the committee.

[The prepared statement of Mr. Peterson, together with an at-
tached appendix, follows:]
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PREPARED STATEMENT OF DEAN A. PETERSON

Mr. Chairman, members of the committee, I thank you for the
opportunity to testify on the issue of the impact of foreign direct
investment upon the U.S. economy and upon our international
competitiveness. My name is Dean Peterson and I am currently an
independent business consultant. Prior to the arrival of the
"Barbarians at the Gate" and the subsequent LBO, restructuring, and
downsizing of RJR Nabisco, Inc., I was that firm's Chief Economist
and Director of Industrial Studies.

My testimony is based, in large part, on a major research
study I have been conducting on behalf of the Emergency Committee
for American Trade (ECAT). The ECAT study, which is expected to be
released later this year, will document the strongly positive
linkages between U.S. direct investment abroad (USDIA), U.S.
economic performance and U.S. international competitiveness. The
views expressed here today, however, are exclusively my own.

In an effort to assure that both Professor Reich's and- the
Committee's questions are all answered within the allotted time, I
will start with my conclusions:

- If competitiveness is defined in the broadest terms--
meaning basically the level and trend of productivity and
our standard of living (hereinafter referred to as basic
competitiveness)--the United States actually improved its
performance against most major competitors during the
1980's. 1If it is defined in narrow terms, as manifested
in our merchandise trade balance (hereinafter referred to
as trade competitiveness), it deteriorated dramﬁtically,

but is now rapidly improving.
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The deterioration of the U.S. trade competitiveness
through 1986-87 was primarily attributable to U.s.
macroeconomic policies--in particular the massive
overvaluation of the U.S. dollar through 1985--and
therefore its solution must be found primarily in those
policies. (See Chart 1)

Inward direct investment has clearly enhanced U.S. 'basic
competitiveness' but, at least in the short-tefm, its
impact on ‘trade' competitiveness appears to have been
negative. If policymakers are looking to inward direct
investment to solve our nations trade competitiveness
problems they are likely to be sorely disappointed.

The benefits of inward direct investment are substantial
and obvious -- it typically brings money, technology,
jobs, competitive dynamism, and occasionally its own
customers and suppliers. From the standpoint both of
improving economic efficiency and long-term commitment to
host-country goals it seems clearly superior to cross-
border portfolio investment. Profit and capital
repatriation occurs only after the profits are earned -
if then. The risks, apart from the special case of
national security concerns, are the same as those with
domestic investments -- that they may prove anti-
competitive in the broadest sense of that term. The

growth of global competition in high-tech industries
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would appear to require that competitive impact should be
evaluated in both a natiocnal and a global context.
Outward foreign direct investment by American global
corporations has clearly enhanced both ‘'basic' and
‘trade* competitiveness as reflected in  their
technological leadership, strong export performance,
growing trade surpluses and positive inward financial
flows.

Outward direct investment by USMNCs, like inward direct
investment, is driven by the need for market access. At
the time most such investments were initiated, the United
States was running large merchandise trade surpluses and
enjoyed a steadily growing surplus on investment income.
Foreign affiliates established during this period
provided the market familiarity, distribution
organizations, sales and service capabilities,
complementary products, and captive outlets that enabled
USMNC's to expand their U.S. exports during the dark
competitive days of the early 1980's and set the stage
for the dramatic U.S. export expansion of more recent
years.

High-technology industries, which consist pPreponderantly
of USMNC's, have fared better than other U.S. industries
in terms of trade competitiveness both during trade
debacle of the early 1980's and during the subsequent

recovery--in substantial measure because -of the
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competitive advantages conferred by their global
presence.
What can government do to capture the benefits of globalization?

- First it must pursue fiscal and monetary policies that
encourage increased savings and investment, and that are
likely to result in a realistic exchange rate.

- Second, it should encourage increased direct investment
worldwide by vigorously pursuing expanded access to
foreign markets for both trade and investment.

So does the nationality of corporate ownership and control
matter? It matters a great deal. We are not yet in a borderless
world as recent developments in both the Middle East and Eastern
Europe have demonstrated so forcefully. It may matter a great deal
whether a breakthrough in computer technology abroad came fronm the
labs of IBM or those of Fujitsu. It matters in determining where,
how and under what conditions acquired technology will be
developed. It matters in determining where critical value-added
functions will be performed and consequently where the profits will
be earned and where they will ultimately be taxed. It matters in
small ways such as on its impact on the long-term career
opportunities for American employees. Finally, if the American
government is not committed to advancing the global interests of
American corporations, their employees and their shareholders, who
will be? While the interests of U.S. multinational corporations
are not now, and have never been, synonymous with those of the

government, they are likely to be more so than those of foreign-
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based MNC's. Sound policies should not discourage inward
investment but should recognize the critical distinctions between
inward and outward investment, and the extent to which uU.s.
national economic and competitive interests continue to be
inextricably linked with the viability and prosperity of U.S.-based

global corporations.



Chart 1. U.S. manufacturing unit labor costs relative to 12 competitors, 1973-89
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APPENDIX

c - .
While I will concede that a generation of unprecedented global
economic hegemony undoubtedly contributed to a measure of
complacency among some leading U.S. firms and industries, the
primary responsibility for the U.S. trade deficits of the 1980's
must be laid squarely at the door of U.S. macroeconomic policies
including:

- the shortfall in U.S. savings and the consequent excess

of investment over savings,
- the more rapid growth in the U.S. economy than those of
most of our principal competitors and trading partners,
- the extraordinary appreciation in the value of the U.S.

dollar,

- declining real incomes in major export market§~_\\‘\‘\
(particularly in Latin America), and R

- the shift in the composition of spending away from
capital investment (where U.S. has its strongest
comparative and competitive advantages) toward consumer
spending

The impact of inward - and outward - foreign direct investment on
u.s. competitivenéss can only be understood in the context of these
underlying determinants of the global competitive environment for
U. S. business in the 1980°'s. A brief chronology of global
economic trends and their competitive consequences illustrates the

importance of those macroeconomic factors -- in particular the
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overvalued dollar -- in the deterioration in U. S. trade

performance during the 1980's:

From 1980 to 1985 the trade-weighted U.S. dollar
appreciated by 42% against ité 12-key competitors* (per
BLS-index - see chart), by 84% against our European
competitors, and by 6% against the Japanese yen. After
adjustment for differential inflation rates, the real
trade-weighted appreciation of the dollar was 56% against
the other major industrialized countries. (per FRB 10-
country index) No amount of productivity improvement or
American managerial prowess could compensate for total
cost adjustments of this magnitude. The U.S.
merchandise trade balance for manufactures declined
annually from a $19 billion surplus in 1980 to a $109
billion deficit in 1985. (The deficit subsequently rose
to $142 billion in 1987).

From 1981 to 1987 the manufactures trade balance
deteriorated against every major country (Ireland and the
Netherlands were the only significant exceptions) and for
every 2-digit SIC industry except tobacco and petroleum
refining--where lower import prices played a decision
role.

From 1985 to 1989 the trade-weighted dollar fell by 30%
in both real and nominal terms. As of early 1990 the
Federal Reserve Board's 10-country and 2é-country nominal

indexes were approximately at 1980 levels. After
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adjusting for inflation differentials, the U.s. dollar in
early 1990 was still valued 10% above its 1980 rate

against major competitors.

Europe (except Belgium), Japan, Canada, Korea, and Tajiwan..
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From 1986 to 1990 (based on OECD June 1990 projections)
U.S. real domestic has been well below that of every
major competitor, U.S. real import volume growth has been
below that of every OECD country, and U.S. real export
volume growth of 15% annually has been 2 1/2 times that
of the rest of the OECD. 1In 1990 the U.S. has returned
to a merchandise trade surplus with Europe for the first
time since 1982.

Export~to-shipment (E-S) ratios for all U.S manufacturers
have risen annually from §.2 percent in 1986 to a record
11.1% in 1989. (Table 1) Moreover, since 1986 E-S ratios
have risen for every single 2-digit SIC industry group.
The real U.S. merchandise trade deficit turned around in
1987 and has fallen by $69 billion from 1987 to Jan-June
1990 (annualized). The nominal trade deficit, reflecting
the typical J-Curve effect, rose through 1988 but has
subsequently fallen by $57 billion from its 1988 peak.
The improvement has been across the board in every end-
use category except 'Consumer-nondurables (excluding food
and automobiles).'

High-technology trade, which moved from a $27 billion
deficit in 1981 to a $1 billion deficit in 1986 has
improved thereafter to an $8 billion surplus in 1988 and
appears likely to approaching or surpass its 1981 surplus
in 1990. (The Commerce Dept. has not yet completed its

SITC concordance for high-tech trade but a review of
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D S --U,S.
OF OUR (&

It is important to put the phenomenon of globalization in
perspective. We do not yet live in a borderless world and the
policies and powers of governments matter enormously. As Michael
Porter has observed, competitive leadership is created, not
inherited and government policies are more, not less, important in

an increasingly interdependent world. Second, the magnitude of the



114

trend toward globalization appears to have been grossly exaggerated
by many analysts and its implications for the U.S. economy have
been grossly misinterpreted.

I would particularly like to take issue with Professor Reich's
characterization of "The New Global American Corporation.®” In his
testimony before this committee he stated:

"But the new global American Corporation marks a major

step in its evolution. A much larger proportion of its

work force is foreign; and increasingly, it does its most
sophisticated work -- including research, development,
engineering, and complex fabrication -- outside the

United States."

He proceeds to assert that foreign affiliates' sales,
employment, capital spending, and research and development
expenditures and exports to the United States are all surging to
the detriment of U. S. workers and the U. S. economy. Professor
Reich reports that "approximately one-quarter of America's trade
imbalance is attributable to American firms which make or buy
things abroad and then ship them back here."

Finally, he contrasts USMNC's performance with the new
investment, job creation, expanding R & D, and "vigorous" exporting
from the United States associated with inward direct investment.

While the anecdotal evidence of rising offshore production and
increased foreign sourcing by USMNC's adduced by Professor Reich is
fascinating and illustrates the rich diversity of industry

structures and competitive strategies, it does not provide a
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reliable guide to public policy. In an economy as large a that of
the United States a resourceful researcher can find examples to
prove almost anything. .Public policy should be based upon an
informed interpretation of aggregate trends. When such trends are
examined closely, one obtains a very different picture both of the
trend of outward fofeign direct investment and of its economic
consequences.

The most rapid real and relative growth in U.S. outward
foreign direct investment.was in the 1960's and early 1970's when
the U.S. was an unrivaled economic and technological power, and was
running massive current account surpluses. Let's look at the more
recent trend of USMNC activities abroad as reported in official
government statistics:

e From 1977 to 1988 (the most recent year for which data
are available) sales by USMNC parents rose more rapidly
than those of their foreign affiliates. ‘

- From 1977 to 1988 the parents U.S. assets increased more
rapidly than those of their affiliates.

- From 1977 to 1988 total employment by foreign affiliates
declined both absolutely and relative to that of their
U.S. parents.

- From 1977 to 1989 new capital expenditures by foreign
affiliates declined relative to those in U. §.
manufacturing.

- The share of company funded R & D performed outside the

United States fell from 9.4% in 1980 to 6.0% in 1985
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before rising to 8.6% in 1988. (Table 2) The ratio of
foreign affiliate R & D to USMNC's worldwide R & D (8.7%
in 1982) was far lower than the comparable ratios for
sales (29.4%) or assets (26.4%).

- Royalties and license fees earned abroad by USMNC's
substantially exceed their foreign R & D expenditures.

- Sales by foreign affiliates, with a few well publicized
exceptions (like U.S.-Canadian auto trade and U.S.
attempts to match aggressive foreign competition in
intensely-competitive consumer electronics markets) are
overvhelmingly to local markets.

- Finally, USMNC parents have a substantial trade surplus
with their foreign affiliates and that surplus has been
growing in recent years.

- A final note on the psychology of "globalism." It may
come as a surprise to the avid trend watchers of
globalism that the proportion of the 1000 largest U.S.
firms with a foreigner on board fell from 17% in 1982 to
12% in 1989. (The Ecopomist, August 11, 1980).

In short the factual record demonstrates conclusively that the

U.S. multinationals have not abandoned either the American economy
or the American worker. On the contrary, their global presence is
a prerequisite for effective competition in increasingly global
markets.

I am currently in the final stages of completing a study for

ECAT that
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will document the magnitude of USMC exports and trade
surpluses on an industry-by-industry basis and will
explore the impact of affiliate activities on the parent
and on U.S. economic performance.

will document the overwhelmingly positive impact of USMNC
trade, capital and income flows on the U.S. balance of
payments 7
will explore the impact of USFDI on the U.S. work 5?§ce.

IM2ASI_QEL£QBEIQE_DIBEEI_IE!ES1HEEILJJLJZHE_ﬁﬂlxﬁn_ﬁxbzﬁﬁ_:_LEDIHSl

Inward direct investments, like all investments, should be presumed

to have a positive impact on the U.S. economy unless circumstances

convincingly demonstrate otherwise. We are likely to be extremely

disappointed, however, if we look to FIDUS to solve--or materially

contribute toward solving-- any presumed problems of international

competitiveness. 1In particular I would note that:

The rise in FDIUS has been accompanied by a concomitant
rise in the merchandise trade deficit associated with
such investment, from $22.7 billion in 1983 to $89.9
billion in 1988. (Table 3) (During the corresponding
period the merchandise trade surplus of USMNC's improved
significantly)

The much ballyhooed infusion of R&D by FDIUS (totaling
$6.2 billion in 1987) appears to be less than meets the
eye. Over one-half ($3.2 billion) is in a single

industry (chemicals, including drugs) with nearly one-
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half of that by a company commonly and correctly
perceived by most Americans to be American (E.I. Dupont).
Most of the remainder is by European drug firms with a
long established presence in the U.S. market.

on a country/area of UBO basis, Japanese firms account
for 25% of FDIUS sales but only 5% of the R&D, while
European and Canadian firms with 53% and 12% of sales
respectively, account for 61% and approximately 25% of
total R&D by U.S. foreign direct investors. U.S. R&D
expenditures are egquivalent to about 6% of home market
R&D by European investors but less than 1% for Japanese
investors. Finally a growing share of R&D by direct
investors would appear to have come through acquisitions
of indigenous U.S. high-technology companies such as
those of Amdahl, RCA consumer electronics and smaller

Silicon valley firms.

Acquisitions prompted by managed trade policies,
(particularly voluntary export restraints) which account
for a substantial share of the growth in FDIUS, rarely
address the root cause of an industry's competitive
difficulties and therefore cannot be expected to
transform loosing industries into winners. The
efficiency gains from the new competitors may be offset
/

by comelacency within the protected sector.
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To the extent that competitiveness leadership depends
upon the ¥convergence® of different technologies and
disciplines it seems that the major enduring gains in
competitive advantage from acquired technologies would
accrue to parent the firm rather than to its affiliates.
The ability to control, develop, suppress, allocate, sell
and/or license unique technologies would appear to remain
an important and valuable corporate prerogative for the

foreseeable future.



120

TABLE 1

U.S. MANUFACTURING SHIPMENTS, MANUFACTURED EXPORTS AND

EXPORT TO SHIPMENT RATIOS

u.S. Export-to-

Manufacturing Manufactured Shipment
Yeaxr sShipments Exports Ratio

(Billion §) (Billion §) (Percent)
1977 1358.4 93.3 6.9
1980 1852.7 166.7 9.0
1982 1960.2 166.1 8.5
1983 2054.9 157.2 7.7
1984 2254.5 167.6 7.4
1985 2280.2 168.7 7.4
1986 2360.3 172.0 7.3
1987 2390.0 208.4 8.7
1988 2611.6 261.8 10.1
1989 2781.6 308.1 11.1

* SIC Basis as reported by U. S. Department of Commerce, F.a.s.
values

Source: SCB, U.S. Business statistics 1961-88; SIC-Based Trade
pata for 1974-87 (unpublished) and "U.S. Manufactures
Exports by Industry Group 1987-89", Dept. of Commerce
(unpublished) . ’
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TABLE 2

1980 9.4%
1982 8.7%
1985 6.0%
1987 7.8%
1988 8.6%

Source: National Science Foundation, SRS Survey except 1982 the
U.S. Department of Commerce from
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TABLE 3

U. 8. MERCHANDISE TRADE BALANCE ASSOCIATED WITH

INWARD AND OUTWARD FOREIGN DIRECT INVESTMENT, 1983-88

Year OQutward Direct Inward Direct

Investment vestment

(Million $) (Million $)
1983 $29,620 -22,700
1984 23,322 -36,700
1985 16,443 -50,100
1986 ’ 23,866 -76,172
1987 12,475 -95,446
1988 35,849 -89,901
Change 1983-85 -13,177 -27,400
1985-88 +19,406 -39,801
1983-88 +6,229 -67,201

Source: International Direct Investment: Global Txrends and the

U. S. Role (1988 edition): FDIUS, 1986 and 87, survey of
current business, June & July, 1990; USDIA, 1983 to 1987.
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Representative HamiLtoN. Thank you very much.
Ms. Tyson, please proceed.

STATEMENT OF LAURA D’ANDREA TYSON, PROFESSOR, ECONOM-
ICS DEPARTMENT AND SCHOOL OF BUSINESS ADMINISTRA-
TION, AND RESEARCH DIRECTOR, BERKELEY ROUNDTABLE ON
THE INTERNATIONAL ECONOMY, UNIVERSITY OF CALIFORNIA
AT BERKELEY

Ms. TysoN. Congressman Hamilton, Congressman Scheuer, Con-
gressman Upton, panelists and guests, thank you for the opportuni-
ty to talk about the national interests in an age of global industry,
and to address the issue of who is us? or I think more appropriate-
ly, who are we?

The primary objective of economic policy, as I see it, is national
economic competitiveness, which means the competitiveness of the
United States as a production location. Of course, if you look at
competitiveness as a production location issue, geography is destiny
and ownership is not. In principle, these hearings must distinguish
between the competitiveness of the United States as a production
location, and the competitiveness of U.S. companies.

I agree with Mr. Peterson that to some extent the good news is
that “we are still we.” That is: our companies, even our multina-
tional companies that have globalized for many decades—indeed,
were the leaders of globalized industry—still have the predominant
share of their activities in the United States.

I did not look at the trends like Mr. Peterson did. I looked at
what the situation was in 1988, the year for which the most recent
numbers apply. In that year, parent operations in manufacturing
accounted for 78 percent of the total assets of U.S. multinational
companies. Parent operations in the United States accounted for 70
percent of their employment and about 70 percent of their sales.

In addition, the operations which American-owned multination-
als have in the United States are good operations. They are high
wage operations; they are high value added operations. If you com-
pare U.S. multinational parent operations with their subsidiary op-
erations in either the developed countries or the less-developed
countries, you see that the good jobs are here, and the capital in-
tensity is here, and the assets per worker are here.

The good news is that we are still we. But what about the foreign
affiliates of foreign multinationals in the United States. Are they
also us? There is no simple answer to this question, in my opinion.
Instead of offering an answer in my testimony, I will simply sug-
gest five propositions that I think need to be considered seriously
in addressing the issue of the contribution of foreign affiliates to
the domestic economy.

The first proposition is: They are becoming more like us but they
have a long way to go. The evidence suggests, for example, within
manufacturing, that foreign affiliates who are here in a substantial
way look a lot like American companies. If you look at indicators
like wages per worker, value added per worker, R&D per worker, a
foreign affiliate in manufacturing on average looks a lot like an
American company in manufacturing.
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However, these are average figures; within foreign affiliates
there are different kinds of operations, from simple assembly oper-
ations to avoid trade measures—such as the Ricoh copier operation
in southern California—all the way up to very extensive operations
by Honda, which now competes with Chrysler in terms of local con-
tent in the United States.

There is a range of what foreign affiliates do in the United
States. That suggests that the right public policy question is:
Should we ever distinguish public policy on the basis of the kind of
foreign operation we are dealing with? Our trade law says we
should. Our trade law says that a company may not invest here
simply to get around our trade law. I think that is a reasonable po-
sition to take. Similarly, do we provide research and development
support for a foreign company that has an insubstantial operation
here? I think these are the kinds of issues we have to deal with.

Overall, foreign-affiliates are still not very important to the U.S.
economy. Again, I agree with Mr. Peterson here. Over the 10-year
period 1977 to 1988, which saw the fastest growth of foreign invest-
ment in the United States, the share of foreign affiliates in overall
U.S. manufacturing doubled, but at the end of the period it was
still only about 10% percent. Basically, foreign affiliates still do not
make major contributions to the U.S. economy, at least in terms of
their overall weight in the economy.

In the discussion of “who is us” or “are they like us,” I would
say that they are like distant cousins. They look like us but they
are not really members of the family.

Proposition two: Where foreign firms are most like us, our poli-
cies have actively encouraged them to be like us. There are sub-
stantial foreign auto and consumer electronics operations in the
United States. If you ask yourself why these operations are sub-
stantial, the answer is that the United States, in a variety of trade
actions or threatened trade actions, sent messages to the rest of the
world that to have secure access to the U.S. market, a safer strate-

Zveas to invest in the United States than to export to the United
tates.

Trade barriers and threatened trade barriers play an important
role in how foreign firms invest. You can look in Europe right now
and see a very dramatic development on this score. American com-
panies in the semiconductor industry, American companies in the
electronics industry, Japanese companies in a score of industries,
are making major investments in Europe. Why? They are con-
cerned that their access to Europe will depend upon the extent of
their operations in Europe.

I think it is a mistake in public policy terms to say: Look, these
firms are just like us; we do not have to do anything about them.
The reason firms make substantial investments in other countries
is often that governments either encourage or cajole or compel or
threaten them to do so.

One might say that the U.S. Government should not be threaten-
ing firms to get them to invest here, and I more or less agree with
that. The problem is that other governments are playing this game.
The United States, I think, should be a leader in trying to get other
countries to give up efforts to attract foreign investment at the ex-
pense of other countries.
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As long as that game is being played, the United States has to be
very careful not to disarm unilaterally, we have no policies; invest-
ment comes here if it wants to come here; yet investment is being
%ttrac’oed to Europe, for example, by public policy actions in

urope.

Proposition three: Foreign firms may look like us in the short
run, but they may have very different dynamic or longrun effects
on the economy. Here I have two things in mind.

The evidence that I presented and Mr. Peterson presented sug-
gests that domestic firms tried to have much more significant oper-
ations in the U.S economy. If a foreign firm comes in and deters
the expansion or eliminates the existence of a domestic firm, in the
long run the United States loses output, employment, research and
tQevelopment, and exports. You have to consider these longrun ef-

ects.

Second, the effects depend very much on industry structure. If a
foreign firm buys out a domestic firm or deters the expansion or
entry of a domestic firm, the result may very well be a less com-
petitive market structure. This underscores the importance of in-
dustry concentration in evaluating the desirability of foreign direct
investment. .

We claim to do this, but in fact I think we do not. There have
been several cases in the past year or so in which the foreign inves-
tor represented a threat to a competitive supply base for the do-
mestic economy and the world industry. I am thinking in particu-
lar of events in the semiconductor industry and the semiconductor
equipment industry. We have allowed foreign buyouts of domestic
suppliers to go forward, arguing that the supply effects or the in-
dustrial concentration effects are not significant. I think we have
been mistaken.

I will give you an illustration of how I think policy might be
guided 1n this way. Sematech is a program for research and devel-
opment support for the U.S. semiconductor industry. Some people
have argued that it is inappropriate for foreign firms to be kept out
of Sematech. However, I would argue that if Sematech is to secure
a domestic supply base so that the world semiconductor industry
will be more competitive, we would not want to allow into Sema-
tech foreign competitors who threaten a worldwide industry con-
centration of DRAMS. If your objective is a competitive industry,
then you might indeed want to support part of that industry as a
kind of anticartel or competition policy.

I think one has to look always at the industry structure effect,
both short run and long run.

My fourth proposition is, foreign firms may be like us here, but
not like us at home. Foreign firms may be allowed to compete with
us here, by our rules, but we may not be able to compete with
}:_h(;:in there by their rules. This is the issue of the level playing

ield.

My friend Bob Reich, in his article “Who Is Us?” argues, for ex-
ample, that the U.S. Trade Representative should not be fighting
for Motorola’s rights in the Japanese market because Motorola
makes a lot of its equipment offshore. I would say he is wrong. Mo-
torola has trouble selling in Japan, non-Japanese firms have trou-

42-907 0 - 91 - 5
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ble selling in Japan. In Japan, U.S. companies are not treated like
Japanese companies are treated here.

Once you draw this distinction, using policy to fight some of the
battles or support some of the objectives of U.S. companies when
there is an absence of reciprocity makes sense.

In the extreme case, U.S. companies are disadvantaged by protec-
tionist and promotional policies abroad, in the form of targeting—
or explicit protection—for example. The foreign firms in that pro-
tected market have generated profits which they then use to mount
a challenge to U.S. firms in the U.S. market. This is really the es-
sence of the unfairness argument.

At this point, does the principle of national treatment apply?
Should it apply? Should we treat foreign companies in the United
States exactly like American companies in the United States when
American companies in the foreign market are not treated exactly
like foreign companies in the foreign market?

Instead of national treatment, we must consider reciprocity. I
think reciprocity is dangerous, I absolutely do. I think it should be
avoided; but I do not think it should never be invoked. When do we
invoke reciprocity? Under what circumstances?

Here are some possible guidelines. Reciprocity, rather than na-
tional treatment, may be the right way to go, if there is a long his-
tory of protection in the foreign market, if the foreign market has
targeted domestic producers to compete with U.S. producers, or if
there is a particularly critical technology involved. Super comput-
ers, cellular telephones, and semiconductors are examples of criti-
cal technologies.

Finally, proposition five. This is the proposition that they are not
us at all. When we are thinking about national security issues, as
opposed to purely economic issues, it may very well be the case
that foreign firms are not substitutes for domestic firms.

Even diehard free trade economists will argue that when it
comes to national defense, we may want to make sure that foreign
firms are subject to licensing requirements for their technology, on
local content requirements in the United States, on strategic alli-
ance requirements with U.S. producers. We should not be dispro-
portionately dependent on foreign suppliers, particularly when
those foreign suppliers have substantial market power in critical
technologies.

I conclude from my five propositions that there is no simple rule
on whether they are us. Sometimes they are, sometimes they are
not. We should inform policy debate with that insight.

Let me say in conclusion that I think the real policy issue for a
global economy is not really “who are we?’ We need to develop
new international rules that force governments to behave in ways
that reflect the globalization of industry; we must have much more
agreement between the United States, Europe, and Japan on issues
of antitrust policy, on issues of reciprocity, on issues of whether
there will be any local content restrictions or not.

I want to praise the United States for its leadership in the Uru-
guay Round in trying to push this set of international issues for-
ward. But out of a sense of political realism, and given that the
news from the Uruguay Round is not too good so far, I would say
in the short run we are not going to get these new rules. We have
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to take policy actions which pursue the national interest, but at
the same time do not impede the development of a better interna-
tional economic order.

Thank you.

[The prepared statement of Ms. Tyson follows:]
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PREPARED STATEMENT OF LAURA D'ANDREA TYSON

Mr. Chairman, Members of the Joint Economic Committee, and Fellow
Panelists:

Thank you for the opportunity to present testimony on the
issue of how to define the U.S. national economic interest in an
age of global industry. As you all know, the growing importance
of multinational firms, international joint ventures, and foreign
investment has blurred the lines between "them" and "us" and
raises the question of "Who Is Us?" meaning to .what extent
domestic ané foreign firms contribute to the economic wellbeing
of the Unites States.

The primary objective of national economic policy' is
national economic competitiveness. It is the competitiveness of
the U.S. as a production location on which living standards in
the U.S. ultimately depend. Whether the U.S. can offer high-wage
jobs to its workers, whether it can afford to support its desired
provision of public goods, whether it provides the technological
spillovers that drive a virtuous cyéle of gfowth and innovation,
all depend on the strength and competitiveness of the economic
activities located within its borders. For national
competitiveness, geography is destiny; ownership is not.

Following this logic, in a world of multinational
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corporations, the U.s. must distinguish betyeen nétiohal
:égﬁpetitiVeness and the éompgﬁitiveness A of Aﬁe;ican-ovnqa
companieé} Although this distinction is an important one in
princip;é, in practice it is not as important as many voices in
the current debate suggest. Despite.several decades of foreién
‘direct investment,__che competitiveness of thé_ U.S. economy is
still tightly ;inkea "to the .competifiveness of ﬁ.s.-owped
companies.' .
u.s. mulcinational§ still locate the lion’s share of their
. worldwide operations within the U.S. In 1988, the latest yeaf
for'which data  are available, U.S.. parent ‘operations accognﬁed
for 78% of the total'assgts,iioi of the total sales and 74% of
'v-the.total.employmené of U.S. multinatiohals.‘ These shares were:
actually slightly higher than :heynﬁé;e in 1977.% '
. Within manufacturing, U.S. parent oéeraﬁions accounted for -

~.“78% of the total assets, 70% of the total sales, and 70% of the

'Raymond Mataloni, Jr., "U.S. Multinational Companies:

. Operations in 1988, Survey of Current Business, Vol. 70, No. 6,

June 1990, pages 31-44.

] ’And despite tens of thousands of speeches by American -
‘corporate leaders on the globalization of American business, most
large American. companies do not have any foreigners on their
boards of directors. According to a recent survey of directors
by Korn Ferry cited in The Economist, the proportion of the. top
1000 firms with a non-American on the board hasdeclined during
the past few years from a peak of 17% in 1982 to only 12% in
1990, :
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total employment of U.S. multinationals in 1988. And the data
reveal that parent operations provided higher value-adde& jobs
than affiliate operations. Assets per employee in the
manufacturing parent operations were about 20% higher than in
affiliate operations in developed countries and almosEv 200%
higher than in affiliate operations in the developing . countries,
Similarly, compensation per employee in parent operations was
about 17% higher than in affiliate operations in developed
countries and about 360% higher than in affiliate operations in
the developing countries. Although the available data do not
show a breakdown of R&D spending by parent and affiliate
operations, it is reasonable to expect that the lion’s share of
R&D by multinationals continues to be done at the parent’s
location. Given thrat R&D is a primary sourcerf firm-specific
intangible assets and that these assets are hard to manage, most
R&D is likely to occur close to home, within the purview of
senior management.

Numbers such as these indicate that despite early
globalization on the part of U.S. multinationals, a
disproportionate share of their activity, especially their high-
wage, high value-added activity, remains in the U.S. The
available evidence suggests that at least at the aggrégate level,

U.S. multinational companies remain "us" in significant ways.
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But what about the foreign multinationals that have
established affiliate operations in the U.S.? Are they. also us?
There is no simple answer to this question. In some industries,
such as consumer electronics, especially televisions, U.S.
national competitiveness at this point depends almost entirely on
foreign affiliates in the U.S. In other industries, such as
computers, national competitiveness depends almost entirely on
domestically-ownecd and operated firms. To answer the question
"Who Is Us," and to determine whether policy should ever
distinguish between domestic and foreign firms, it is useful to
consider some Dbasic propositions about possible differences
between domestic firms and foreign firms.

Proposition 1. "They are Becoming Like Us, but They Have a Long

Way to Go."

There is a c¢rcwing body of evidence indicating that the
domestic operations of foreign affiliates resemble the domestic
operations c¢f dcmestically-tased firms in several important
respects. For example, in a recent study, Graham and Krugman
find that on  average foreign affiliates are wvirtually
indistinguishakle from domestic firms in terms of value-added per

worker, compensation per worker, and R&D spending per worker.®

Edward I. Graham and Paul R. Krugman, Foreign Direct
Investment in the United States, (Washington, D.C.: Institute
for International Eccncmics, 1989).
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The only significant behavioral difference they find is that the
affiliates of foreign firms have an apparent tendency to import
significantly more than U.S. firms--almost two and one half times
as much.® Because many foreign affiliates were established
recently--especially in the 1977-81 period when foreign direct
investment in the U.S. grew rapidly, it is quite likely that this
tendency to import will decline over time, as affiliates build up
local networkxs within the U.S. This has certainly been the
pattern of behavior for the affiliates of U.S. companies abroad.
Of course, =he fact that foreign affiliates on average may
look increasingly like domestic companies does not mean that

there are not significant differences among the affiliates. At

1a]

one extreme, thers are clear.y foreign affiliates that are little
more than assemtly operations for foreign products. As an

example, the Ricoh copier operation in California is an assembly

n

plant with very lcw doimestic content. On this grounds, the

European Community acted to restrict imports from this plant,

‘similar conclusi
domestic ancd forerign f
firms paid approximate.

ons were found in a recent survey of
irrs The researchers found that foreign

v the same wages as domestic firms and had
approximately the same cccugational structure to their workforce.
However, foreign firms impcrted a higher proportion of their
inputs from abrcad, while domestic firms exported relatively more
of their prcduct. See Norman Glickman, Amy Glasmeier, Geoffrey
Bannister, and William ZIuker, "Foreign Investment, Industrial
Linkages, and Regicrnal Development, " Working Paper Series, Lyndon
B. Johnson Schso: of Puci:-c¢ Affairs, The University of Texas at
Austin, 198¢.

[O33}
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agguing that the products in question were Japanese, not American
in origin, and were being used by the Japanese producer to get
around a European import quota.

At the other end of the spectrum from the Ricoh operation
are the extensive American operations of Honda and Sony. Honda,
for example, sells more cars in the U.S. than in Japan, and has
set up largely independent design, production, and sales
facilities in North America. The local content of the
automobiles it produces in the U.S. is fast approaching the local
content of automobiles produced by Chrysler.

Even though on average foreign affiliates are strikingly
similar to domestic firms, they still account for a relatively
small fraction of total economic activity within the U.S.
Foreign affiliates accounted for only 4.3% of all U.S.-business
gross product in 1987, up from 2.3% in 1977. The comparable
figure for manufacturing was 10.5% in 1987, up from 5.0% in
1977.° In light of these figures, the proposition that foreign
fifms are as important to national competitiveness as domestic
firms is more a prediction of the future than a reflection of the
present. In most areas--trade, output, employmgnt, R&D spending,

etc.--domestic firms still dominate domestic economic activity.

*Jeffrey H. Lowe, "Gross Product of U.S. Affiliates of

Foreign Companies, 1977-87," Survey of Current Business, Vol..70,

No. 6, June 1990, pages 45- 53.
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For the foreseeable future, the fate of the U.S. economy is tied
to the fate of U.S.-owned businesses.

Proposition 2. "Where They are Most Like Us, Our Policies Have

Encouraged Them to Be So."

In certain sectors of the economy, especially chemicals,
consumer electronics, and automobiles, foreign-owned firms
represent a significant share of domestic economic activity.® 2
similar trend appears to be emerging in the semiconductor
industry.

why have foreign firms established such substantial
operations in the U.S. in these industries? Primarily to assure
access to the U.S. market when such access via exports has been
blocked by trade barriers or is likely to be threatened by such

barriers in the future.  Surveys regularly show that the primary

‘Foreign interests now control roughly one-half of the U.S.
consumer electronics industry and one-third of the U.S. chemical
industry. For a detailed study of their role in the automobile
industry, see Robert Z. Lawrence, "Japanese-Affiliated Automakers’
in the United States: An Appraisal." Paper presented at the
U.S.-Japan Consultative Group, Institute for International
Economics, Tokyo, November, 1989.

In the case of chemicals, the motivation for foreign direct
investment is not trade barriers, but regulatory barriers,
especially in the pharmaceutical area.

The argument that trade barriers are an important
determinant of foreign direct investment does not mean that such
barriers are sufficienrt to explain such investment. In order for
such investment to occur, foreign firms must have the ability to
compete with domestic firms even if they are forced to incur
higher costs as a result of such barriers. The correct argument
is that trade barriers may be necessary to explain foreign direct
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reason cited by beth Americar and foréign multinationals .for
establishing foreign operations is to assure access to foreign

markets.*

Expliciz or implicit local content rules are regu;ariy‘
used by countries around' the world, "as are a variety of téx
breaks and other preferential arrangements,; to attract vglobal
companies. -Tre U.S. federal' goyernment. uses none. of these‘
approaches, zu:t its reScriccive traéé policies have unwittingly
‘served thevsame pu}poée.

The fact Is cthat most governmgnts--includin§ _many stacé‘
governments in  the U.S.--reqularly . negotiate with v glébal
coﬁpanies to,ﬁnder:gke production in .their jurisdibtions. Arid
although the U.S. has no ezﬁliéit federal policiqs;fo; attrécfing
fozeign investment, iz .dces "s¢ through thé back . door byl the
:ﬁreat or actuality ¢t trace protection. ‘ -

As an illus:raﬁicn, ﬁo;da's ex;eﬁsive opera;ions in the
U.Sl,'we:e la:gély.mc:iva:ed as a response tp‘U.S;-trade policy.
'.ﬁqnda's erpansion in the. U.S. had to be émbitious-because it
- . stood. :he' mgéﬁ zo llosé- among japanese ~auéomak§xs from the
. restrictions on- Japanese auto expofts to the U.S.'between'lQB;

and -1985. PBecause Honda's share of the Japanese market had been

investment in some cases, since in the absence of .such barriers,
the foreign firm would choose to supply the domestic market by
exports, 'nel- &y dJdomestic progduction.

‘Citaticn vo Thomsen and Nicclaides manuscript.
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held in check by Toyota and Nissan, the U.S. was Honda’s largest
and fastest growing overseas market, and its share of thé auto
export quota tc this market was small. Honda responded rapidly
to the VERs to become the first Japane;e automaker to produce
cars in the U.S., and by 1985, it was already the fourth largest

automaker in the U.

w

., having exceeded the production of American
Motors.’

For both the 3J.S. and other governments, desired foreign
production is not just "screwdriver assembly production®™ of the
Ricoh variery zo avoid trade barriers, but extensive production
facilities like those of Honda. What governments want is enough
of the value-chain of a firm's production process toO guarantee
high wage jobs anz local technclogical spillovers from the firm’'s
operations. As an iliustraticn of what’s at stake, one need only
lookK at the recent "clarification" of the rules of origin in the
European Community’s anti-dumping law. In February 1989, the
Commission &nrcounced & rule of origin for integrated circuits,
which specified the ccuntry where the "process of diffusion”

takes place as the determinant of origin.' This decision was

Dennis J. Encarraticn, "Cross-Investment: A Second Front
of Economic Rivairy," in Thomas McCraw, editor, The U.S. Versus
Japan (Boston: Harvard University Press, 1988).

“Note that this clarification of Europe’s anti-dumping law
has recently beer found by & GATT panel to violate GATT’s non-
discriminatiorn ©principle. The Europeans have postponed a
response until the zermination of the Uruguay Round Talks. In
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widely interpreted as a signal that the most significant
technological process of manufacturing should be located in the
EC and set in train a number of investment decisions by Japanese
and American firms to establish or expand semiconductor
fabricatiog facilities in Europe. As the chairman og Intel ééys,
"You can’t pick up a piece of paper that says why Intel has- got
to manufacture in Europe. The rules don’t exist. But customer
decisions are driving important decisions right now.® 1
And you can’t pick up a piece of paper indicating that

Japanese.automobile firms have to have substantial operations in
the U.S. to serve the U.S. market, but continued trade friction
on automobiles and auto parts clearly sendé a message to the
Japanese producers that over time the safest strategy for access
to the U.S. market is the location of a substantial share of
their value-chain in the U.s. They have also received the same

message more directly and clearly from the European Community.*?

the meantime, even if the law itself violates GATT, it continues
to influence the 1location decisions of major multinational
companies. :

Y“Quotation taken from Sylvia Ostry, vernmen and
orporations in Shripnking World, page 49 (New York: Council on
Foreign Relations, 1990). The European Community in fact has no

explicit restrictions on foreign direct investment with the
exception of broadcasting and public .procurement.

®Indeed, as a pre-emptive strategy in Europe, Japanese
multinational automchkile companies and other companies are doing
a variety of things not explicitly ‘required by European law,
including increasing local content, transferring R&D to affiliate
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The obvious links between trade barriers and foreign direct
investment suggest another conclusion. In evaluating the costs
and beneflts of VERS and other ;mport restrxctlnq measures - on
natxonal economlc welfare, the effects. of such measures on
foreign dxrect investment and associated productxon, employment,
. and technological benefits should be included. The evidence from
a variety of industries 'and countries 1ndicetes that. such
measures almost certaxnly increase prxces and reduce competzt;on
'1n the domestic economy in the short run. But 1f such measures
touch off a 51gn1f1cant flow of forelgn dzrect investment--as
they have done 1n the consumer electronzcs and - auto 1ndustr1es,-
and: as’ they are now dozng in the semlconductor 1ndustry—-then the

long-run effectsAmay be quite dxfferent. Indeed, competition

,operations in Europe and d1versxfy1ng ‘their production locations’
in ‘Europe. As Dr. Toyoda, chairman of Toyota Motors notes, "
" Japanese companies can . help address the .complaints by
distributing their investment throughout the Community and-
procuring parts .from other European companies.” (Quoted in
.Thomsen and Nicolaides). lrcnically, the Europeans may decide
that even substant1a1 European operatirns by Japanese companies
may not exempt them from protectxonzst mea.ures in the automobile
industry .

“Several studies of how.foreign firms respond to U.S. trade
barriers in oligopolistic industries indicate that the short-run
response is likely to be an increase in price but the long-run
response is likely to involve improvements in product quality and
foreign direct investment in the U.S. For a discussion of these
findings, see Kala Krishna, "Export Restraints with Imperfect
Competition: A Selective Survey,” Harvard Institute of Economic
Research, Discussion Paper Series, #1460, October 1989.
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may increase, prices may fall, and the national economy may
benefit from additional production, employment and local
technological spillovers supported by foreign investors.

It is ironic that in current trade policy debates, the same
economists who lament over the domestic costs of trade
restrictions are enthusiastic in their support of the benefits
which foreign investors bring to the national economy, without
ever noting that often the costs and benefits are the result of
the same restrictions.

Nations have beer using both restrictive ana preferential
policies to control foreign investment for a long time. Indeed,
much of the gicbalization of American companies into Europe and
many develcging nations was <-he product of such policies. The
heads oI many Amer.can global companies argue correctly that they
have globalized because they have had to or because they have
been offered more atrtractive terms for their operations by
foreign governments than by the demestic government.

In the lcng run, rules to regulate exactly when and how
nations can either restrict or encourage foreign direct
investment arz needed. U:ilace:al efforts by nations to control
such investment may in principle enhance national economic

welfare, but cfien at the expense of the economic welfare of

other countries. Without multilateral disciplines on unilateral
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efforts, the world finds itself }n a classic prisoners’ dilemma-
each nation is tempted to act on its own, but if everyone does,
the danger is that everyone will be worse off.

At the very least, if all countries continue to compete for
where global companies allocate production, R&D and good jobs,
such competiticn should be disciplined by a framework that
discourages zerc-sum behavior to the greatest possible extent.™
But in the absence of such a framework, it makes no sense for the
U.S. to disarm unilaterally--we must not sacrifice our ability to
use trade ana otner policies o attract foreign investment as
long as other natiorns continue to do so. If we unilaterally
disarm in this way, we leave decisions about the future
composition cf our econcmy and its trade not to the free market,
but cc..:he sclicy cecisicns of our economic competitors.

Propositicn 3.  "They xre Like Us in the Short Run, But the long-

Run Dynamic Effects May be

From a static pcint of view, a foreign firm operating in the
U.S. may iook :ike a dcmestic firm in traditional performance
indicators, such as wages pe¥ worker, value-added per worker, R&D
per worker cr trade per worker. But the long-run implications
may be very cifferernt.

First, over time, the fcreign firm may actually displace or

“Footnote Reich. in the American Prospec
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First, over time, the foreign firm may actually displace or
deter the entry or expansion of domestic companies that might
normally be expected to locate a greater fraction of their value
chain, more and better jobs, more R&D, more linkages wi;h local
suppliers, and more local technological spillovers in the U.S...

Second, over time the foreign firm and the domestic firm may
have different effects on industry structure in both the domestic
and world markets. Suppose, for example, that the foreign firm
knocks out one or more domestic competitors, either directly by
buying them out or gradually as domestic firms scale back on
investment or exit the market in response to the presence of the
foreign firm. The final result may be a more oligopolistic
market structure ir which the firms remaining in the industry
exercise significant market power with its attendant economic
costs.

The dangers tc naticnal eccnomic welfare from relying on a
small number of foreign suppliers in an oligopolistic market are
nowhere more apprarent than in the semiconductor industry**. At
this point in time the dominant global suppliers of DRAMS, key
inputs in all electronic products, are six vertically integrateé

Japanese companies. These companies still have the bulk of their

*our aependence on a limited number of foreign suppliers of
0il also illustrates the point.
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operations in Jagan where a complex web of business and
government practices limits market access by foreign firms,.where
antitrust regulations are lenient or largely unenforced, and
where most R&D is financed and executed in proprietary channels
that limit the diffusion of technological knowledge to foreign
competitors and users.

Moreover, the Japanese companies have substantial and
growing shares in systems products, like computers and
sophisticated telecommunications equipment. The markets for such
products are alsc highly oligopolized, offering significant
potential for the exercise of market pover, and the Japanese
companies are clearly focused on increasing their penetration
into these markets at the expense of American and European
producers.

One way for the Japanese companies to pursue this objective
is to control the terms and availability of supplies of
semiconductor inputs to American and European computer
companies.’® There is compelling evidence that the Japanese
’firms used such techniques in 1987 and 1988, when the worldwide

market for DRAMs was extremely tight.”” And there is more recent

%1BM is the only U.S. computer manufacturer that can
survive without access to Japanese semiconductors.

"puring 1987 and 1988, prices of DRAMS were significantly
higher in the U.S. than in Japan, and many U.S. companies
reported difficulties getting the supplies they needed. There
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evidence of similar behavior by many of the same Japanese firms
in controlling the terms and availability of advanced display
technologies--in which they have a dominant market position--to
strengthen further their positions in computers and other systems
products.

Rone of ths practices employed by the Japanese firms to

control the prices or deliveries of DRAMS or displays to foreign

users are necessarily illegal or unfair--indeed U.S. firms have
often engaged in similar practices when they had comparable
market power in input industries. But such practices can be
detrimental to the lona-term interests of the U.S. and the world
economy if they resul: in less competitive market structures in

important indusirize -~ime. Under these circumstances, U.S.

in wvizble domestic producers as a counterweight

n
b
4]
it
11
1o

policy to =

to'Japanese greducers may make sense as a kind of anti-cartel

From this cerspective, it may make sense for the U.S. to
finance prciects, like Senmztech, to maintain an "honest" or
competitive supply base in a key input, even if such projects are

not themselves viable. And it may also make sense

for such preojects to exciude the foreign suppliers--in this case

the Jaranese succliers--which represent the clearest threat to a

were no repcrte of shertaces in Japan.



144

competitive snpply pase in the long run.
From this perspective, the use of U.S. trade policy to push .
for a share of the Japaneése semlconductor matket for all fore;gn—
owned companles, not just U.S. companies, and to include in that
share sales of *he afflllates of Amerxcan companles operating 1n
Japan‘alsc makes sense. From the point of view of encourag;ng a
‘competltlve succ‘? structure. in the wofldwide semicénductor
.1ndustzy, semiconductors produced by Texas Instruments in Japan
or by Samsung in Korea are ‘not. substztutes for the semlconductors'
produceo by NEC . or Fu)xcsu in tne Unxted States.» As this example
Lllustra:es, scm e‘""es-'"e nat10nal lnterest may be served by-
‘sgppopoing the 'foreign. cperac ons of u. S. companxes or the:

operations of a subse' of fore\gn producers..

éroposz;ion 3. ‘nel are'lee Us here But Not Ihere,“
Forelg op ‘:1 ns that Look 11ke domestlc operatlons 1n the
" U.S. economy may be'::eated dl‘ferently in. thezr home markets.'
For example, while it nas been necessary to use p.ﬁ._trade law to
help‘ Mocorolc,‘ a 4.S. company with signifieant domestic
operatlons, séll. in the ‘Japanese market,: it uwould not be
necessary to use U.S. srace law to help NEC or any other Japanese
'company:sell in‘:he Jarznese markett ’ Non Japanese fzrms have
trouble sellirgc <o Japan,_wheeber their operations are located in

Japan or abroad, but Japanese firms do not have trouble selling
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to Japan from either their domestic or foreign operations.

Work by Robert Lawrence and Dennis Encarnation indicates
that a striking feature of Japanese import trade is the extent to
which it is dominated by Japanese multinationals--in 1986, for
example, intra-firm trade accounted for 48.5% of U.S. exports to
Europe compared to 72% of U.S. exports to Japan.*®  Intra-firm
shipments from Japanese subsidiaries abroad to their parent
companies dominate Japanese imports--in other words, Japan’s
import trade, as well as its exporﬁ trade, is conducted to a
distinctively large extent by Japanese multinationals. This is
not the case for either the U.S. or Europe.

In addition, because of how distribution channels are
organized in Japan, foreign exporters to Japan remain highly
dependent‘on Japanese distributors for the sale of their products
in Japan. This means that if foreign goods are directly
competitive with domestic products in Japan they will have
trouble entering, whereas if imports are complementary with the

interests of domestic companies, they will not.' In both cases,

*see Dennis Encarnation, Investing to_ Trade: American and

Japanese Multinationals in the Pacific Basin, unpublished
manuscript, Harvard Business School, February, 1990; and Robert,
Z. Lawrence, "How Open 1s Japan?" paper presented to the
Conference on the U.S. and Japan: Trade and Investment, National
Bureau of Economic Research, Cambridge, Mass. October 1989.

®The fact that imports that are competitive with Japanese
products have trouble entering Japan while those that are not
competitive with Japanese products do naot is described by Laura



146

corporate control over Japan’s trade rests in the hands ‘of
Japanese companies.

The same is certainly not the case in the U.S. where
Japanese firms can easily distribute through their own channels
if they wish to, and most big Japanese firms do. Indeed, given
significant foreign direct investment in wholesale and retail
trade in the U.S. by 1986, foreign affiljates accounted for 75%
of total U.S. imports (and nearly 70% of U.S. exports).

The barriers to sales by foreign companies in Japan are
another justification for why the U.S. has generally focused its
bilateral negotiations with Japan on market-opening for all
foreign-owned firms, not just American firms.® The MOSS talks,
the U.S.-Japan Semiconductor Trade Agreement and the U.S.-Japan
talks on beef, citrus, and more recently rice imports, have all
demanded market access for all foreign companies, including the

Japanese affiliates of fcreign companies.

Tyson and John Zysman as a "moving band of protection." See
Laura D’Andrea Tyson and John Zysman, "The Politics of
Productivity: Developmental Strategy and Production Innovation
in Japan," in Chalmers Jchnson, Laura Tyson and John Zysman,
eds., Politics and Productivity: The Real Story of How Japan
Works (Cambridge, Ma. Ballinger Press, 1989).

®yorthern Telecom has moved many of it manufacturing
operations to the U.S. so that it can better win Japanese
contracts. The Nogthern Telecom decision-makers believe that
Japanese companies will prefer to make contracts with U.S.-based
operations to alleviate trade friction between the U.S. and
Japan.



147

Another rezson why foreign operations that 1look like
domestic operations in the U.S. market may nonetheless behave
differently both here and abroad is that they are subject to
different antizrust and business practices conventions in their
home markets. Again, these differences are most dramatic between
American cpractices and Japanese practices, but significant
differences a.s: exist between American practices and European
praectices as well.

In principle, of courcse, if a foreign affiliate operating in
the U.S. market viclazes J.5. antitrust conventions here, then it
is subject to U.Z. iaw. Moreover, U.S. law can also be brought
against the anti-comreritive behavior of a foreign parent company

either at hore »5r in s thiré market, as long as it can be

demonstrated tha:i this beravior has an adverse impact on domestic

commerce. However, efforts to apply U.S. antitrust law to
foreign compzny z2:tisns cus-cide the United States are extremely
costly to mount--gince the wusual evidentiary burden is even

greater in crige-border disputes--toc lengthy to be meaningful,

“A recent ;r:;:sed extension of the antitrust laws would
allow suits ag St (.f£. subsidiaries of foreign firms found to
engage in pr:ice-fixing or other anti-competitive practices in
their home markecs. Under this extension, antitrust lawsuits
could be filed against foreign-owned firms for the damage their
collusion m*gM ”auee tc American compan*es in their overseas
operations. ls an imprrtant extension of U.S. law thar
should be strcn i
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especially in markets with short product cycles, and often
unsuccessful, since they involve complicated issues of extra-
territoriality and since foreign governments often intercede with
the U.S. government on behalf of their companies. Usually, there
is little a domestic competitor can do if the parent of a foreign
affiliate is =Sfectively able to discriminate against the U.Ss.
firm in its home market or to engage in practices that violate
U.S.law in a third market, both to the long-term advantage of the
foreign operation and to the long-term detriment of the domestic
operation.

Differences 15 nationai antitrust regulations are only one
example of & wide variety of differences in nétional policy
environments that may work tc benefit foreign firms in their home
markets at the expense of American firms. In the most extreme
cases, foreign promotional and protectionist policies act to
provide a home market sanctuary for foreign firms. The sanctuary
allows the foreign Zirms tc rob Américan companies 95 the sales,
economies of producticn, and profits which they could realize if
they. had fair access to their competitors’ home markets.
Enriched and strengthened by their control over these markets,
the foreign firms can then mount a trade and investment challenge

to American companies in the United States.
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As long as fpreign firms are protected or promoted by their
home governments and as long as they are allowed to engage in
anti-competitive practices in their home markets, the playing
field for domestic and foreign firms remains uneven. Foreign
firms may compete 1like "us" in the relatively open U.S.
marketplace, while American firms are simply not able to compete
like "them" abroad.

As long as the playing field is uneven, the specifié firm
advantages which according to economic theory are supposed to
underlie foreign direct investment and which are presumed to make
such investment a good thing from the host country’s point of
view may be nothing more than the creation of anti-competitive,
predatory practices and protectionist and promotional pelicies
abroad--practices and policies which presumably are a bad thing
for both the U.S. and the world trading system.

In a world of global companies and global industries, there
is a need for new global rules to regulate corporate and
government behavior. The ultimate purpose of such rules should

.be the harmonization of government and business behavior across
national borders to level the playing field for global companies.
But while such rules are sorely needed, they will be a long time
coming. Even in Europe, where economic unification is proceeding

apace, what the Europeans call a common competition policy is

42-907 0 - 91 - 6
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still in its infancy--with binding rulings by the Court of
Justice just beginning to appear. And the U.S. and Canada were
unable to agree on most competition policy issues in the
formation of the U.S.-Canada free trade>agreement. -

So the relevant policy question, once again, is what the
U.S. should do in the meantime, when national policy differences
slant the playing field to advantage foreign producers? And a
related question is whether foreign firms operating in the U.S.
should be treated exactly like domestic firms by U.S. policy
makers as long as foreign governments are treating these firms
differently in other parts of the global marketplace?

The principle of T"national treatment” on which GATT
regulation and much of U.S. trade and investment policy is based
clearly indicates an affirmative answer toO this second gquestion.
But in a world of widely varying national treatments, some of
which have severely damaged American companies, many U.S. policy-
makers have argued for greater use of the reciprocity principle--
access to U.S. markets through trade or investment should depend
on the access of U.S. firms to foreign markets.

The reciprocity oprinciple is a serious and dangerous
departure from normal U.S. policy. It should be invoked
sparingly and only under exceptional circumstances. But this

does not mean that it should never be invoked at all. When there
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is a long histcry cf market access restrictions on U.S. exports
and investment, when there is clear evidence of promotional
industrial ctargeting policies that have advantaged foreign
producers, and when the industry in question is particularly
important teo <the nation’s future growth and technological
dynamism, ther rec:iprocity rather than national treatment should
be the princigie behind U.S. policy. Under such circumstances,
there should be no presumption--and certainly no simple rule--
that "they are us" for the purposes of U.S. policy.

Proposition 5. "Thev Are Not Us."

Even forexgn operations which are not benefitted by
sanctuary home-market conditions and which look exactly like
domestic operat:ions in the U.S. economy may not be comparable
when it comes to national security considerations. 1Indeed, this
distinction has been recognized by U.S. law in the Exon-Floria
amendment whrich &llows the President limited power to block
mergers, acquisitions, or rtakeovers of US companies by foreign
interests when such &ctions are deemed a threat to national
security.

What, if anything,

{n

hculd be done to regulate foreign

2N

ownership and ccntrol cf groduction in industries or products
that are criticzal tc the nation’s national security, defined

narrowly in military terms, not broadly in economic terms? Can
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foreign affiliates substitute for domestically-own operations for
such purposes? To answer this question, it is necessary to keep
several considerations in mind.

First, in & global economy, ‘the challenge for national
defense strategists is to devise policies that use requirements
for nationa: ownership and/or local production by foreign
suppliers tc enhance home country control over suppliers,
regardless of their nationality, to stimulate (or at least not
block) the proliferation of such suppliers to maintain an honest
or competitive supply base, and to avoid condemning the country
to mediocre technclogies ana unnecessarily high costs in the
process.”’

Second, <the U.S. cannct rely on a wholly-owned U.S.
industrial czse fcr military purposes. Such a strategy is simply
too expensive &nd keeps foreign technology out. Many military
technologies are dual-use technologies in which U.S. companies no
longer have the leading positions or are no longer the low-cost,
high-quality grocucers. In cases in which foreign commercial
technology essential to defense has a distinct lead over U.S.

technology, =he U.S. should actively seek foreign investors and

#This is =
Moran in "The Gic i z
is the Threat? Hecw Can I
1989,

ne obiective of policies as defined by Theodore
: ization of America Defense Industries: What
© Be Managed?" Working Paper, September
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encourage them to invest in manufacturing and research facilities
within the U.S.

Third, in thinking about the issues of military security and
foreign ownership it is necessary to focus not on the extent of
dependence on foreign suppliers for military technologies per se
but on the concentration of dependence on foreign suppliers--in
other words, it is important to focus not on ownership but on
control. From this point of view defense-related activities
should be subject to more stringent antitrust provisions than
non-defense ones, and these criteria should apply to domestically
controlled firms as well as to foreign controlled firms. In
military technologies, an honest, competitive supply base is
especially important.?

Fourth,” if an activity deemed vital to the national
defense is subject to excessive market control by foreign
producers, possible remedies include: 1. compulsory licensing of

the capability to provide the good or service to a domestic

®For more on the significance of an honest supply base see
Michael Borrus, "Power, Wealth and Technology: Industrial
Decline and American National Security,” In Wayne Sandholtz, John
Zysman, Michael Borrus, Jay Stowsky and Steven Vogel, eds. The
Highest _Stakes: Economic Change and International Security
(Oxford, England: Oxford University Press, forthcoming.)

MThis point is adapted from Edward Graham and Paul Krugman,
Foreign Direct Investment in the United States, op. cit., Chapter
5.
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p:QQucgrs. (Because many militarily important technologies fall
iﬂé; the dual-use category, compulsory litensiné Amigh; be
required as a precondition for foreign participation in civilian
markets as well as in military markets.) and 2. Local content
requirements, including provisions that R&D capabilities be
maintained in laboratories and plants within éhe uU.s. ahd.that
their facilities employ U.S. nationals. The purpose of such
requirements is to locate militarily vital activity within the
U.S. and to organize it in such a way that it is capable of
standing on its own if cut off from its parent.

Finally, a third reéponse to the problem of excessive
control of a national defense activity by foreign producers would
be U.S. policies to promote the entry or deter the exit of U.S.
suppliers. For example, if a U.S. supplier’s position is
weakened by market forces, the government might actively
intervene to help negotiate mergers with other U.S. companies, to
provide refinancing or to offer other forms of financial support.
Alternatively, the government might use financial assistance to
encourage entry of a new U.S. supplier in a militarily critical
technology.

As all of these propositions indicate, when defense goods
and technologies are involved, the assumption that foreign firms

are "us" must be subject to careful scrutiny. And sometimes
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policies may be required to make them more like us or to protect
or promote domestically-owned competitors.
III. Conclusions

Foreign direct investment issues are high on the trade
policy agendas of the major industrial nations and will probably
become even m::; important throughout the 1990s. These issues
have become increasingly salient in trade policy discussions in
part because ever larger shares of world trade are driven by the

locationail ana investment decisions of multinational companies,

and in part pecause such decisions are often driven by the actual

or threatenec use ¢ naticrai trade policies.

Economists usuaily take a sanguine view of foreign direct
investment, noting that in order for foreign firms to displace
domestic firms they must have firm-specific assets, such as
better technologies and better managerial practices, which will
make the domestic eccncocmy mere productive and competitive in the

long run. Cn cther rand, the very existence of

o

multinationals :in an irdusiry is prima facie evidence of market’

imperfecticns--indeed, this is particularly true when foreign-

cient advantages that they can

based multinzzizn

continue to compete successiully in spite of the imposition of

performance requirements which presumably increase their costs.



156

Moreover, to muddy the theoretical waters even more, the
firm-specific assets of foreign firms 4m$} be the result of
protectionist and promotional policies abroad or the result of
anti-competitive, predatory practices abroad, both of which erode
the ability of domestic firms to maintain or increase their own
specific assets over time. Even for a free-trader, the existence
of such policies and practices threatens the liberal trading
regime by triggering pressures for countervailing measures at
home. Nor in the presence cf such policies and practices can one
automatically assume that national economic welfare is best
served by a free-trade and open- investment policy.

As corporations and technologies become increasingly
borderless, sc¢ must the rules for government and business
behavior. In such & world, the principle of national treatment
does not go far enough. Supranational rules are required to
insure greater consistency in behavior across national borders,
especially in global industries in which a few key players
exercise substantial market power. The evolving competition
policy of the European Community and its enforcement through the
Community’s Court of Justice provide a useful model of what is
required.

Unfortunately, the development of such supranational rules

and institutions will be a long time coming. Economic
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nationalism is alive and well, although it is increasingly ill-
‘suited to the bor-derless world economy in some key industries.v
In the meantime, the challenge for U.S. policy is to take actions
that serve the national interest in ways that do not impede and
may even accelerate the development of new multilateral

arrangements.
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Representative HamiLton. Thank you very much. We will begin
with questions from Congressman Scheuer.

Representative ScHEUER. Thank you, Mr. Chairman, and thanks
to the panel for a most interesting exposition of views.

Would you please tick off your recommendations for action that
you think the Congress ought to take to enhance our international
competitiveness. Just tick them off; one, two, three, four, and five.

Almost all of you have touched on the question of the antitrust
legislation. Of course, that was passed a century ago, in the last
decade of the 19th century; we are now in the last decade of the
20th century. The question was, were we going to let Standard Oil
and the Rockefellers gobble up every oil company and gasoline sta-
tion in sight or were we going to protect the little guy?

Today, there may be a whole other set of issues which do not in-
clude how you protect the little guy. It may not be in our national
interest to try to figure out how we maintain an automobile indus-
try with four players who are competing nationally; rather it may
be to figure out how we can maintain perhaps one or two Ameri-
can automobile companies who are capable of competing in global
competition.

I would like to ask any of you, do you think that in terms of the
realities of today’s competition we can survive in a global market
with the enormous investments that are required? I suppose when
the Germans and the Japanese and the Dutch and the French all
went their separate ways in producing an automobile that can go
roughly 80 miles per gallon in the city and 100 miles per gallon in
the country—the Japanese apparently have one that goes 120 miles
per gallon—they invested billions and billions and billions of dol-
lars in that effort.

The economics drove them to do it; they pay approximately four
times the price for gasoline that we do. People around the world
perceive gas as being something very special, very scarce, and very
valuable. They are willing to pay for the kind of technology that
gives them a machine that will get them four times farther on a
liter or a gallon of gas. Because of the way we price gas, there is no
particular incentive for people to spend another $1,000 to get a car
that is energy efficient.

Therefore, there is no incentive for the automobile companies to
spend $5, $10 billion, or whatever it takes to produce such a fuel
efficient car. In terms of preserving a major player in the automo-
bile industry, or in terms of producing a major player in HDTV,
should we encourage and liberate our domestic big hitters to coop-
erate with each other in order to produce a product that is de-
signed for the global market, distributed in the global market, and
advertised in the global market?

Mr. DINNEEN. Congressman Scheuer, would you like me to com-
ment on that?

Representative SCHEUER. Please do.

Mr. DINNEEN. Let me talk just about the antitrust. Let me say at
this moment, as the chairman asked me, I am speaking for myself
and not for the academy.

I think the changes that have been made in the antitrust laws
which permitted research consortia have been very favorable. I was
one of the founding members of the Microelectronics & Computer
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Technology Corp. (MCC) consortium. I have been very famil-
iar with Sematech. I think those are good things.

They have not been as successful as we hoped, and that is partly
because industry has not yet fully supported them. But they have
made a big difference. Within the automobile companies, as you
have indicated, there are now consortia looking at various aspects
of what we call precompetitive research.

Representative SCHEUER. Can they act as consortia in anything
beyond research? We have found that the capital investments nec-
essary to get into HDTV, to get into a truly fuel-efficient car on the
Japanese-German-French-Dutch model, are beyond the capacity of
our corporations to meet. Admittedly, the Japanese save 18 or 19
percent of per capita GNP. We have about a fourth of that, 4 or 5
percent. But this is a fact of life.

It is very difficult to aggregate capital in this country. We cannot
seem to get ourselves to save.

Mr. DINNEEN. My own view is that we do not need to go that far,
we do not need to go to the point where we——

Rep;'esentative ScHEUER. And it would not be in the national in-
terest?

Mr. DiNNEEN. It would not be in the national interest. We can
encourage more consortia in research and more consortia in proc-
ess, the manufacturing process and the production process.

Representative SCHEUER. Is that permitted now under the law?

Mr. DINNEEN. Well, it is hazy. As long as we maintain the com-
petitive nature of our private enterprise. But one other point 1
want to make, and that was a point I made in my prepared state-
ment.

I think it is necessary for the Government to enter into negotia-
tions with other countries on antitrust rules so that in fact our
companies are not looking at companies in other nations which are
not bound by the same rules we are. I guess that gets to the point
that both the other speakers made.

Representative SCHEUER. Mr. Dinneen, let me interject here. We
found tremendous difficulties in gaining access to the Japanese
market. They do their business differently than we do in a lot of
respects.

There are cultural, there are historic, there are whole congeries
of impediments to our entry into the Japanese market. Their re-
tailing system is very, very different. We have found it almost im-
possible to negotiate a way through that thick hedge of restrictions.
No sooner do we complete 2 or 3 years of negotiations to get rid of
them, and we find a whole new thicket of trade barriers has grown.

Those historic limitations, their historic cultural baggage, of in-
hibiting access to their market, has been really quite difficult, if
not truly impossible, for us to cope with. Now you are going even
further and saying that we should tell them, the Japanese Govern-
ment and MITI—the Ministry of International Trade and Indus-
try—that they cannot relate to the corporations in the very close,
intimate, sort of one for all and all for one fashion. This group con-
cept that is rooted in Japanese history and culture has to go? They
have to entirely change the way their government deals with indi-
vidual corporations so that they are on an arm’s-length basis, the
way our government is?
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Mr. DiNNEEN. I was not suggesting that.

Representative SCHEUER. But if you said that the Japanese corpo-
rations have to compete with our corporations on the basis that
they compete with no interrelationship between the government
and individual corporations. So there is no consensus that the gov-
ernment is going to get behind the robotics industry, for instance,
as they did in Japan—they arranged the financing over a 10-year
period and turned Yamaha—I forget the name of the company—
loose. You are going to ask the Japanese society to revolutionize
the way that it is structured? I just wonder whether that is a prac-
tical possibility?

Mr. DiNNEEN. I do not think it is practical to try to change that
society. I know a fair amount about the Japanese, having worked
with them over the years, both in government and in industry.

Representative SCHEUER. Tell me, what does your experience tell
us on the degree to which we can tell the Japanese that they have
to live by our antitrust laws?

Mr. DINNEEN. I was not suggesting that and I do not think we
should. What I was suggesting is that when we look at our anti-
trust laws and we try to move them a little bit further than we
have so that we can do some precompetitive process, and that in
doing that we also try to understand better what our companies
are dealing with and what are the antitrust laws. These can just be
matters in negotiation. They will take a long time, as I indicated.

In fact, through our structural initiatives and programs, we
made some changes and many of our companies have made very
powerful alliances now with Japanese companies. Perhaps some of
my other panel members would like to comment.

Mr. PeTErsoN. I would like to reinforce Mr. Dinneen’s comments.
I am certainly not a technology expert, but from viewing the eco-
nomic structure of industries on a somewhat global basis, I think
what we need is more competition, not less, and that our policy em-
phasis ought to be directed toward assuring that other nations
pursue competitive policies similar to our own.

The United States not only can compete, but it is competing, and
it is competing across a very broad industry spectrum. I would go
back to macroeconomics but not dwell on it. Since the U.S. ex-
change rate turned around in 1985—we have approximately 20 dif-
ferent U.S. industries, according to our SIC system—every single
one of those industries has increased their export-to-sales ratios by
significant percentages over the 1986 to 1989 period.

U.S. firms are still the leaders in terms of the largest firms in a
broad complex of industries. In the automobile industry, the two
largest firms in the world are still U.S. firms. General Motors still
produces twice as much as the largest Japanese automobile manu-
facturer. Four of the five largest computer manufacturers are in
the United States. The three largest aerospace manufacturers are
in the United States.

We have not lost technological leadership across the board, and I
think it would be a mistake to allow U.S. economic policy to be
driven heavily by the experience of a single industry which is
always the case study, semiconductors and the electronic compo-
nents industry.
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Representative SCHEUER. Or the consumer electronics industry,

Mr. PETERSON. Again, as a nontechnologist, I am really getting
out of my element here. I wonder if we really know what the exter-
nalities of those industries are and how they are affected. We still
have four of the five largest computer companies in the world, de-
spite the fact that we are supposedly losing ground in semiconduc-
tors on which that industry is based.

We have the CEO of one of the Nation’s most progressive com-
puter manufacturers, Cypress, saying the sky is not falling in. The
balance is shifting to small companies like our own. I think where
the real difference is is that the United States, because of its cost
of capital structure, because of its competitive structure, has not
committed the resources to research and development, has not
committed the resources to capital expenditures, that are required
to get us progressively ahead of the competition in these areas.

We have been holding our own in some significant measure. Our
trade balances in the high technology sector have turned around
dramatically in the last 5 years with every country and region
except with Japan.

Representative ScHEUER. Well, that “except” is a big exception.
Let me just pursue that.

You said our government policies in terms of assistance in re-
search and assistance in the aggregation of capital have not kept
up with the need. Is that more or less what you said?

Mr. PETERSON. More or less. I think there are other items which
seem to me to be more controlling.

Representative ScHEUER. Certainly the aggregation of capital is
an enormous problem for us vis-a-vis the Japanese.

Mr. PETERSON. Absolutely.

Representative SCHEUER. And certainly the ability to research a
globally competitive fuel-efficient car is something we have not
been able to afford. We have not been able to afford the research to
get into the HDTV business, which is going to be an enormous
business in the future.

What is fyour answer to that? Are you going to bring us into a
hew era ol government-corporate relations? How do we get into
global competition on HDTV? How do we get into global competi-
tion with a car that meets the needs of the future?

And you must know—Ms. Tyson, surely you must know—that in
the State of California more than half of all cars sold are foreign
cars, and the overwhelming preponderance of them are Japanese
cars. Is that correct?

Ms. TysoN. Absolutely true. I have two. [Laughter.]

Representative ScHEUuEr. OK. You could not run for public office
out there.

Ms. Tyson. It is just honesty, disclosure.

Representative Scueugr. OK. I respect that.

Let us just address those two questions. How do we aggregate
capital for R&D, which we have not been able to do, either in cars
or in HDTV, for example? I do not know if we have been able to do
it with smart computers. Maybe IBM can. And then how do we ag-
gregate the capital for the production of HDTV, or the production
of that new global automobile that we are far from producing?

or
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I say the background is this. The Japanese penetration of our
automobile market nationally is going up inexorably by a percent-
age point or two every year. Where does that end? In California,
they are way over the 50 percent mark. But in the rest of the coun-
try too, every year, the Japanese penetration of the automobile
market goes up inexorably, and I am not saying that is necessarily
‘bad. Maybe we should let the Japanese supply us with our cars.
Maybe there is something else we should have our industry be con-
centrating on. But that is going to be a big lump for the American
public to swallow.

What is the role of government in assisting, supporting, encour-
aging, facilitating—use any verb you want—R&D and actual pro-
duction in these two fields as well as other fields?

Mr. PETERSON. Well, as a former chief economist for a food and
tobacco company, accept my comments in the qualified way in
which they are offered.

I think U.S. support for R&D ought to be generic, as I under-
stand it, across all industries. It ought to be oriented toward in-
creasing research and development generally. I do not buy the
story that there is a single industry, like high definition television
or semiconductors or a piece of communications, critical to our
future. I think we have to look collectively at all the industries.

I would defer to Mr. Dinneen in terms of the benefits of what he
calls precompetitive R&D. I would defer to Michael Porter who,
after a study of competitiveness in 100 industries globally, says
that the major source of competitiveness of an industry in a global
sense derives from the degree and intensity of the competition
within the domestic industry in the country which is the generator
of the capital or the generator of the competitiveness.

Here we have a really special problem when it deals with Japan
because of the structure of the keiretsu, where you have large ag-
glomerations or groups which probably ought to be treated as a
single firm in terms of their competitive implications. Unless there
is some restructuring of that, we might want to look at them as
single economic entities.

But my strong preference is to keep the assistance to U.S. indus-
try more in generic terms through expanded R&D credits, through
macroeconomic policies that lower the cost of capital. I do not
think we lack R&D resources.

Representative ScHEUER. To lower the cost of capital for R&D?

Mr. PeTERSON. For R&D specifically, but I do not think competi-
tion derives exclusively from R&D. I understand there is a distinc-
tion people make between science-based and technology-based in-
dustries, and that a lot of the incremental advances in technology-
based industries are really at the firm level. They consist of small
things that small firms like Cypress Computer can do to take a
leading position in growth in global markets. And incremental im-
provements like that can be and are being made out there in
America in those other 19 or 20 industries that are improving their
position.

I do not think we ought to narrow our focus to particular prod-
ucts or to particular high-tech industries.

Representative ScHEUER. Ms. Tyson, before I yield back to the
chairman, did you have something that you wanted to say?
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Ms. Tyson. Well, there are a number of things that came up, but
let me just focus on the last set of issues. I want to try to draw a
distinction between Mr. Peterson and myself.

First of all, I do not agree that the United States does not have a
competitiveness problem. The improvement in the U.S. trade bal-
ance is partly the result of the exchange rate changes, which I
think were important. It is partly the result of the fact that the
rest of the world is growing more quickly than we are, and will,
indeed, for the foreseeable future. In the next decade, Japan and
Europe are going to outgrow us.

In addition, we have been able to sustain this export boom with-
out significant increases in real incomes for most of our workers.
We cannot sustain high income growth and trade balance. We can
barely sustain trade improvement and stagnant income growth.

Productivity trends are wrong for us at this point. German and
Japanese manufacturing productivity is growing faster than ours.
They have already caught up to us. In the 1990’s, they are going to
outdo us. They caught up and the catchup is over; if the trends do
not change, we fail behind.

The Japanese have almost surpassed us in commercial R&D
spending. We spend about $69 billion, they are already spending
about $60 billion. They are outinvesting us in absolute terms al-
ready. There is no sign that the United States is changing, nor is
there a sign that Japan and Europe are slowing down, indeed, I
think Europe will pick up.

Representative ScHEUER. Just a footnote to what you are saying,
that they have almost caught up with us in R&D. This is a country
that has significantly less than half of our population.

Ms. Tyson. Right. Also, if you look at the U.S. position in critical
technologies—critical commercial technologies, critical military
technologies, critical electronic technologies—vis-a-vis the Japanese
and sometimes vis-a-vis some of the Europeans, the United States
is no longer in such a strong position.

I do not think the U.S. computer industry, frankly, is going to
hold on in the 1990’s. I think the cross we saw in DRAMS in the
1980’s was a precursor of the cross we will see in computers in the
1990’s. The Japanese will take the dominant share of the world
market away from the U.S companies.

After all, there is only one U.S. company that can survive with-
out Japanese components, and that is IBM. Many American com-
puter companies have 85 to 90 percent of the value of their output
in the form of Japanese componentry, and the Japanese suppliers
of the components are making competitive computer equipment. I
just do not buy the notion that we do not have a problem.

Now, on the issue of what to do about it. I hear a lot about
generic technology support. I think we should be spending more on
precompetitive technology. But the truth is the United States has
been a pretty good generator of technological information, particu-
larly througl}x' the mid-1980’s. The problem was not that we did not
generate good technical information. We generated it but the rest
of the world used it a lot better than we did.

If we just spend more on precompetitive technology, without tar-
geting anything, without examining industry structure, if we just
put in more resources and try to let the market decide, I do not
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believe the results will lead to better jobs and higher profits in the
United States. I am really concerned about that.

On the issue of competition: We had plenty of competition in the
merchant semiconductor industry in the United States. It was one
of the most competitive industries we had, and it suffered. You
could say that DRAMS or semiconductors are used too often as an
example. Watch supercomputers and computers in _this coming
decade and you will see the same story. The semiconductor case is
a precursor. It is the first story. It is not the last story; it is not the
only story. But let me illustrate the kinds of problems I think it
poses for the United States.

We talk about the need to reduce the cost of capital. That may
not be enough. For example, there are a number of cases of innova-
tive companies coming up with a design for, let’s say, a display
technology or a design for a new VCR technology.

However, having come up with the design they cannot get fund-
ing to produce the prototype, or to begin a manufacturing run long
enough to learn to make an even better product. The funding is not
available at any price because it is believed that U.S. firms have
lost this industry to the foreign competition, that we are not in this
game anymore.

I find this a very disturbing trend because if the Japanese had
that attitude when we were ahead in DRAMS, or if the South Ko-
reans had that attitude when we were ahead in color televisions,
they would not be where they are today. They had to support a
particular set of technologies in order to achieve some market posi-
tion. If we are unwilling to do that, we cannot compete in these
critical technologies.

There is a second question which is related to today’s discussion,
but which has not really been addressed. Suppose we do not get
these technologies? Suppose all the displays in the world are pro-
duced by the Japanese?

Does that matter, provided the Japanese are competitive—there
are a number of display producers—and provided they are produc-
ing displays here in significant numbers using American engineers,
American workers, and supporting the American research and de-
velopment base? Is that enough?

We may not be able to get the display technology or the HDTV
technology back. Maybe it is too late, or maybe it would be too
costly to do, even if we could. The second best solution might be to
get Sony or some other foreign-owned company involved but re-
%uire them to be part of a research consortium doing their research

ere.

In the HDTV debate, something very interesting happened. Sony
wanted to make a submission through DARPA for HDTV support.
The Sony headquarters chief here was asked, will you spend the
money in the United States? He said they would set up a research
and development facility to spend the research money in the
United States. However, there was disagreement in the press be-
tween the headquarters of Sony in Tokyo and the headquarters of
Sony in the United States about this—where the money would be
spent.

I suggest that in certain technologies our public policy should
work with foreign firms who have a significant presence. We can
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encourage foreign firms to have a more significant presence here
by the research and development policy we pursue. That might be
the real issue for us.

Representative ScHEUER. Thank you very much, Ms. Tyson.
Thank you very much, Mr. Chairman.

Representative HAMILTON. Thank you, Congressman Scheuer.

Mr. Dinneen, I just want to pick up a point that struck me. I am
not even sure it is relevant to the hearing today in some respects.
But you say there is a growing convergence in technical capabili-
ties of industrialized nations. That kind of caught my eye.

Does that mean we can no longer expect to be technologically su-
perior? We have always prided ourselves on being ahead of the
pack. We have a convergence coming here? What does that mean?
We are all together?

Mr. DiNNEEN. That is a very good question. I think that we
should continue to work for technological superiority, but I think
we have to recognize that there is a convergence.
t;oélex??resentative HaMmiLtoN. Are we technologically superior

ay?

Mr. DINNEEN. Well, to answer that question we have to look at a
whole variety of technologies.

Representative HAMILTON. Sum it up for me in a sentence.

Mr. DiNNEEN. I would say we are one of the technological super-
powers.

Representative HamiLTON. Is Japan ahead of us or behind us?

Mr. DINNEEN. Japan is ahead of us in certain areas, and we are
ahead of them in certain areas. The same thing was true of the
Soviet Union in the military.

Representative HamiLToN. Who would you identify as the techno-
logical superpowers?

Mr. DINNEEN. Well, the United States, Japan, and then I would
say if the Europeans come together, they would be one—Germany,
France, and so on, if they get a unified European Community.

Representative HAMILTON. I was interested in your report. NAE
argues forcefully for a stronger government role. More specifically,
a reorientation of U.S. public policies to reflect the new global re-
alities of technical convergence and interdependence.

You want the United States to develop the necessary human, fi-
nancial, physical, regulatory, institutional infrastructures. Highest
priority must be to make the United States an attractive and ad-
vantageous place for individuals and companies, regardless of na-
tional origin, to conduct the full complement of technical activities.

You seem to be arguing for a very, very active role by govern-
ment in making the United States competitive. Mr. Peterson says
it is the macroeconomic policies that we have to get straight. Is
there a big gap between you two here? How much government do
you want? And precisely what do you want us to do?

Mr. DiNNEEN. Could T make a general comment first? As I said
in my testimony, I am an engineer. I am not an economist. I have
been concerned most of my life with the development of military
technology, both at Lincoln Laboratory and with the Government,

One of the reasons I went to industry was I was concerned with
the productivity of our nation, the fact that we seem to be, as Con-
gressman Scheuer has pointed out, losing out in a number of areas,
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and that we were not producing the right kinds of equipment and
getting it into the field.

To answer your question another way about technological superi-
ority, if you look at the advanced technology, we are the technolog-
ical superpower. That is why our universities are full of foreign
students. We have 50 percent of the foreign engineering graduate
s{:ludents because they are coming here because we are great in
that.

We have not been able to turn that into competitive product
worldwide. I think in order to change that situation, which has
been deteriorating over a long period of time, we need not just
macroeconomic policies, which I think we need—we do need to de-
crease the cost of capital, we do need to worry about encouraging
long-term research and development—but we also need to gather
data on what is happening in other countries, we need to get this
kind of informed debate.

Again, speaking personally, I do not recommend, in your words,
a very active role for the Government. I do not think the Govern-
ment should decide that we are going to be first in HDTV and put
a lot of money into the production of that, or that we should build
the first hydrogen car, or whatever.

Representative HaMILTON. Your statement says the NAE report
argues forcefully for a stronger government role.

Mr. DINNEEN. That is right. I was just referring to a very, very
active comment. I am suggesting a forceful government role in wor-
rying about the competitiveness—now I am speaking for myself—
the competitiveness of our citizens. What I am concerned about is
getting a better standard of living for all our citizens.

Representative HamiLToN. How do we do it?

Mr. DINNEEN. We have to do it by making this nation competi-
tive, not only our own industry, but making it attractive for compa-
nies from other nations to come here and build their production
plants here and do their R&D here.

Representative HamiLToN. All right. I got that. But what govern-
ment policies do you want to achieve that?

Mr. DINNEEN. One, and maybe most important, is one that the
Government is already working on but I think has to work on with
even more urgency, and that is improving our educational system,
particularly kindergarten through 12th grade.

One of the problems that we have had in_this country is in the
work force. It is not the graduate engineers. We have to do a better
job of improving our education so that people are attracted here,
and because in the future our high technology thing.

We should be looking at various options for decreasing the cost of
capital or in bidding more capital. Maybe some kind of a tailored
capital gains tax. I don’t know. I am not an economist.

We should, as I said earlier, look at ways of changing the anti-
trust laws so that people can work together, not only on R&D, but
on process as well.

Representative HamiLtoNn. How much government support do
you want developing this precompetitive technology? I want you to
define that phrase for me. That does not mean anything to me. Ido
not know what precompetitive technology is. I do not know what
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generic technology is. What are we talking about there? How much
government support do you want for it, and how do we give it?

Mr. DINNEEN. I am sorry. Let me first try to define the term. I
am sorry for the jargon. I try to avoid that.

The technologies we are talking about are the technologies that
underlie our industry. For example, advanced materials, basic
semiconductor research, perhaps software engineering, things
which underlie a number of different products and industries. Ge-
neric means they apply to a number of different things.

Representative HamMiLTON. And you favor government supporting
that kind of effort?

Mr. DiNNEEN. There is, as you know, an advanced technology
program now in the Department of Commerce. I think it is funded
at %fo million this year. I know there has been some discussion
within the Congress of funding it at perhaps $100 million next
year. That would seem to me to be a very good thing to do.

Rg?presentative HamiLToN. Who should be allowed to participate
in it?

Mr. DINNEEN. Certainly primarily American companies. That is
a very difficult question, how you restrict the participation. I
assume you are referring to whether or not we allow foreign com-
panies to participate?

Representative HAMILTON. Yes.

Mr. DINNEEN. Obviously, I would think a foreign company by
itself would not participate. But suppose there is a consortium to
develop this technology, and one of the members of the consortium,
with the consent of the other American firms, was foreign. Then I
would not want to legislate against that.

Representative HamMILTON. You would not put a requirement in
that only American companies could participate?

Mr. DINNEEN. I would not.

Representative HamiLToN. Would you require any kind of condi-
tionality or reciprocity?

Mr. DINNEEN. Oh, yes, I would. Absolutely.

Representative HamiLToN. OK. Of course, these questions really
go to all of you. I want to get your ideas on them as well.

Mr. Peterson, what do you think of all this? Do you want a
strong forceful government role in developing precompetitive tech-
nologies and generic technologies?

Mr. PeTERSON. As I understand the process, yes. I do not think
there is any disagreement on that score. I think the Government
should devote considerably more resources to these issues.

Representative HAMILTON. Than we are?

Mr. PETERSON. Than we are now doing, as I understand it.

Representative HaMiLTON. We are doing it rather modestly?

Mr. PeTERSON. That should be augmented with broader policies. I
do not think there is a shortage of resources in the United States
in the aggregate when you look across all industries, as some
others would suggest. As I mentioned earlier, American multina-
tionals are leaders in most industries. In sales they are fairly
strong. In profitability they are far more so.

It is the differences in rates of return that American corpora-
tions are willing to accept that have prevented them from making
the commitments to R&D and capital expenditures that would
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enable them to maintain parity with Japanese firms. That differ-
ence of cost of capital is basically made in Washington in a very
significant way.

Representative HamiLtoN. But you support the advanced tech-
nology program. You would like to see it expanded. Do you think it
should be limited to American companies?

Mr. PerERsON. I really do not feel very qualified to respond to
that, but I am inclined to agree with what I heard from Mr. Din-
neen.

Representative HamiLToN. That foreign companies ought not to
be excluded.

Mr. PETERSON. Prima facie, under certain circumstances. Here
again, I think one needs to look at, as Ms. Tyson was suggesting
earlier, the structure of the foreign companies or industries that
are participating. If they are already global technological leaders in
the industry in which one is looking to support the research, one
would not necessarily want them participating in a way that will
act only to reinforce their global competitive leadership.

Representative HAMILTON. Are we getting away here from the
Silicon Valley entrepreneurial model that some economists talk
about, that that is the way to get competitive in the world? Let
them rip out there, do their own thing, keep the Government out
of their way, that is the way to become competitive. You folks are
talking a different language here.

Mr. DINNEEN. I think we are. In fact, it is an interesting question
because when I was in government, we had a program in the De-
fense Department dealing with very high speed integrated circuits,
funded fairly heavily over a long period of time. At the time that
started, people in Silicon Valley said, many of them did not want
to participate. They did not want to participate because they said
just what you did—the right way to do this is to have the entrepre-
neurs and let them go. That did not work.

The people that did participate in it were larger than the mili-
tary companies, who then did not have a market, so unfortunately
they did not——

Representative HamiLToN. You like Sematech?

Mr. DINNEEN. Pardon.

Representative HamiLToN. You like Sematech?

Mr. DiNNEEN. I like Sematech.

Representative HAMILTON. Some people say Sematech is kind of
a rich boys club.

Mr. DiNNEEN. To some extent it is.

Representative HamiLtoN. Should it be broadened to let some
other people in?

Mr. DINNEEN. Meaning smaller U.S. companies?

Representative HaMILTON. Sure.

Mr. DINNEEN. Well, I do not know the answer to that. Obviously,
the companies that participate do it on the basis of everybody shar-
ing.

Representative HamiLton. How many participate?

Mr. DINNEEN. I think it is 20 maybe, 10 to 20.

Representative HamiLtoN. Fourteen. I am told 14, and they are
mostly big fellows. They are mostly big ones, aren’t they? How does
the little guy get in there?
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Mr. DiNNEEN. He cannot at this point.

Representative HamiLton. He is shut out, isn’t he?

Mr. DiNNEEN. He is shut out because the deal was——

Representative HAMILTON. So it is a rich boys club, isn’t it?

Mr. DINNEEN. I am not sure I would call them rich boys.

Ms. TysoN. I think the notion was they were relatively weak. I
would not use the word “rich” here. These were relatively big com-
panies by U.S. standards, but they were not big by the standards of
their foreign competitors. At the time Sematech was initiated,
these firms were big, but many were also on the brink of disap-
pearing. Their operations in critical technologies were scaled down
to such a point that it was perceived to be a threat to certain major
areas of the industry. Small firms really cannot be the major sup-
pliers in these areas.

Representative HAMILTON. You like the idea of Sematech?

Ms. TysoN. Yes. I think Sematech——

Representative HamiLToN. How would you change it? Expand it?
How would you expand it?

Ms. TysoN. I think that the main problem with Sematech was
not who was in and who was not in. The main problem with Sema-
tech was that it was too small an effort too late in the game. I
think the problem for the United States in general——

Representative HAMILTON. Is it a waste of money now?

Ms. TysoN. No, but it may be that we need more than we have
put in so far. I do not think that Sematech can solve all of the
problems of the industry. We have to constantly ask ourselves this
national policy question: Is a domestically owned capacity in the
semiconductor industry in mass-produced memory parts of the
product line important to us?

Representative HamiLtoN. You would agree with Mr. Dinneen
here that we really have to put a lot more money—we, the Govern-
f1‘1_1(=;;})t—into these precompetitive technologies that he has identi-

ied?

Ms. TysoN. As I said a few minutes ago, my concern about doing
just that is exactly related to another point that Mr. Dinneen
made. We generate a lot of good ideas here. Contributing to pre-
competitive R&D support will allow us to generate more good
ideas. The truth is, America’s history of failures in industry is not
due to a lack of good ideas. Therefore, I am afraid that if we just
put more money into generic R&D, we are going to be sorely disap-
pointed with the results.

Representative HamiLToN. How do we get into the business of—I
don’t know the right word—commercialization of this. Is that a
role for the Government as well, to get into spreading the informa-
tion, diffusing the information that you develop?

Ms. Tyson. Yes. I think there are two things we need to do. We
need to be more involved in the diffusion of ideas. Investing in
more diffusion efforts could extend knowledge that we already
have or help develop new ideas.

Representative HAMILTON. You are using “we” as government?

Ms. TysoN. As government. State governments are doing some of
this right now. There is some effort to diffuse new technologies to
small- and medium-sized firms already going on. However, it could
also be coordinated as a Federal effort. I want to emphasize to this
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panel that the United States has to be more serious about this
policy. There are a lot of generic technologies out there. Which
ones do we actually support?

The United States has to recognize that certain industries, for a
variety of reasons, are arguably more important than others and
that there are certain critical industries in trouble.

Representative HaMILTON. And the Government has to make
that decision?

Ms. Tyson. I do not even think the Government has to make
that decision. I have a feeling that the National Academy of Engi-
neers, the National Science Foundation, the Academy of Sciences,
Erich Bloch could sit here and tell you which ones.

Representative HamiLToN. Well, should we pass a law and say
Erich Bloch can identify which industries to put money into?

Ms. TysoN. No.

Representative ScHEUER. Could we have an American MITI
making these decisions?

Ms. TysoN. We could have some kind of cooperative industry-gov-
_ ernment panel. This is really what DARPA was trying to do in the
military sector. They identified the technologies which looked like
the most important bets. Using Federal dollars and getting match-
ing funds from the private sector, we can promote spending in this
direction.

Representative HAMILTON. Let me see if I understand you cor-
rectly. With such an informal arrangement as you have identified,
you think there would be kind of a consensus emerging as to where
the investment ought to go? Is that it?

Ms. TysoN. I am not talking about investment in particular
firms; I'm talking about targeting general areas.

Representative HamiLToN. Why is it other countries beat us so
badly in this business of commercialization?

Ms. Tyson. I think there are a variety of issues. I do not want to
argue here that there is no weight to the macroeconomic story. If
you think about what is going on——

Representative HaMILTON. I was going to get back to that.

Ms. TysoN. We have to think about incentives for our companies.
We have put them in a position where the cost of capital is rela-
tively high, and furthermore, their market is not secure. In the
previous decade, we gave them an incredible exchange rate disad-
vantage, we dragged our feet in dealing with foreign market bar-
riers, we did not even believe that such barriers worked to our dis-
advantage until sometime in the mid-1980’s. Our firms were faced
with high cost of capital, high risk to investment because of the ex-
change rate and the market barriers they faced abroad. Frankly, in
many circumstances, the perceived return relative to risk was not
really enough to go far in commercialization.

Representative HAMiLTON. What then do we need to do to make
the transition—and I am speaking now, we the Government—what
do we need to do to make this transition from the laboratory, from
R&D, to commercial applications?

Ms. Tyson. I think we have to do a number of things to improve
the climate for American business, and that will encourage them to
commercialize new technologies. I will go down my list because I
have had a little time to think about it.
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I think we should make the R&D tax credit permanent and
broad. I think we made a terrible mistake getting rid of the invest-
ment tax credit. Furthermore, I think the investment tax credit
should be more targeted, should be much more selective in what it
encourages.

I think we made a mistake in weakening DARPA—I think we
should strengthen it and increase its budget. I think the United
States is in a precarious situation right now because—

Representative HamiLron. Hold on just a minute. DARPA is in
the Defense Department, right?

Ms. TysoN. Right.

Representative HaAmMiLTON. Our problem is not there, is it?

Ms. TysoN. No, but let me——

I}Iegresentative HamiLtoN. Our problem is in the civilian sector,
right?

Ms. TysoN. Yes, but let me point out to you——

Representative HamiLToN. Why do you strengthen DARPA?

Ms. Tyson. I would strengthen DARPA for the following two rea-
sons. First, if you look at the U.S. economy, our most dramatic suc-
cess stories are industries in which the Federal Government played
a major supporting role at some point early in their development.

Aircraft, we are the No. 1 producers of aircraft in the world.
Why? Because that was a defense priority. We are the No. 1 com-
puter producers in the world. Why? Who started the computer in-
dustry? DOD procurement. We are the No. 1 agricultural industry
inlighe world. Why? Because we developed it as a result of national
policy.

Representative HaAmiLTON. I am sorry. I have a problem arising. I
apologize to you. I have a conflict that has arisen and I have to
turn to it immediately. I have all kinds of questions I want to ask
this panel because I think it has been a very stimulating panel,
and I hope you do not take my questions as being antagonistic. I
am really trying to draw you out.

My interest here really is policy. How do we deal with the prob-
lems that you very well set out for us? I hope that in the balance of
our session you can be as specific as you can. Of course, I am also
interested in the question of foreign companies. Sometimes we get
the sense around here that foreign companies are just coming here
and plucking our high-tech jewels, if you would, in this country,
and taking the high technology back to wherever. I would like you
to address that question and a variety of others.

Representative SCHEUER. Mr. Chairman.

Representative HAMILTON. Go ahead.

Representative SCHEUER. Ms. Tyson, we got lost. She was giving
us a laundry list of industries that have developed and prospered
because the Government was there to provide a market, to provide
stimulation. Could we just let her finish that laundry list? I think
that was instructive.

Representative HAMILTON. Go ahead.

Ms. TvsoN. My list is basically aircraft, all the sophisticated elec-
tornics and computers and sophisticated componentry. I also argue
that our strength in agriculture is also due, in large measure, to
public policy.
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The danger the U.S. faces as we scale our military effort—assum-
ing we continue to do that, particularly with the budgetary crunch
gituation—is cutting research spending through the DOD. DOD-
sponsored research had some beneficial effects on the economy.
That was pretty targeted. It was not general.

Representative Hamiuton. Can I ask you this question? How
$uc;1 of American high technology today involves Federal subsi-

es?

Ms. TysoN. Do you mean what percentage of their revenues?

Representative HaMiLTON. I am just getting some sense of it.
How important is government subsidy to American high technolo-
gy? I guess that is the point.

Ms. TysoN. The problem with asking that question is that it isa
very static question. The U.S. position in computers today is a con-
sequence of spending and procurement and standards policies
which have been in existence during the entire postwar period. The
Japanese would not have a computer industry if they had not had
a series of public policies exactly targeted at the notion of having a
computer industry. The South Koreans, to take another example,
would not have a semiconductor industry if they had not done that.

Our firms have very little in the way of subsidy support from our
government. But that does not mean that at another time the ex-
istence and growth of an industry was not predicated upon some-
one’s willingness, under the guise of defense, under the guise of na-
tional security, to say this technology is really critical. We have to
go with this technology.

Representative HamiLToN. You are willing to continue the
DARPA. That is, you think the focus from an organizational stand-
point now, in the Government, ought to be in DARPA.

Ms. TysoN. I think the following. DARPA has done, by anyone’s
measure, extremely brilliant work at choosing and promoting tech-
nologies which have been of interest to the military and to the ci-
vilian sector.

Representative HAMiLTON. A lot of people say today that the
technology that you need in the military has less and less of a spin-
off in the civilian sector. And that indeed, the civilian sector now
has a lot of spinoff into the military.

Ms. TysoN. But in fact, DARPA was adjusting its own policies in
that respect, exactly reflecting that. The current trend in DARPA
over the last several years was to say, what we have to do is identi-
fy and support critical dual-use technologies which will be commer-
cial and military. They got into trouble, because of an unwilling-
ness on the part of U.S. policymakers to target a technology if that
technology has any commercial interest. There is a feeling that if a
technology has commercial interest, we definitely should not target
it, because the market will figure it out.

But in precompetitive and early stages of competition in new
technologies, what is the market? It is a few players, most of them
subsidized and protected by other governments.

Representative HamroN. Would you like to comment on this?

Mr. DINNEEN. Yes, I would like to.
thgepresentative HamiLtoN. You have had a lot of experience with
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Mr. DiNNEEN. Yes. First of all, on your question about govern-
ment subsidy and R&D, the research and development test and
evaluation budget of the Nation, I think is around §120 billion, and
about half of that——

Representative HamiLTon. $120 billion?

Mr. DiNNEEN. $120 billion. That is for everything. We are talking
about everything from basic research to the case of the develop-
ment of the Stealth in the case of defense. But $120 billion for U.S.
R&D, $60 billion of that is government and $60 billion is industry. I
think it may be a little more industry now.

Of that $60 billion, maybe $30 or $40 billion is defense, and the
rest is National Institutes of Health and so on, National Science
Foundation. So the Government already plays a very large role in
the U.S. technologicial strength.

With respect to the specific question about DARPA, I feel first of
all that DARPA has done a very good job. I have been involved
with it from its very earliest days. I think you are right, that for a
long time defense technology was moving into the commercial
sector. Particularly in electronics now, it has been moving the
other way. But there are also many defense technologies and space
technologies which will move the other way.

I do not think we should give DARPA the role to do this for the
commercial. I think it should be separated. I think the people in
defense should be concerned about technologies to support our de-
fense. That is their mission. If we are going to worry about other
technologies, I think we ought to do it in a different way.

The question of public policy, you asked why did we not commer-
cialize. Some of this is the problem of the private sector. If you talk
to them privately, they will tell you that. They had big markets
and they simply were not giving the attention to quality that
should have been done, and we suffered as a result. In fact, one of
the reasons the Japanese came in and took over semiconductors
was because their semiconductors were better.

Representative HAMILTON. A lot of this problem is management.

Mr. DINNEEN. A lot of it is management. Now, we are turning
that around, and we have not lost. We still are very, very strong in
commercialization of technology in areas like biotechnology and so
on.

Representative HamiLTON. I am just so sorry. I have to leave. I
apologize for that. I want to thank you for your participation. Con-
gressman Scheuer will carry on. It has been a very, very good
morning. Excuse me.

Representative ScHEUER [presiding]. Please proceed, Mr. Din-
neen.

Mr. DINNEEN. I was just saying that in terms of the quality, first
of all, the industries now have recognized it over the last 5 or 10
years and in fact have improved their productivity and their qual-
ity dramatically. The Malcolm Baldrige Award, which recognizes
that, is having a very, very large impact, both on the companies
that win it and on the companies who are competing for it. That is
a relatively small thing the Government has done, but a very im-
portant thing.

There are other answers to the question of how do we improve
this. By looking at the examples of our own companies and making
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them available to other people. We are doing studies; in fact, we
will be publishing a book this year at the academy on examples of
companies that have really done a good job of commercializing
technology, and then making that available. So there are some
things we can do that are not very costly.

One other point I do want to make, and I am sure Laura Tyson
and I are talking about the same thing. When I was talking about
further support of the advanced technology program, 1 was talking
about support of things like product and process technology, not
specific to a particular product. I would agree that putting more
money into basic research at this point, while it may be a good
thing to do, is not going to help as much as trying to focus on
things which will improve the commercialization.

Representative SCHEUER. Mr. Dinneen, the chairman asked me to
ask you a further question concerning Honeywell, with whom you
have worked for many years. Honeywell is a member of MCC,
Microelectronics and Computer Technology Corp., a Texas-based
technology consortium. MCC restricts its membership to U.S.-
owned corporations. What is the rationale for MCC’s U.S.-only
policy, and do you agree with that?

Mr. DINNEEN. I would have to admit that I am not current. That
policy may have changed. In fact, I know there was some discus-
sion about permitting some foreign companies into MCC. But when
I was there, you are correct, it was restricted to U.S. companies.

The rationale for that was that MCC was a consortium of Ameri-
can companies in order to compete primarily with the Japanese in
advanced computer technology. The question simply was, if we are
going to be competing with those companies, then we are not going
to let them in to learn the same things we are learning. The money
was put up by the American companies, and they agreed among
themselves that they would not open it to foreign companies.

Representative SCHEUER. If the Federal Government came in and
were to provide significant funding to MCC, do you think that the
Federal Government should require that MCC accept foreign-
owned corporations as members?

Mr. DINNEEN. No, I do not. The way I answered the question
before was I did not think the Government should legislate that
foreign companies could not be members. The same way, I do not
think the Government should legislate that foreign companies
should be members. I think that is a decision that has to be made
on a case-by-case basis.

Representative ScHEUER. What about the business of a foreign
company—say a Japanese company or a West German company—
coming into the United States, buying a company or getting control
of a company that has a unique product, service, or technology,
that they have developed over the years with significant govern-
ment support? Even if you are just talking about the tax deduct-
ibility of their research and development funds, the taxpayers still
have an interest in that. So a foreign company comes over here,
acquires a company that has a very promising future technology,
and then the foreign company transfers that activity to their own
country and gradually shrinks or leaves the domestic company to
twist slowly in the breeze. Is there a legitimate Federal role in pre-
venting that type of scenario, of preventing a large foreign compa-
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ny from acquiring the technology of the small company, sending
that technology back home to Europe or wherever, and in effect,
draining the lifeblood out of that promising small company?

Mr. DINNEEN. Let me say, I think that is a bad thing, but I do
not know how you can legislate against it.

Representative ScHEUER. It would be easy to legislate against it.
The question is, would that be a good thing or a bad thing?

Mr. DINNEEN. I do not think so. I would much rather do it from a
positive point of view, which is to try to encourage—which is really
what things like Sematech are all about—encourage our own com-
panies to recognize those companies and support them. There have
been many instances recently of companies which need more cap-
ital. You know all the cases, you read them in the paper too.

Then they go to the large Xmerican company——

Representative ScHEUER. That is what the leveraged buyout phe-
nomenon was all about, wasn’t it? Let’s not get into that. That is a
diversion.

Mr. DINNEEN. In my judgment, that is almost as bad for Ameri-
can R&D as anything else.

Representative SCHEUER. Yes, I agree.

Mr. DINNEEN. So to some extent, the question of buying a small
company and ruining it or taking it away, what is the choice? In
other words, if that company cannot take capital from a foreign
company, and therefore goes out of business, are we any better off
than 91f it takes capital and you run the risk of perhaps moving it
away?

Ms. Tyson. Can I say something on this issue of the foreigners
buying the technology? I think there are two issues here.

1Rep;'esentative ScHEUER. Could you pull that microphone a little
closer?

Ms. TysoN. We seem to think it is a shame if an American com-
pany has a technology that is commercializable; American firms
are not interested in developing the technology and it is sold to a
foreigner. But when an American firm fails to develop the technol-
ogy it either dies, or a foreign firm buys it and develops it, so the
technology does not die.

Representative ScHEUER. But it is not here.

Ms. TysoN. We do not know where it will be produced, but it is
developed. Somehow our consumers ultimately benefit because the
technology will do something good for the worid.

The third choice is we have a new institution which says it mat-
ters to us that there are commercial technologies out there that
are not being supported by the private capital market, and we
want to be able to do something about it. So we have something
like MITI.

Representative SCHEUER. Now, this is an industrial policy.

Ms. TysoN. Why do we have to name it?

Representative ScHEUER. I do not use that as a pejorative phrase,
believe me.

Ms. TysoN. Let’s use another term—key technology center. You
have a great display idea. You go around to domestic private finan-
cial markets and they say, the Japanese are better in displays than
we are, we are not going to give you any money, forget it. However,
we have a national interest in supporting display technology be-
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cause the world display technology base is heavily concentrated in
three or four companies. So we develop a way of providing sup-
port—temporary support, cooperative support, with the company,
with the private capital market—so that the private technology is
developed by private and public funds here, rather than by foreign
funds. As long as we rob ourself of that last option, we are faced
with the terrible choice of letting the technology die or letting the
foreigners buy the technology. At which point, of course, we turn it
over to the foreigners. We do not want to kill the incentive to inno-
vate, to come up with the technology in the first place, by denying
financing to individuals who do just that.

If we are not willing to come up with another institutional sup-
port mechanism, then we will have foreign investment. We cannot
block it. We should not block it. We should think of other ways to
encourage it. These other ways may require a change in some insti-
tutions and policies.

The second thing is really the issue of reciprocity. We also have
to look carefully at who the foreigner is. There is a concern when
foreign money is coming in as the result of profits that were accu-
mulated in a foreign market closed to American firms.

When foreign markets are closed, American firms are robbed of
profits abroad; and foreign firms that make profits at the expense
of American firms may turn up to buy American technology. That
strikes me as an inappropriate situation. Therefore, we have to
look at these situations somewhat conditionally. We cannot let
every foreign purchase of every U.S. asset go through on the
grounds that it must be good for the U.S. economy.

Representative ScHEUER. Well, it has been an extremely interest-
ing session. I want to thank you all not only for your creativity and
your thoughtfulness, but for your patience too. It is exactly 12
noon}.1 The Sun is just going over the yardarm. Thank you very
much.

[Whereupon, at 12 noon, the committee adjourned, subject to the
call of the Chair.]
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