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ROUNDTABLE CONVERSATION WITH
BARRY BOSWORTH ON THE STATE OF

THE ECONOMY AND ECONOMIC POLICY

TUESDAY, NOVEMBER 12,1991

CONGRESS OF THE UNITED STATES,

JOINT ECONOMIC CoMMITTEE,
Washington, DC.

The Committee met, pursuant to notice, at 10:03 a.m., in room 2359,
Rayburn House Office Building, Honorable Lee H. Hamilton (vice
chairman of the Comittee) presiding.

Present: Representatives Hamilton and Fish.
Also present: Chad Stone, professional staff member.

OPENING STATEMENT OF LEE H. HAMILTON, VICE CHAIRMAN

REPRESENTATIVE HAMILTON. The Joint Economic Committee will come

to order.
Today is another in a series of roundtable conversations that the Joint

Economic Committee is holding with prominent economists to discuss
the state of the economy and economic policy. We are pleased to have as
our guest today, Barry Bosworth, Senior Fellow of The Brookings
Institution.

Dr. Bosworth's recent research has been concerned with trying to un-
derstand the decline in national savings in the United States. He served in
the government as chairman of President Carter's Council on Wage and
Price Stability.

We are very pleased to welcome you, DR. BOSwORTH. We look for-
ward to having a good discussion with you.

You may proceed as you see fit. Your remarks will be entered into the
record in fuill.

STATEMENT OF BARRY P. BOSWORTH, SENIOR FELLOW,
ECONOMIC STUDIES PROGRAM, THE BROOKINGS INSTITUTION

DR. BOSWORTH. Thank you. I am not going to read all of my remarks.
I wrote out some notes.

I would like to emphasize this morning that I think, in fact, that the
current recession is over in the sense of declining rates of growth of ag-
gregate output and that we are starting a very anemic economic recov-
ery. I think you could say the good news is the recession has ended. The
bad news is that this is about as good as it's going to get.

I also believe that all the emphasis currently on the recession and
short-term fiscal policy measures to jump-start the economy are rather
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seriously misplaced. This is the mildest recession that the United States
has had in the entire post-World War II period, in terms of the magni-
tude of the downturn or the rise in the level of unemployment.

The problem is that it has been superimposed on top of a severe secu-
lar decline in economic performance in the United States that has been
going on for almost two decades, so, when you combine the recession
with the deterioration and long-run economic performance, this turns out
to be from the point of view of most Americans a very serious situation.

I think that the fundamental problem we face is the secular decline
and not the cyclical phenomenon. I think that Federal Reserve monetary
policy will be sufficient and should be charged with making sure that the
economy continues with at least some expansion.

The problem has been that we have refused for more than a decade to
address the long-term secular problem. Now, when we talk about further
measures of fiscal stimulus where we would pile another tax cut on top
of about a 300 billion dollar budget deficit, I think that will help the
economy sufficiently for a period of time to get us through the election.
But the long-term cost of refusing to address these things will just con-
tinue to mount.

One way to see this, in terms of the short run, I would like to say a
few things about that. For example, there has been in the press, and here
on Capitol Hill, an enormous focus on the notion that the decline in the
recession and the failure of the economic recovery reflects a weakness of
consumer spending in the United States.

I think, in fact, if you look at the data, almost exactly the opposite is
true. One way in which this shows up is that we take consumer surveys
and we say that consumers are pessimistic and, therefore, unwilling to
spend when, in fact, the savings rate of American households has fallen
continuously throughout the recession and dropped again in the early pe-
riods of the economic expansion.

In the third quarter, for example, consumer spending was up 55 bil-
lion dollars in spite of the fact that people's disposable income only in-
creased 40 billion dollars. I don't recall a situation in which consumers
continue to spend more than they earn in income consistent with the no-
tion that they are being pessimistic.

Instead, I think, consumers are pessimistic for good reason. They
don't have any income. The fundamental problem is a dropoff in aggre-
gate economic activity and the lack of real income growth by American
workers.

A couple of other dimensions where you can see this, which has also
become very common in the last year, is to say that the problem is that
higher taxes have eroded disposable income of Americans. I think a lot
of people think that there have been substantial increases in taxes at the
state and local level.

But, again, if you look at the National Accounts data, you will find
that disposable income after tax is, in fact, rising faster than people's in-
come before tax. The problem again is that incomes before tax are not
increasing, not that there has been an increased tax rate.
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Furthermore, we have even moved more in the direction of devoting a
larger and larger share of the Nation's income to the household sector.
Personal income before tax received by Americans has increased from
103 percent of national income at the beginning of the 1980s to 110 per-
cent by 1990, and now it's at about 111.5 percent

American households have been receiving an increasing share of the
national income and spending an increasing share of the amount of
money they get. In fact, I think it's far more accurate to characterize
what has happened to the United States as a country, which has been on
a consumption binge for over a decade, reduced its national savings rate,
ran huge deficits at the federal level, and then borrowed enormous sums
of money overseas to try to finance that consumption.

We have been through a decade of dramatically low rates of capital
formation in the United States. The whole thing has been compounded by
enormous speculation in real estate and financial markets.

The result is that I think a lot of these problems have now come home
to roost from the perspective of Americans.

The current recession is, in fact, due to a low level of spending in
every sector except consumers. Business firms continued in the third
quarter to cut back on inventory. Output is falling in the nonresidential
construction industry. There is a large backlog of unsold homes, and dif-
ficulties of obtaining construction loans for speculative home starts is
holding back the recovery of home building.

The recovery of the exports has now petered out for the last six
months. And direct expenditures by federal and state and local govern-
ments are falling.

Most business firms have now focused their attention on the problems
of excessive levels of debt that were built up through the 1980s. I think,
for many years to come, any increase in profits is going to go into a re-
duction in debt rather than in any attempt to expand capital spending.
So, I expect that investment spending will remain extremely weak in the
United States for several more years.

On the other hand, what I think is more alarming is that none of these
problems ought to surprise Americans. These problems should certainly
not surprise the Congress or people in the Administration.

The growth in real productivity and real wages in the United States
has been low since the early 1970s. For a period of time, it is true, the
low rate of growth and output per worker was camouflaged in the aggre-
gate data by the rapid increase in the labor force as the baby boomers
entered maturity. But this is all behind us.

If we look ahead to the 1990s, the U.S. labor force will grow at about
1 percent per year for the decade, as a whole. When you combine that
with output per worker increase of 1 percent, at best, I believe that you
will be lucky to see potential GNP growth rates in the United States of
anything more than about 2 to 2.5 percent.

For a year or two, we will be able to grow a little bit more rapidly
than that as we bring down the level of unemployment. But the long-term
outlook for the United States is now one in which aggregate GNP growth
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constrained by the poor performance on the supply side will simply grow
at an extremely low rate.

When you take the low rate of growth of productivity and you offset
it against the increases that American workers face in health care insur-
ance and other fringe benefits, what we will increasingly see is stagnant
real wages throughout the 1990s. Some American families have been
able to avoid the implications of stagnant or falling real wages per
worker but by increasing the number of workers per family. That option
is also going to vanish in the 1990s, because the two-earner family is
now the norm.

The decline in productivity and real wage growth has also impacted
very unevenly on American families because there has been a dramatic
widening of the wage distribution. In some of the handouts that I gave
you, I have tried to show some documentation of that.

Essentially, for example, if you are looking at male workers in the
U.S. work force in the 1980s, the bottom four-fifths of the entire distri-
bution of workers had real wage losses in the 1980s. To the extentthat
there has been any improvement in real wage performance, it is concen-
trated exclusively in the top fifth of the wage distribution.

This pattern began to develop in the 1970s, but it has accelerated
greatly in the 1980s. Thus, I think it is not surprising, to some extent,
when you would go out and take a public opinion poll throughout the
1980s and you asked Americans how the economy is doing, it really did
depend on where they sat.

If you asked upper-income people, their real incomes and consump-
tion gains were almost equivalent to the gains that they had in the 1960s
and 1970s. Most of the losses have been concentrated in the lower parts
of the wage distribution.

What we are faced with though, as a country, is a collapse of average
real wage increases for everyone. And average real wages will begin to
decline in the 1990s for the typical American worker. And, then, when
you combine that with the fact that the distribution of wage gains is wid-
ening, that means very severe losses among the lower half of the income
distribution.

I think the most fundamental problem in the deterioration of Ameri-
can living standards is the deterioration on the average. And that average
can be traced to the collapse of productivity growth or output per
worker.

I won't pretend or go into all the reasons why that has occurred. But I
do think that all the studies have agreed on three key ingredients to
achieving high levels of real wages and living standards that have been
emphasized for decades. And that is that you have to have large amounts
of modem capital per worker. You need an emphasis on research and de-
velopment to develop new products and processes. And you need a
highly educated and well trained work force.

If you look back 20 years ago at the performance of the American
economy and you focused on those three fundamentals, you would not
have been surprised that Americans had the highest standard of living in
the world. On the other hand, if you looked at the performance of those
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fundamentals for the past 20 years, either in comparison to past histori-
cal trends or to the current performance of other industrial countries, I
don't think there is any surprise at all about the deterioration of Ameri-
can economic performance.

After a decade or more in which Americans have been unwilling to
invest in the future, they shouldn't be surprised that the future looks a lit-
tle grim.

[The prepared statement of Dr. Bosworth follows:]
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PREPARED STATEMENT OF BARRY P. BOSWORTH'

Thank you for the opportunity to discuss some aspects of the current economic
situation with the members of this Committee. I shall limit my opening remarks to a
few simple comments about the current economical situation. First, I think that the re-
cession, in the sense of falling levels of output, is over, and the economy has begun a
weak economical recovery. The unfortunate news is that this is about as good as it's
going to get.

I also believe that the emphasis on the recession and short-term fiscal measures to
jump-start the economy is seriously misplaced. This recession has actually been one
the mildest downturns in the post-WWII economy. The recession seems severe only
because it has been superimposed on a secular decline in American economic perform-
ance that has been evident for nearly two decades. But Americans and their political
leaders have been unwilling to address the secular decline, because its correction
would require some painful short-term sacrifices. We would rather talk about how we
all deserve a tax cut that could fuel another round of consumption excesses. A tax cut
would stimulate demand and job creation for just about long enough to get us through
the enxt election. But, it would come at the cost of further long-term deterioration in
economic growth as measured by declining rates of growth for productivity and real
wages. The grim reality for most American workers is that their real wage or take-
home pay will drift downward throughout the 1990s.

I would prefer to spend just a brief period discussing the short-term economic
situation and focus more on the longer term trends. Let me make a few remarks about
why the current recovery is so pitiful. First, the weakness is not due to consumer pes-
simism or any unwillingness to spend. In fact, the consumer saving rate has continued
to fall throughout the and the first quarter of the recovery. For example, consumer
spending rose by $53 billion in the third quarter, compared to only a $40 billion in-
crease in disposable incomes. I find that difficult to reconcile with consumer pessi-
mism. The household saving rate has fallen from 6.8 percent of income in 1979 to 4.6
percent in 1990 and only 3.8 percent in the third quarter of 1991. The problem in re-
tail trade is that the industry has overbuilt and is now plagued with too many stories.

Second, the problem of low-income growth cannot be blamed on higher taxes. Dis-
posable income has actually increased over the last year as a share of personal income
before income and employment taxes. The problem is that before-tax incomes are not
growing.

Furthermore, households have gained a much increased share of national income.
The ratio of before-tax income has increased from 103.3 percent of national income in
1979 to 110.3 percent in 1990, and it has continued to increase in every quarter of
1991 to 111.5 percent. This has been made possible by corporations paying out an in-
creased proportion of their earnings in the form of interest and dividends rather than
saving to finance new investments; and the government increasingly pays for payments
to individuals by borrowing rather than taxing. It is an artificial means of sustaining
income growth and the trend cannot be sustained in the future.

By any relevant measure, Americans have been on a consumption binge in the
1980s, living way beyond their means, and financing the binge by reduced saving here
at home and borrowing heavily overseas. We are now told that the answer is to do a
little bit more of the same by further cuts in taxes.

I The views expressed in this comment are those of the author an donot relfect those of the staff or
trustees of the Brookings Institutior.
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The current weakness of the economy can be traced to low demand in every sector

except consumer spending. Business firms continued to cut back on inventory stocks

in the third quarter. Output is falling in nonresidential construction for well-known

reasons having to down with the speculative excesses of the 1980s. A large backlog of

unsold homes and difficulties of obtaining construction loans has held back the recov-

ery of homebuilding. The export boom appears to have petered out. And direct expen-

ditures by the federal and state and local governments are falling. Most business firms

are focused on reducing the excessive levels of debt built up during the 1980s, and

their investment spending is expected to be very weak for some time to come.

These problems should not be a surprise to Americans. The growth in productivity

and real wages has been very low since the early 1960s. The lack of growth in output

per workers was camouflaged in the aggregate data by the rapid increase in the labor

force as the baby-boomers reached maturity. But that episode is behind us, and labor

force growth will average only a little more than I percent annually in the 1990s.

Combined with gains in ouput per worker of only I percent per year, I believe that the

potential long-term rate of the economy has declined to only 2 to 2.5 percent per year

for the 1990s.
The low rate of productivity growth, when set off against continued large increases

in health care insurance and other fringe benefits, implies that the average worker will

see stagnant real wages throughout the decade. Some American families have avoided

the implications of slow real wage growth by increasing the number of workers per

family. That option will largely vanish in the 1990s, however, because the two-earner

family is now the norm.
The decline in productivity and real wage growth has also impacted unevenly on

many American families because of a dramatic widening of the wage distribution. The

gains in real wages have been heavily concentrated among the highest wage earners,

while those at the bottom have had large real wage losses.
The most important causes of the collapse of income growth has been the sharp

falloff in the rate of productivity growth since 1973. While changes in annual growth

rates of I to 2 percent may seem small to most people, the cumulative effect of the

slowdown, extending over 18 years, has cost the average American worker 30 percent

of wage income.
I won't pretend to understand all of the reasons why the decline in productivity

growth has occurred. However, the studies do agree that there are three key ingredi-

ents to achieving a high level of productivity. They are: (1) large amounts of modern

capital per worker, (2) an emphasis on research and development to develop new

products and processes, and (3) a highly educated and well-trained work force. In com-

parison to its own historical trends and the current performance of other countries, I

think it is evident that the United States is doing badly in all of these areas. After a

decade or more in which Americans have been unwilling to invest in the future, they

should not be surprised that the future looks a little grim.
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REPRESENTATIVE HAMILTON. Thank you. Where is the hope?
DR. BOSWORTH. I think that for the United States that the deterioration

of the performance has become so severe and has gone on so long that
you are now faced with a situation in which a turnaround in economic
growth in the United States cannot be achieved unless you are going to
accept significant short-term losses. There will be a dramatic reduction
in American consumption in order to generate the resources to be put
back into capital formation, research and development, and into the edu-
cation and job-training system.

I don't think that there is any way anymore to solve this problem by
telling Americans that they need a tax cut or further consumption. If we
try to push the economy even further in the direction of raising the ratio
of consumption to GNP, it will help employment in the short run, but the
long-term cost is steady deterioration.

The other part about this, I think, that makes it so difficult to deal
with is that it's not a crisis.

REPRESENTATIVE HAMILTON. It's not a what?
DR. BOSWORTH. It's not a crisis. There is not going to be any collapse

of this economy. Discussions of a Great Depression, I think, are gross
exaggerations.

If you were to make an analogy, I guess, I will give you two. One is
that I think Americans, in fact, look a lot like the children of John D.
Rockefeller. We have been for about two decades living off the assets
accumulated by prior generations, and financing our consumption by a
gradual drawing down of national wealth.

During the 1980s, we sold off or borrowed from foreigners a trillion
dollars, cumulative over the decade, from the rest of the world. That
sounds like a lot of money.

On the other hand, we still have 16 trillion dollars' worth of national
assets to sell. So, I think this whole process of living off national wealth
can continue for quite a long period of time.

I, for example, do not expect to see any increase in U.S. national sav-
ings rates any time during the 1990s, given the current opposition to any
measures to try to increase saving. But I think that the economy will con-
tinue in the 1990s much the same way it did in the 1980s.

People will be able to have an increase in levels of consumption in
both the private and public sectors, but it will come at the cost of further
sales of national assets to finance it.

What the U.S. actually looks like to me, if we are to compare it to
other countries-the performance of Great Britain in the 1950s and
1960s and in the. first part of the 1970s-is a continual, steady but grad-
ual economic decay. Everybody is unhappy and complains, but no one
sees it as a sufficient enough crisis to motivate them to change the na-
tional economic policy.

I think that is what we see here now. Most Americans are extremely
unhappy with the poor economic performance, but they are unwilling to
make any short-term sacrifice in order to turn it around.

I think you see it, for example, on issues like the Federal Government
budget deficit. If you take a public opinion poll, you will get about 85
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percent of Americans who think it's terrible. The only thing worse than
the budget deficit would be to do something about it because that would
mean tax increases, or it would mean significant cuts in government ex-
penditure programs that they see the benefits from.

I don't think we have an atmosphere in the United States at the pre-
sent that can realistically talk about policy measures that would turn it
around.

REPRESENTATIVE HAMILTON. Let me get clear in my mind, first, you
talked about the fact that the outlook is for continued, steady economic
decay, I think you said a moment ago. But, at the same time, it's not a
crisis, that you did expect modest growth through the 1990s. Is that
right?

DR. BOSWORTH. I would expect to see output per worker in the United
States grow somewhere between three-quarters and 1 percent per year.

REPRESENTATIVE HAMELTON. What does that mean in terms of the stan-
dard of living?

DR. BOSWORTH. If you measure people's standards of living after pay-
ment of social security taxes and after payment of employer health insur-
ance benefits, real wages will be falling by a couple of tenths percent per
year. That is a pattern that has been going on now.

I think that one available government measure-average hourly earn-
ings-exaggerates the decline, but that peaked in 1977.

REPRESENTATIVE HAMILTON. Let's take two problems. One is, what do
you do about the recession right now? I gather, from your comments,
you would leave it to the Fed. Would you elaborate on that?

Second, let's pick up your points at the conclusion of your statement.
What do you do in the long term? How do you get large amounts of
modem capital? How do you get an emphasis on research and develop-
ment? And how do you get the well-trained workers and so forth?

Would you address both of those questions? What do you do about
the short term? What do you do about the long term?

DR. BOSWORTH. I think, in the short run, the emphasis should be on the
Federal Reserve using this as an opportunity to unwind the huge real-
interest rate increases that went on during the-

REPRESENTATIVE HAMILTON. Even further than they have done?
DR. BoswoRTH. I would agree with them that it's maybe okay, given

that they finally took action last week to reduce interest rates by about
50 bases points in two separate moves. We can wait a little bit and see
what the improvement is.

I am afraid that industrial production is going to fall off more,
though. I would not be surprised at all that the Fed is going to have to
take even more action.

Second, one of the-
REPRESENTATIVE HAMILTON. But, right now, you would not take

that-
DR. BoswoRTH. Right now, I wouldn't. I would wait a couple of weeks

and see what the new economic news says.
It looks like the expansion that got started is leveling out, and we run

a significant danger that it could start to turn back down again. One area
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in which the problem shows up is that it has been a little difficult to
translate the short-term interest rate reductions into long-term interest
rate productions.

You saw this two weeks ago when there was some discussion on
Capitol Hill about a tax reduction. Financial markets are very concerned
that the long-run outcome of this policy, which we've embarked on in the
1980s, will be inflation.

They think it will become impossible to deal with the budget deficit.
They don't believe it will happen. Once there is recovery, they think there
would be pressures for inflation.

It appears that some of these concerns are keeping long-term interest
rates high. But, in addition, the United States, if you looked at the bor-
rowing taking place at the long-term end of the market, has also re-
mained very strong, in part, because the U.S. Treasury continues to
emphasize long-term financing in its rollover of the public debt.

There has been some suggestion that not only has the Federal Reserve
move eased up on monetary policy, but another thing that might be done
is that the Federal Government might shift a greater proportion of its re-
financing to the short-term end of the market and try to see if that would
help bring down the long-term rate.

The key to getting the economy going is to get the long-term rates
down. In particular, I think, to get the housing market going, we have to
get the long-term rates down.

The short-term rate reductions are most beneficial, I think, in the very
short run, in stabilizing the situation in commercial banking. Short-term
reductions in money market rates, relieving the competitive pressures on
commercial banks, help them in the very short run to improve their bal-
ance sheet.

I think, if we were to do anything in fiscal policy, it's rapidly getting
too late. If we were going to do anything, the ideal form of it would have
been something like an extension of unemployment insurance-things
where people would have had more confidence that, in fact, the stimulus
would be offset in the future.

REPRESENTATIVE HAMLTON. Let me go back to the monetary policy for
just a moment. As you look back over the manner in which the Fed has
lowered these rates, five steps, as I recall, over a period of months, was
that the way to do it? Or would it have been better to drop those rates
dramatically?

DR. BosWORTH. In retrospect, I would say that it would have been bet-
ter to drop the rates more quickly. But I think that is second-guessing the
Fed.

This policy that the Fed has followed throughout the 1980s, of what I
would call leaning against the wind, trying to show continuity of policy,
not sharp reversals, has worked amazingly well. I mean, they did a sur-
prisingly good job of keeping the U.S. economy going in the 1980s at a
time when they received absolutely no help at all from fiscal policy. And
the international climate in which they had to operate was enormously
more complicated.
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I think you have to look back at the beginning of 1991 to see some of
their problems. There were two things, I think, that limited their efforts
to turn around the domestic decline.

One was from January through March-starting a little bit earlier in
1990-the American dollar was falling quite dramatically in interna-
tional markets. They were worried that sharp reductions in American in-
terest rates, relative to foreign interest rates, would cause capital to move
back out of the United States and get a crisis of a collapse of the dollar,
so to speak.

Second, there has been a big change in the way U.S. monetary policy
is decided, in effect, because it has become more democratic. There is
much more emphasis on the Open Market Committee. The presidents of
the regional Federal Reserve banks have much more to say in that policy
than was true in the past.

And, in a voting sense, there was a substantial portion of the Open
Market Committee that was worried about the inflation, which in 1988
had started the move towards constraint. And, for the first half of this
year, even though energy prices started to fall, the Consumer Price Index
stuck at surprisingly high levels.

Greenspan was trying to argue that they should move towards easing
because he believed that in the future inflation would slow. Several mem-
bers of the Board or of the Open Market Committee are of the "show-
me" type, "I've heard of these forecasts before."

I think, since they do not want to move on policy on close votes be-
cause close votes lead to reversals and instability, they waited for a cou-
ple of months. We are now in a situation where the dollar went up about
8 percent on a trade- weighted basis through the period of about April up
into July. It has been very stable recently, and the inflation rate has come
down, evident in the statistics.

Therefore, I think, there is much stronger cohesion in the Open Mar-
ket Committee to move with some determination. I admit that the short-
run timing of it surprises me.

I would have thought that three or four weeks ago one would have
moved. I thought it would have been better to try to put together a big
package rather than letting it dribble out.

But I think that last week's move to cut the discount rate by 50 basis
points reflected that they had reduced the federal fund rates in two steps
of 25 basis points each. And I think that they were trying to bring back
some of the actions they had taken about a week earlier, put the two to-
gether, and try to convince markets that they are more determined to
head this off.

REPRESENTATIVE HAMILTON. On the fiscal side, short-term, you said a
moment ago that it may be too late. In any event, we ought not to cut
taxes. On the fiscal side, you would just hold. Is that it? Try to keep the
deficit reduction agreement of a year ago and not cut any taxes.

Spell it out for me, what you would do on the fiscal side? Hold
steady?

DR. BoswoRTH. Yes. I would not have been opposed on the fiscal side
to something like the extension of unemployment insurance benefits. It
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may still be possible in a fairly short period of time to meet some com-
promise with the President to enact that.

What I like about a measure like that is that you are almost guaran-
teed that the expenditures will come back down in the future. What I dis-
trust enormously is claims that a tax cut today is going to be financed by
defense expenditure reductions in the future, and then in the future when
they occur, they will be spent four times over in other programs or in
other tax cuts.

I am not big on the budget agreement because I think the budget
agreement was basically an agreement to do nothing. But I think, from
my perspective-

REPRESENTATIVE HAMILTON. Would you have voted for it?
DR. BosWORTH. No.
REPRESENTATIVE HAMILTON. Why not?
DR. BOSWORTH. Because I think that the agreement was way too mod-

est. In one respect, it dramatically overestimated the potential for U.S.
economic growth in the 1990s; and, therefore, the amount of revenues
that were being projected was way too high.

One way to put that is, for example, I don't think the potential GNP
in the United States is growing anymore than 2 to 2.5 percent a year. If
you just take existing government programs, the current services budget
for the United States, to finance that at the existing tax rates, you have to
have an economic growth rate in excess of 2.5 percent.

Just 2.5 percent growth in GNP generates the revenues to cover exist-
mig programs. If you are not going to grow that much, then you are look-
ing to a secular increase in the structural budget deficit.

REPRESENTATIVE HAMILTON. What do you mean by the word "secular ?
DR. BOSWORTH. Extending over a long period of time, independent of

business cycle fluctuations.
REPRESENTATIVE HAMILTON. Okay.
DR. BOSWORTH. Maybe, structural is something that is either secular

or structural.
REPRESENTATIVE HAMITON. I noted that you used that a couple of

times.
Before going into the long-term questions, let me turn to Congress-

man Fish, to just see if he has comments or questions.
REPRESENTATIVE FISH. Yes. I am interested in the long-term, too. I

came here because I periodically read in major newspapers that there is
really nothing that the Federal Government could do now that would
make a difference, speaking particularly on the fiscal side.

I was hoping for better news than I got.
[Laughter.]
DR. BOSWORTH. There is a great deal of difference between them say-

ing that there is nothing that the government can do now and saying that
there is nothing that the government could have done. I don't think that
these trends are anything that anybody should be surprised about. They
have been here for a long time.

REPRESENTATIVE FISH. No. I understand that. There are just a couple
of things before we get to the longer range.
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You say somewhere that consumer spending is about the only thing
that is holding up. I didn't underline it, but I think that was somewhere
here. In another place, you say that the problem is that before-tax in-
comes are not growing. I want to just

DR. BoswoRTH. The other point that I am trying to make is, I think
you can distinguish between the two. You could say that consumer
spending is the cause of the recession, or something in two sentences.

Suppose consumers weren't getting very much of the increase in in-
come because, say, it was being drained off in taxes, or it was going off
into corporate profits, or something like that. And somebody says, 'Well,
for example, the wage share of GNP is falling. We are just not getting
our fair share."

Second, somebody says, "Consumers are pessimistic about the fu-
ture," meaning that they would hang onto their income, try to repay their
debts, and they are not spending.

In both of those accounts, if you look at what is going on, it's just not
true. The savings rate has fallen in every single quarter of this year, and
it dropped dramatically in the third quarter.

Consumers are pessimistic in the sense that they have come to realize
that their real incomes are failing, and a lot of them have known this for
many years. If anything, it's just the majority of Americans.

Second, this is an unusual recession. This is a recession that has hit
the East Coast. It has hit the service industries. It hit the West Coast. It
hit the media centers of the United States, in other words. They talk as
though this is the worst recession that we have had.

The worst recession that we have had was in the early 1980s in the
Midwest when the national unemployment rate went up to 11 percent.
What did you hear here on the coast? "It's just the rust belt. We are im-
mune to recession."

What has happened on the East Coast is that they woke up to realize
that they are not immune to these economic trends that have been going
on in the United States. The Midwest is not part of this recession be-
cause, outside automobile demand, the Midwestern economy is basically
in pretty good shape.

They are dependent on manufacturing and exports. Up until very re-
cently, that was the strength. Then, they got clobbered because people on
the East and West Coast couldn't buy cars anymore either, and automo-
bile demand has fallen off.

If you look at the capital goods industry-selling for export out of
states like Ohio-are doing very well. Look at the increase in the unem-
ployment rate in Midwestern states compared to the increase in the un-
employment on the West Coast.

This is a service sector recession due basically to the excesses of the
financial industry and the excesses in real estate. It is not a traditional
goods production recession, and consumers basically spend their money
on goods and services.

I think that, if you really want to see the weakness of the U.S. econ-
omy, it's such a gross misstatement of our long-term problems to say
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that consumers aren't spending enough. Consumers are spending too
much.

We don't want to fix something in the short run by pushing in a direc-
tion that makes it even worse in the long run.

REPRESENTATIVE FISH. As a tax cut.
DR. BOSWORTH. Yes, because, in the long-run, Americans have to re-

duce their level of consumption. We are living beyond our means.
We have to stop this borrowing from
REPRESENTATIVE FISH. What would that mean? Could you explain

that?
I mean, granted, we understand that it will be very painful politically

as well as economically. But how do you ratchet down consumer spend-
ing, and what is the benefit of a lower rate of consumer spending?

DR. BOSWORTH. You ratchet down consumption spending very easily
just by increasing saving. In the immediate short run, the fastest way to
increase national saving is to increase it at the government level, which
means eliminate the government dissaving.

There is a longer term problem with the private savings base. Where
would the benefits show up to Americans?-in two areas that would be
substantial.

Number one, a high level of national savings would make possible a
much higher level of capital formation, a more modem capital stock and
improved productivity. Number two, a higher level of savings in the
United States would mean that the United States would not have to bor-
row overseas; and, consequently, imports would decline relative to
exports.

Those industries, dependent on exporting into the global econo-
my-admittedly, the Midwest in this case-would benefit substantially
from that kind of a policy.

I think, if you are looking over a two- or three-year horizon, what I
am talking about for the United States is that I think you would try to en-
gineer a dramatic reduction in the size of the budget deficit. People
would say that that will lead to recession-

REPRESENTATrVE FISH. Excuse me. That's what you mean by increased
savings at the government level?

DR. BOSWORTH. Yes. Government
REPRESENTATiVE FISH. Is a deficit?
DR. BOSWORTH. Yes. Government is the sector of the economy, so to

speak, where consumption is most in excess of income.
The government savings rate is negative. The household savings rate

is nearly zero, but it's still positive.
The business savings rate has also declined dramatically. I gave you,

in some of the handouts, the biggest decline in the private savings rate is
in the business sector where, instead of retaining earnings for reinvest-
ment in capital, they are paying them out to stockholders and
bondholders.

In the financial sector, literally, they are borrowing money to make
dividend payments because they don't have enough profit to cover the
cost of dividends.
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REPRESENTATIVE FISH. If the deficit is the increased savings in the gov-
ernment level, then you get to the Chairman wanting you to tell us how
we get to Items 1, 2 and 3 on your page 4, all of which would require
considerable government spending.

DR. BOSWORTH. Yes. I think, in terms of the current discussion and
some that people have said publicly, in some ways that's the dilemma.

I personally think that Americans are dramatically undertaxed, that,
in the public sector, it is one of the most severe problems of underinvest-
ment in the future that we have. I think the evidence is growing that we
have serious difficulties in the educational sector. I think that there is a
lot of evidence that the social infrastructure for the American industry
has deteriorated because most of the public expenditure cutbacks have
been concentrated in investment sectors.

If we want to get a quick, to some extent, a substantial improvement
in U.S. living standards, where is the highest rate of return? All the stud-
ies show research and development. The United States is fantastically
good at it. We earn very high rates of return on capital invested in re-
search and development.

The empirical studies would suggest that social rates of return to re-
search and development in the United States is in the neighborhood of 25
percent a year at a minimum.

The problem with these things? Well, I don't think the solution to edu-
cation is just to spend more money. You know that part of it is going to
be to spend more money.

Americans said they wanted to do that, and some state and local gov-
ernments increased spending on education over the last two or three
years.

If you will look in the current year, where are all the cuts? Heavily
concentrated in the educational sector.

The moment the alternative was an increase in taxes, Americans
abandoned the emphasis on trying to put more resources into education.

REPRESENTATIVE HAMILTON. You are talking about state budgets?
DR. BOSWORTH. Mainly in state and local budgets. If you want to read

the Washington Post this morning, you will find a very dramatic local
example of what the State of Maryland has done in its educational
budget, because the consequences of these don't show up in the short
run. So, we tend to concentrate the cutbacks there.

If you look at the Federal Government budget, all through the 1980s,
there is data available on capital expenditures. You will note that the
biggest cut we have had was in the capital expenditure type items in the
federal budget.

Why? Because the consequences of these are way off in the future.
But this has been going on for two decades, and you are now seeing the
consequences.

Yes, in many ways, like education, research and development, we
have to spend more. In the area of capital formation-physical capi-
tal-I think most of it will be done in the private sector. The key there is
to increase the national savings rate.
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Another way to put that is, if you reduce the public sector deficit, the
Federal Government is not in capital markets competing with private
firms, and that frees up those resources to flow into capital formation.

In order to prevent a recession in the short run, though, the United
States needs some other offsetting expenditure increase to go along with
the tighter fiscal policy. I think you get that in two big areas. One, a con-
tinuation and emphasis on the Federal Reserve to bring down interest
rates will make physical capital investment more attractive. But second,
and most important, a lowering of interest rates here in the United States
will bring down the value of the dollar, and we will again be able to use
an export-led economic expansion.

In other words, we will shift resources out of consumption into the
export sector and into capital formation. It's very important that that
monetary policy go along with the fiscal policy.

The problem at the present is that the Federal Reserve does not be-
lieve that the Congress and the President intend to do anything at all
about the budget deficit. So, they are very worried about letting interest
rates come down because of the potential for inflation in the future.

But I think you can do this. I think there are examples of other coun-
tries who have been through similar problems that we've had and have
engineered shifts of this magnitude. It's harder for the United States be-
cause we are so big.

REPRESENTATIVE HAMILTON. Would the gentleman yield?
REPRESENTATIVE FISH. Of course. I am finished.
REPRESENTATIVE HAMITON. Let me see, if I understand you correctly,

you are saying that you have to get the deficit down and the savings up,
and your way to do that would be to increase taxes.

DR. BOSWORTH. I think there is a common-
REPRESENTATIVE HAMILTON. If you increase taxes, you take money out

of the consumer's pocket and you are going to exacerbate the recession
or the stagnation, aren't you?

DR. BoswoRTH. If you did it in taxes, yes.
REPRESENTATIVE HAMILTON. Well, if you-
DR. BoSWORTH. If you are going to worry only about the short run,

then you will never do anything about these long-term problems because
every time somebody says, we have to cut the budget, "Oh, it might
cause a recession." There are alternative policies.

Why is it that all of a sudden a country that used to have a fairly de-
cent savings rate, back in the 1960s and 1950s, why do some think that
we have to have this incredibly high level of consumption just to keep
our economy going?

The problem is that there are lags. If you cut fiscal policy today with-
out some anticipation, you cannot expect tomorrow that investment will
jump up. But you can engineer this by coordinating fiscal and monetary
policy so that interest rates come down to promote the capital formation
as an offset to the tax mcreases and reduction in consumption.

Basically, Americans have to move a larger portion of their resources
out of consumption into what I would broadly define as expenditures for
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the future. I think the three key elements of it are: physical capital, re-
search and development outlays, and education.

We have to find a way to deal with all three of those. To an important
degree, at least two of them are in the public sector, not necessarily at
the federal level, but still in the public sector.

That, to me, does mean that it probably will involve a substantial tax
increase. Some of it could possibly be financed by cutting back in other
expenditures.

For example, I think you do look forward to a dramatic reduction in
the level of defense spending, and that would provide a lot of those re-
sources to do it.

But what I hear is, "We want to take all the defense savings that we
will generate over the next five years or more and spend it on further
consumption." I understand that a lot of those consumption needs look
very important to America-for example, the lack of health care for a
substantial proportion of the population.

That's fine, but we are not willing to pay.for it. We continue to talk
about doing it by just shifting resources at the government level, but not

'doing anything about using the defense cutbacks, for example, to reduce
the budget deficit so that we can finance more saving, more investment.

REPRESENTATIVE HAMILTON. Would you do anything to increase per-
sonal saving?

DR. BOSWORTH. In the immediate future, that would not be the focus
of my effort. At present, I don't see any reason to try to criticize Ameri-
cans for not saving more when it comes out of the Federal Government,
because the only reason for them to save more is so the government can
borrow it. And that doesn't do anything.

I think the most effective ones, the ones that we know have got the
biggest bang for the buck, we all agree that a reduction in the govern-
ment budget deficit will increase the national savings rate. That's not
controversial.

REPRESENTATIVE HAMILTON. That's the quickest way to do it.
DR. BoswoRTH. That's the quickest and the surest way. We argue over

some incentives for private saving.
Now, in reducing the budget deficit, I would have one mechanism that

I think would help the saving rate. And that is that I would focus on the
introduction of a value-added tax.

I don't think that we can deal with the magnitudes of the deficit that
we now face solely through increases in income taxes. So, I would favor
going to some consumption-based tax, which would be introduced as
part of this. And I think

REPRESENTATIVE HAMILTON. Which would be on top of the income
tax-

DR. BoSWORTH. Yes. In other words, I think we should move to a tax
structure closer to that of Europe, that the key to an effective tax system
is the broadest possible base of taxation so that you can keep rates low.

To try to do this solely through the income tax, I think, ends up with
income tax rates at too high a level. And I would replace some of that in-
crease with a broad-based value-added tax or consumption tax.
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I think there is some economic evidence that a consumption tax would
tend to increase private saving. I don't believe that the effects will be
large, but there would be some increase in private savings coming out of
it.

If, in this country, we got back to balance in the public sector and we
still had too low a national savings rate, I think it's reasonable to try to
think about some private savings incentives. In that area, the ones that I
favor basically fall, I think, into the area of promoting retirement
savings.

I think there is a growing problem of Americans, particularly in the
lower half of the income distribution, not saving enough for their own re-
tirement. There are two ways that people like to talk about doing that.
One is so-called IRAs and the other one is the expansion of employer-
based pension programs.

I favor the latter, much preferred over the former. I think IRAs will
not have a significant affect. And the biggest difference is when you of-
fer an incentive for people to save more for retirement, don't let them
pick and choose.

An IRA says, "I will give you an incentive to save more, but if you
don't want to do it, you don't have to do it." So, you end up, almost by
definition, picking out the group of people who were going to save a lot
anyway and giving them a tax cut.

It doesn't increase savings at all. It induces what I did all during the
period when there was an IRA that I qualified for. I took two thousand
dollars out of other accounts and moved it into my IRA.

The key to being effective on retirement savings is not to allow people
a choice, to put it in groups where the whole group goes together. That's
the nature of an employer-based pension program. Each worker is not al-
lowed to choose, "Oh, I don't want my money in it," if the employer pro-
vides the plan.

REPRESENTATIVE HAMILTON. Forced savings.
DR. BOSWORTH. Forced savings, in effect. If you will look at one of the

charts that I gave you about a breakdown of where American's private
savings is, we have moved to a society where almost all household sav-
ing is now in pension-type savings; that on discretionary income, we are
pretty close to zero. People spend every dollar they get.

So, pension saving is very important. But the big growth in pensions
occurred in the 1950s and 1960s. There has been no increase in the pro-
portion of the American work force covered by pensions since the 1960s.

Those pension plans are now maturing, in the sense that people joined
them when they were young and they are now preparing for retirement.
And, in the 1990s, you will see the pension funds turn around. They will
start to have a net out-flow, no longer a net in-flow.

In one of the biggest areas of all that you will see this, it is the state
and local government. People say, if they look at the National Accounts,
the state and local sector has a big surplus. It doesn't. It's 60 billion dol-
lars a year of pension savings.

But when did all those people get hired? In the 1960s and the 1970s,
to make teachers for the baby-boom generation.
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In the latter part of the 1990s, the state and local governments are go-
ing to see a huge increase in the number of people retired who were in
their work force. They can pay for it because almost all American state
and local governments, unlike the Federal Government, have funded their
pension programs. They are in good shape.

But that means that all of a sudden the major component of American
savings moves down, not up. In that sense, pension funds suggest that
the U.S. private savings rate will drop even further in the 1990s.

REPRESENTATIVE HAMILTON. I think I interrupted you.
REPRESENTATIVE FISH. No, no. Please.
DR. BoSWORTH. Just to finish on the one point. I think that there are

many things that the Federal Government could do to make employer-
based pension funds more attractive and try to encourage a larger pro-
portion of the American work force to have pensions.

If we are going to stimulate retirements savings, I think it's very im-
portant that any public benefit like tax exemptions, which we don't have,
be extended on the basis of something that applies to everyone, not on
the basis of people who can pick and choose whether they want it. I don't
want people to pick and choose whether or not they can take a tax break.
I want them to take a tax break on some program that requires some cost
on the other side.

REPRESENTATIVE HAMILTON. On the point that you made about the need
for large amounts of modem capital, how do you feel about the invest-
ment tax credit?

DR. BOSWORTH. I think that there may
REPRESENTATIVE HAMILTON. Or capital gains? Let's take them both.
DR. BOSWORTH. Well, I think there is a great deal of difference be-

tween the two of them. In the mid-1980s, I was an advocate of getting
rid of the investment tax credit. I thought that the U.S. tax system had
become so complicated that it was almost impossible to calculate what
the tax rate was on any investment.

We had this silly business going on, "I like Investment A. I give it a
tax cut. You like Investment B. You give it a tax cut trying to offset the
tax cut on Investment A." All these things after awhile got confused.

So, I liked the 1986 proposals to go towards uniformity in the tax
rates on capital. However, I think the problem in the short has been so
much deterioration in the financial position of American corporations
and their ability to finance investments, coming out of the attempt to try
to offset takeovers in the 1980s, by running up your debt.

I am worried now that we will not have, even with lower interest
rates, enough incentives for investment. And, I, therefore, am beginning
to think it would be a good idea to reenact the investment tax credit to
prevent the excesses in real estate and areas like that.

I would restrict it to equipment because I think that equipment trans-
lates more directly into productivity gains of American workers. That's
something to think about, particularly if we find that lower interest rates
are not an effective means of stimulating capital performance.

REPRESENTATIVE HAMILTON. Would you restrict it further and make it
on new net investment?
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DR. BoswoRTH. I think the old idea of a net investment credit was a
rather good idea. I don't think it was terribly distortionary.

It's a possible modification. The benefit is that it allows you to offer a
bigger tax cut to industries of rapidly growing investment demand at less
budget cost, so to speak. That way, you can get a bigger bang for the
buck.

On the other hand, in terms of simplicity and uniformity of treatment,
people might say that trying to take a company's starting point which is
arbitrary and due to historical accidents is unfair. So, there is a uniform-
ity argument in favor of saying no.

REPRESENTATIVE HAMILTON. The capital gains reduction?
DR. BosWORTH. I think the capital gains reduction has nothing to do

with economics. I think it has to do with politics.
There would be a short-run effect on revenue that could be positive or

negative. We argue about it.
I think the important point to always remember, whether you think

the sign of this effect is positive or negative, which can generate very
heated arguments, remember one thing, which I think 99 percent of
economists do agree on, and that is that it's small. Positive or negative,
it's small.

I think there is a problem-
REPRESENTATIVE HAMILTON. Small in its impact on the-
DR. BOSWORTH. On the economy. For example, people will raise an

example of investment in new technology-things like that. If you could
think of a tax gimmick, so to speak, that was pinpointed right on that
sector and you called it capital gains, I would think that there would be
some merit in that.

The problem is, when you talk about capital gains, you are talking
about something that is going to spread into playing games in the stock
market just to see if it can generate gains, real estate, ranching, all sorts
of things that have no direct economic benefit.

I think, instead, as I mentioned earlier, I am in favor of doing a great
deal to promote U.S. research and development. However, I think it's
past the time that taxes to finance new enterprises and tax breaks do
much, because most of this money today comes from pension funds. As I
mentioned, so much of the savings in the United States is now through
institutional means. Pension funds don't care about capital gains.

What we do have in the personal tax system is a problem of the treat-
ment of the taxation of capital income. I do agree that it's not a reason-
able basis.

It's not a great problem as long as inflation stays low or steady. But,
if inflation in the United States should surge back up again, the pressures
to relieve the inflation tax, so to speak, on capital income will become
enormous.

I've always preferred, instead of arbitrary tax rate differences on
capital where the amount would vary depending on inflation, that we
simply do it right and go out and correct capital income for inflation and
try to measure it in real terms. I think that is technically feasible nowa-
days to correct the general inflation.
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But my major point is that I wouldn't put a high priority on it be-
cause, if we went to a tax system in that direction that treated it fairly,
then we also should tax realized capital gains. We would only measure
true gains, but you shouldn't allow people to postpone the payment of
tax until they realize the gain.

I think, right now, the two offset each other. It's not an enormous
problem.

If you had to rank the national economic difficulties-things you
would like to see the government do-I think you would put that pretty
far down the list.

REPRESENTATIVE HAMILTON. Ham, go ahead.
REPRESENTATIVE FISH. You are talking about the culprit being the

budget deficit, as distinct from business savings or personal savings, and
that we have to get after that and bring it down. You said the alternative
would be a tax increase or significant cuts in federal programs.

Well, won't significant cuts in federal programs or tax increases be
necessitated to bring down the deficit?

DR. BOSWORTH. Yes.
REPRESENTATIVE FISH. So, there is really not an alternative. You are

ratcheting down a deficit by-
DR. BOSWORTH. What I meant was, you have to bring down the gov-

ernment budget deficit because that is the most effective direct means to
increase national savings. I would wish that American corporations
would save more. I would wish American households would save more.

I don't know how the government makes them do it, and why should
they do it when the government is borrowing it all anyway?

The point on the budget deficit is that you have two ways of doing it.
You can either increase taxes or cut expenditures.

I think the choice between those two is largely a political and not an
economic issue. I would only point out that, on the one side of tax, I
think that there is a need not only to cut government consumption, if you
want to do it on the expenditure side, but increase government invest-
ment, and that's going to be pretty hard to do. It's going to be pretty hard
to justify some big cutbacks in government consumption programs at the
same time you are expanding.

So, I think some of this will have to be done on the tax side.
REPRESENTATIVE FISH. Is it fair to say that reducing consumption

seems to be the key here? We look to a federal deficit reduction that
would result in an increase in the national savings, for investment in
capital stock, and tend to reduce our borrowing.

DR. BoswoRmH. Yes. The counterpart in an international economy of
reduced borrowing by Americans means increased exports.

REPRESENTATIVE FISH. And fewer imports.
DR. BOSWORTH. And fewer imports.
REPRESENTATIVE FISH. Have you got your road map, Mr. Chairman?

We know what to do now.
REPRESENTATIVE HAMILTON. Well, that's right. Are you through, Ham?
REPRESENTATIVE FISH. Yes, thank you.
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REPRESENTATIVE HAMILTON. Let's talk about U.S. competitiveness and
industrial policy. What's your view?

How serious is the problem with U.S. competitiveness, and what do
you see the role of the government to be with respect to improving our
competitive position?

DR. BoswoRTH. Pretty much, I think, when I would talk about Ameri-
can competitiveness and government policy, in most sense, the competi-
tiveness just means the price of American goods compared to foreigners.
You can always have a very competitive American industry by letting
the exchange rate go down.

So, in terms of our ability to sell in world markets, there is a very
easy answer. I think, just as an example, we live in a country where it's
so hard for Americans to realize the changes that have occurred interna-
tionally, that we now live in a global system.

In the early 1980s, remember when our exports were dropping and
our imports were rising and people would say, "Oh, Americans don't
want to work any more, they don't know how to manage," and all those
books that came out, and here on Capitol Hill people said, "the Japanese
are unfair." The simple problem.was that the price of American products
went up 50 percent in world markets.

I don't care how well managed your company is, you are not going to
do well. If you wanted to see an American company that was just devas-
tated by that event and was an outstanding performing company in the
global markets, it would have been Caterpillar Tractor. That was our
second leading export corporation.

They paid very high wages. They were very competitive, and they
made a lot of profit. And, by 1985, they were approaching bankruptcy
because they simply got priced out of world markets.

Why was that caused? Because this country went on this big con-
sumption binge. We cut our national savings relative to our investment.
And when you borrow overseas, what do you mean to borrow? You
mean to drive up the exchange rate and import more, and don't export
because you want it here at home.

So, in the 1980s, American competitive problems were caused by the
exchange rate. And they were caused by our own domestic emphasis on
consumption at the expense of saving.

Over a longer term period, though, I agree that there is another di-
mension here in which you can measure American competitiveness,
which is a problem. And that is, going back to the early 1960s, there has
been a secular decline in America's terms of trade; meaning that, just to
keep American exports equal to imports-balance in our trade-you
would have to have a deterioration in the real exchange rate-the relative
price of American versus foreign goods-of somewhere between 5 and
10 percent over a decade.

That's what happened in the 1970s. People who make a calculation of
how much further the dollar would have to fall to bring us back to trade
balance today would get a similar order of magnitude in the 1980s.

Americans don't do well competing in a global market. I think some
of it's in the nature of the trade system. When you are an American
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company and you think about selling in Europe, you can look at France.
You go into a huge fixed cost, to learning the language, the customs, the
rules and everything else. And what do you get? Access to about 50 mil-
lion people.

In the United States, when a foreigner comes in here, all they have to
do is get their products to one American port. They have to learn one set
of rules, one language, one set of customs. And they have access to a
huge market.

In other words, Americans face very high fixed costs of trade because
we they are dealing with a lot of little markets, each one of which they
have to make a significant investment in. Other people are dealing with a
huge American market.

That is why I believe that one of the most effective things for Ameri-
can industry-despite where a lot of the other emphasis is, Europe in
1992-is the notion that if all of Europe would adopt a single set of
regulations that that would be of enormous potential benefit to American
business. All of a sudden, getting into Great Britain would be the same
thing as getting into France, Germany, Italy and all the other countries in
Europe.

So, we want to see a standardization of international market regula-
tion because it would benefit us more than them. I think they are very
aware of it. That's why the entire foreign focus in international trade de-
bate is only on one thing: Keep the American market open because it's
just a huge place to dump products, in effect.

We are the consumption society, and they see us that way. There is
nothing they want to buy here that is not available usually at higher qual-
ity and lower price overseas.

REPRESENTATIVE HAMILTON. Let me ask. Your initial comments lead
me to think that our trade difficulties and our competitive position is
really due to our unbalanced macroeconomic policy. And if that had
been in order, we would have been much more competitive. Is that
correct?

DR. BOSWORTH. That's right.
REPRESENTATIVE HAMILTON. Okay. Now-
DR. BOSWORTH. I think you
REPRESENTATIVE HAMITON. How much should we worry about trade

policy, and opening markets, and Section 301, and all of this? Is that a
misplaced focus?

In order to improve our competitive position, should we focus on get-
ting the macroeconomics-the monetary policy and the fiscal policy-in
the right order and in the right balance, and focus less about trade policy
and Section 301? Or should we focus more on Section 301 and trade
policy?

DR. BOSWORTH. I would say 90 percent of American problems in in-
ternational trade are the macro problems and 10 percent is trade policy. I
think there are legitimate issues to raise with Japan about-

REPRESENTATIVE HAMLTON. Would most economists agree with what
you said, that 90/10 split?
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DR. BoSWORTH. It would depend entirely on whether you were talking
about economists in international economics-who would agree-or
people who are focused more on the domestic economy.

I think it's hard to get a majority of American economists to agree on
a damn thing. It depends a lot on what areas they specialize in.

But I fully agree that there are problems of access in some markets.
Also, I think, in the nature of international negotiations, we have caused
a lot of the problem.

You may remember, back in the mid-1970s, when, with some degree
of pride, Henry Kissinger said he didn't know a damn thing about eco-
nomics and didn't think he needed to. And that's the way our foreign pol-
icy has been conducted now for decades.

Americans are used to thinking that we are so incredibly better off
than the rest of the world that we can give them little economic favors in
return for some vote in the United Nations or some political thing. Even
in the Middle East war, if you will look, the United States continued the
same practice of giving economic benefits to various countries in order
to get them to support us in the Middle East.

As the rest of the world catches up to us and everything becomes
more equal and we aren't the dominant power, there is going to be a
natural tendency for more conflict over economic issues. I don't see any-
thing wrong with that.

I think American foreign policy should place greater emphasis on
economics. I am strongly opposed to protectionist type things. I think the
emphasis should be on opening it up. That's where the benefits to the
United States lie.

The notion that we can turn back, after having let all the benefits out
to the rest of the world and now we want to turn back and isolate our-
selves, I think is a big mistake.

REPRESENTATIVE FISH. Can I pick up on that point? Now that we have
shifted from the domestic economy to the international economy, we get
back to the consumption society again as being the villain, that we are
just sucking this stuff in from all over the world.

So that for the American businessman, he not only has to compete
abroad in individual smaller markets, which you described and all the ex-
pense of getting involved in that, but he also, right here at home, is com-
peting against foreigners, foreign manufacturers and foreign imports,
which are challenging him in his own market.

So, what's the matter with protectionism if you want to cut down on
consumption in the United States?

DR. BOSWORTH. What has that got to do with consumption? I don't
care whether Americans spend their resources on foreign goods or on do-
mestic goods. It's still consumption. They still spend the resources. I
want the resources freed up for capital formation in these other areas
that we talked about.

The problem with most American industry, in fact, has been, in the
1970s, a weakness of competition. One of the most dramatic examples
you see of this-just run down the list of industries having difficulti-
es-is the automobile industry.
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The truth is they made a terrible automobile in the 1970s because it
was down to just three firms. The increased competition from the Japa-
nese hurt, but we make a better automobile today than we did a decade
ago.

There is a problem of American management, I think, of failure to
keep up with changes in a global economy. They have failed to adapt
their labor management relations to a new type of environment, new type
of production process.

More and more, I must say, when you look at things like productivity
and performance and you try to account for why the deterioration has oc-
curred in the United States, I think there are more and more people led
back to problems of American business managers, that if you are an
American worker that you should prefer to have, as a manager, a Japa-
nese instead of an American. They will treat their workers better. They
are more likely to be successful and give you long-term job security.

I don't see this as a way, somehow, that we can protect American
businessmen. I think American businessmen have to become more
competitive.

If you want to make us protectionists, then everybody else will re-
spond, and we will go right on back down that road.

REPRESENTATIVE HAMELTON. Your emphasis on research and develop-
ment, does that lead you towards an industrial policy or a technology
policy of some kind, and to what extent does it?

DR. BOSWORTH. About that extent.
REPRESENTATIVE HAMELTON. About that extent?
[Laughter.]
DR. BOSWORTH. I think there is very good reason for public-sector in-

volvement in research and development, and when you discover a new
idea, there is no way to stop your competitors from learning about it.
You can try to hire the F.B.I. to stop the leaks and everything else, but
that is counterproductive.

One of the reasons that the United States has been so good at this is
that we are a society that has never worried about letting everybody else
know. It has been a very open research environment in the United States.

And, as a result of that, if somebody learned something at one univer-
sity, it's immediately transferred to other research institutions, for exam-
ple. But that creates a problem, because why would any individual put
up the money for research and development if they are going to get a
small percent of the gains?

And, boy, for basic research, this is true with a vengeance, because
the application of it to make a profit is probably 10 to 20 to 30 years in
the future. No private individual in their right mind would spend a dollar
on basic research.

And even when you get into application, I think there are problems of
significant spillover with your competitors. Somebody could say, 'Well,
it's an interesting technology, but why don't we just sit back and wait and
see what happens for another five years. We can always get in later."

What American industry is beginning to learn is that, if you play that
game, thinking that some time in the future you can get into the
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technology, it's not quite right. The Japanese jump in and outrun you,
and then it's too damn late. You can never catch back up again.

There is, I think, some changing needed in the interpretation of re-
search and development, in that it's a much more dynamic process than
we ever realized. And you have to be in at the beginning and play the
game, or you can't catch up with others.

All these things, to me, suggest that there is a major role for public
policy in promoting research and development. It is surprising the extent
to which economic studies all reach the same conclusion, that the rate of
returns in the United States over the last 30 to 40 years have been
fantastic.

That's the one thing I do find that they agree on.
REPRESENTATIVE HAMILTON. Are you worried about picking winners

and political influence and all of that?
DR. BOSWORTH. If you go beyond the research and development, yes.

In fact, in research and development, there has been a growing problem
with research institutions trying to go around peer review processes and
go to the Congress.

I think that political and public concerns have distorted a lot of the re-
search and development in the United States. I gave you a chart that I
handed out showing that, in nondefense research and development, both
Japan and Germany are substantially above the United States.

But, I think, in terms of true economic benefits, money for the United
States is still a gross exaggeration. Because we run a big space program,
there were spinoffs from it-Tang and things like that. No one would
ever argue that they would be zero. The question is: Could you have
spent a dollar on something else and gotten even a bigger spinoff

REPRESENTATIVE HAMILTON. In what area?
DR. BOSWORTH. One area is that we do an awful lot in defense. Sec-

ond, we do an awful lot in space. And, third, we do an awful lot in medi-
cal care, compared to other countries.

All three of those areas are not dictated by the fact that we believe the
rates of return are high. They are dictated by political considerations.
Those are popular subjects for research and development.

In other areas, we do surprisingly little.
REPRESENTATIVE HAMILTON. On your chart here, is space included in

that?
DR. BOSWORTH. Yes.
REPRESENTATIVE FISH. Just one quick question.
REPRESENTATIVE HAMILTON. Go ahead.
REPRESENTATIVE FISH. I want to get you back on this protectionism,

because you bristled at it. I want to let you know that I agree with you
that competition is preferable. But when you said that what you were
concerned about was the level of consumption, whether it's spent at home
or on foreign markets, it didn't matter; however, a lot of the stuff that
people are buying is no longer made in the United States.

If you did cut off a lot of these imports that people love to buy from
Japan and Germany and elsewhere, which would put our competitors out
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of business, wouldn't you at least redirect consumption and not reduce
it?

DR. BoswoRm. I think that, in terms of new technologies in these ar-
eas, where you can't even find these products, it's so much in the wrong
direction. Since World War II, this has been a global economy in which
other countries could piggyback off the United States.

We spent all the money on research and development, and they got a
portion of the benefits. We are finally to a stage where the rest of the
world is about as wealthy as we are, and they are starting to spend ex-
penditures on research and development, and when we can benefit from
some of the ideas, they come up with, "Oh, let's isolate ourselves from
them."

The problems that we have faced is not, I think, due to trade. In tech-
nology after technology, American industry just refused to consider the
commercial advantages, in part, because the companies that normally
would were distorted by the high levels of defense.

Why sell to consumers who may rebel if the product is not high qual-
ity when we can dump it on the Federal Government? And defense
spending took an awful lot of American's top resources off into that area.

Another example is Fax. There isn't a single Fax machine in this
country made by an American firm. But it was invented by an American
and sold to a Japanese firm who saw the possibility of spending 10 more
years of expenses to make it practical.

American firms seem to me to have abandoned these things because
they are unwilling to take the longer term view, see the opportunities that
they have in these new products. I don't blame trade for that. I blame a
lack of competitive orientation of American management.

It has too short term a horizon, too much focus on the domestic mar-
ket. If you ask most American businessmen, they will tell you that for-
eign trade is too damn much trouble.

I don't see, for example, if you are serious about competing with the
Japanese in a global automobile market, how can you compete with
somebody when you don't compete with them in your backyard? You
have just given them an enormous advantage.

If they know their backyard is a safe and secure market and they can
just focus on your weaknesses, they are bound to defeat you in a
competitive-type environment. You have to go after them on their home-
ground and make them worry about it the same way they go after you.

We don't even export any American automobiles that put the steering
wheel on the right side. You say, 'Well, they like it that way." Yeah, its
the same way that some Americans drive around with a British automo-
bile; only about half of I percent of the population think it's cool.

But you are never going to be significant in those markets. The prob-
lem for American industry, when I was in Japan, for example, is that
most American firms are very content with their position in the Japanese
market. They sell very little at huge profit margins.

They don't want to aggressively go after the Japanese market. It is
hard to get into. One thing, you might have to learn their language.
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But they went into the American market in the 1960s and found it
enormously difficult. It took them 10 years to make a profit here in the
United States.

They got knocked out with automobiles that were grossly inadequate
for the market several times. They just kept coming back.

Where is that determination to compete on the part of American in-
dustry? And for the American government to hold out hope and keep ex-
cusing this by saying, "Oh, you deserve a little bit of protection," I just
think that this is dramatically the wrong direction in which to go.

The United States should try to encourage new products, new innova-
tions by high levels of financing of research and development, and try to
encourage American industry to become aggressively competitive.

REPRESENTATIVE HAMILTON. Would you do away with voluntary re-
straint agreements?

DR. BoswoRTH. I think they are a gross perversion. I don't think that
you will ever come up with a case-steel, for example-where American
industry will ever think that that other country is not dumping.

But I think the evidence from cost data that the United States, in fact,
is one of the world's high-cost steel producers is very strong. We are not
efficient compared to the Japanese and others.

And these restraints, although we keep selling them as short-term
measures, never do anything. They just continue, assuming that they can
get them to do it.

So, I think voluntary restraint agreements are no different than quo-
tas. I mean, who are you kidding? You are just taking your market
power and telling the other guy, "I will put a quota on, or you voluntarily
put a quota on." What's the difference?

If we are going to do this, and you want to do some transition de-
vices, I would convert every existing quota we have to a tariff. I mean,
quotas allow them to collect the rent, for example, that comes from this.

REPRESENTATIVE HAMILTON. At least, we would get a little income.
DR. BoSwoRTH. At least, we would get a little income.
[Laughter.]
REPRESENTATIVE HAMILTON. We have had a good morning. Ham, do

you have anything further?
REPRESENTATIVE FISH. No. We thank you very much, Dr. Bosworth. I

just wish this had been videoed.
REPRESENTATIVE HAMILTON. Good. It's good to see you. Thank you

very much. We appreciate it. We stand adjourned.
[Whereupon, at 11:20 a.m., the Committee adjourned, subject to the

call of the Chair.]

0
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Rayburn House Office Building, Honorable Lee H. Hamilton (vice
chairman of the Committee) presiding.

Present: Representative Hamilton.
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OPENING STATEMENT OF REPRESENTATIVE HAMILTON,
VICE CHAIRMAN

REPRESENTATIVE HAMILTON. The meeting will come to order.
Today is another in a series of roundtable conversations, which the

Joint Economic Committee is holding with prominent economists, to
discuss the state of the economy and economic policy.

We're pleased to have as our guest today Thomas Schelling, profes-
sor of economics at the University of Maryland. Before coming to
Maryland, Professor Schelling was the Lucius N. Littauer Professor of
Political Economy at Harvard's John F. Kennedy School of Govern-
ment. Last year, he served as president of the American Economic As-
sociation. Over the years, Professor Schelling has made important
research contributions in the areas of national security, energy, health
care, substance abuse, ethics and the environment.

He specializes in trying to understand the many ways in which the
social and economic consequences of individual choices turn out to be
quite different from what people intend. And I'm afraid our efforts to
deal with the budget have given him ample raw material for his re-
search.

We're pleased to have you, Dr. Schelling, and we look forward to the
discussion with you. We have not asked you to prepare a statement, be-
cause we just want to have an informal conversation with you.

Perhaps, the way to begin is to let you make any comments that you
think would be appropriate, with respect to the economy or economic
policy. Then I'll move to questions, or I'll move directly to questions, if
you prefer.
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STATEMENT OF THOMAS SCHELLING, PROFESSOR OF
ECONOMICS, UNIVERSITY OF MARYAND

MR. SCHELLING. If you're interested, I'd like to begin with a subject
that I actually know something about, which is-

REPRESENTATIVE HAMILTON. That doesn't restrain us ordinarily on
Capitol Hill.

[Laugher.]
But you go right ahead. That's a good way to start.
MR. SCHELLING. It's very much in the news now, and as economic pol-

icy it's very long range and likely to be very large. And that's this issue
of global warming.

REPRESENTATIVE HAMILTON. All right, sir.
MR. SCHELLING. Just to put it in terms of magnitude, the Congres-

sional Budget Office estimated that to make a reasonable reduction in
carbon dioxide emissions over the coming decades might cost on the
order of 2 percent of GNP-$100 billion. So it's a big-ticket item.

The Bush Administration has taken the position that there's a very
great deal of uncertainty, too much uncertainty to permit joining any
kind of program. And I think the first thing I'd like to say is that it is
very unlikely that the uncertainties are going to be resolved in the next
10 or 20 years.

The uncertainties acknowledged by the meteorologists in the busi-
ness have not really diminished in the last 10 or 15 years on the subject
of how much warming might occur with a doubling of the concentra-
tion of in-house gases.

The estimated was 1 Y2 to 4V/2 degrees Celsius 15 years ago, and that's
exactly the same band of uncertainty that exists today. Nothing has re-
duced that degree of uncertainty.

In translating an average warming into climate change, there's also
been no reduction of uncertainty. I think that's partly because, as more
has been learned about the way the atmosphere behaves and the way
the oceans behave, there are more things that the meteorologists now
know that they have to take into account than they were aware of 10 or
15 years ago-ocean currents, to take an example. Very little is known
about the behavior of ocean currents in the presence of climate change.

Furthermore, there are really no experts on the subject. In order to
predict what's likely to happen to climates as a result of global warm-
ing, you have to know what's going to happen to the population of
China over the next 50 or 75 years. You have to know a lot about en-
ergy technology, in addition to translating all of that into climate
change.

One thing to say about the climate change is that it's usually referred
to as warming. But what is expected is not really warming. Warming
may be the initial driving force. But the important thing is that the at-
mosphere is expected to get warmer much more in the polar regions
than in the equatorial regions. The temperature differential is one of the
engines that drives all of the circulation of the atmosphere and the
oceans and changing the convection current differential, which is likely
to make it warmer some places, cooler some places, wetter some
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places, drier some places, stormier some places, less stormy other
places.

REPRESENTATIVE HAMILTON. And rather unpredictable where that oc-
curs.

MR. SCHELLING. Currently, quite unpredictable. The meteorological
models that are used really are only on a continental scale. They aren't
yet able to even make allowance for mountain ranges, like the Himala-
yas and the Rockies. So it's very rough estimating.

The one prediction that does seem to come fairly clearly out of the
models is that climate will change slowly. Climates will essentially mi-
grate.

Now, that could be wrong because there may be things that could
produce sudden drastic changes. But those are not things that they
know enough to put into their climate models. If the Gulf Stream, for
example, flipped to another configuration, it could make a suddent,
great difference. But, on the whole, what is predicted is slow change
over time.

And on the question, what may those changes do, I think a fair esti-
mate is that the effect on the U.S. economy or on the economies of
Western Europe and Japan will be almost negligible. Very little
market-oriented economic activity is sensitive to climate.

If Toyota is trying to decide where to locate an automobile assembly
plant, geographical factors make a lot of difference as between Ala-
bama, Los Angeles and Detroit, but not on account of climate. Most
things that people do, with the exception of agriculture, you can do in
New England, California, the Middle West, and the South.

Agriculture is the one potentially sensitive area, but it's a very small
part of our GNP. And if the cost of producing food and fiber went up
50 percent in the next 75 years, it would knock 1 percent off our per-
capita GNP at a time when that's likely to be twice what it is, anyhow.

So I think it's hard to make an economic case that we should be terri-
bly alarmed. Probably not so for the developing countries. They are
much more dependent on climate, partly because 30 percent or more of
their economies are agriculture, and otherwise outdoors.

In the developed countries, the climate change is unlikely to have
any effect on health. In developing countries where they suffer from a
lot of vector-borne diseases like malaria, climate does make a differ-
ence-a whole variety of hosts for parasites.

So I think that the argument would have to be, if we were to take
very seriously the consequences of climate change, we would do it
largely for the benefit of developing countries, which I think should not
be expected to make any economic sacrifices of their own.

I think their best defense against climate change is likely to be their
own continued development and improvement, becoming less depend-
ent on climate-sensitive activities.

This leads me to a kind of nonalarmist conclusion that we should
take it very, very seriously, and we should take advantage of any en-
ergy conservation that comes at moderate cost. But that we should be
modest in our expectations of what may come out of this Earth Summit,
which will take place in Rio this coming month. And probably we
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should expect that if anything is done, it will be done by the developed
countries, the countries that can afford to take it seriously, and proba-
bly through negotiating reciprocally on policy changes.

An example of a policy change might be something like the carbon
fuel tax that the economic community appears to have proposed last
week, or two weeks ago, a very modest tax and they implied that they
would go through with it, perhaps, only if the United States and Japan
went along with them.

I think that may have been an opportunity to display some coopera-
tive leadership in a very modest way. And if one wanted an excuse to
raise some appropriate taxes, going along with the European Commu-
nity on a very modest carbon fuel tax might prove to be a useful way to
go.

REPRESENTATIVE HAMILTON. You express the uncertainties so mildly.
How did it get to be such a phenomenon if it's not going to have that
much of an impact?

A number of scientists work you up into a bit of a lather when they
talk about global warming. The whole world is focused on it. We have
a big conference down in Rio de Janeiro. It's been a big item in the
White House discussions. You seem to give the impression that it's
really not worth all that effort and concern.

MR. SCHELLING. I don't think we know yet how much effort and con-
cern it's going to be worth. The scientists who appear to be most con-
cerned are either ecologists or people terribly worried about world food
production.

I think one of the most important ways to take care of a world food
problem, if it were going to emerge, would be to do what we can to
slow down global population growth.

If we had a choice between slowing population growth and slowing
the growth of carbon dioxide in the atmosphere, I think we should put
our bets on trying to hold population growth down.

And if China succeeds in keeping its population growth close to zero
for two or three generations, that will have an immense impact on Chi-
nese carbon emissions through the next century.

REPRESENTATIVE HAMILTON. So your view generally would be that we
ought to take a number of the low-cost actions.

MR. SCHELLING. Exactly.
REPRESENTATIVE HAMILTON. But its not necessary at this point to take

any of the higher risk actions. Right?
MR. SCHELLING. I doubt it.
REPRESENTATIVE HAMILTON. Okay. Do you want to say anything fur-

ther about that?
MR. SCHELLING. Not unless you have questions.
REPRESENTATIVE HAMILTON. Let's go on to some other things.
One of the things that has come across in our discussions with other

economists is the very strong feeling that we're underinvesting in our
future. Do you agree with that?

MR. SCHELLING. I do.
REPRESENTATIVE HAMILTON. Now, what are the reasons for that, do you

think? Why is it that we underinvest?
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MR. SCHELLING. I think we have to look separately at public invest-
ment and private investment.

I think the reason we underinvest publicly is that we are a very rich
nation, acting as if we're a very poor nation. We refuse to pay for the
things we need.

Examples would be urban infrastructure, for example. We're letting
things run down. The states are unwilling to raise taxes, and for at least
a dozen years the Federal Government has been unwilling to raise
taxes. Much of the things we need simply cost money.

I cannot explain why, in the past 12 years, taxation has become un-
popular to the point of being virtually taboo. I guess it began as a pub-
lic resistance movement in California and other states. The Congress
passed a big tax reduction and apparently considers its constituents
quite unwilling to countenance any increase in taxes. And if we don't
tax, we can't pay for it.

REPRESENTATIVE HAMILTON. I think one of the reasons that people are
unwilling even to consider taxes is that they don't have any confidence
that we're spending the money that we have well. As a politician, I no-
tice that's the hurdle you have to get over.

In other words, if people have the sense that their money is taken out
of their pocket and put into a new bridge, or a new school, or a new
hospital, they can accept the idea of paying more in taxes. But they
have a very strong sense that an enormous amount of money is wasted.

I'll give you the illustration I use. I will often begin a public meeting
in Indiana by asking people, how many of you think that 10 percent of
the federal dollar is wasted? Every single hand in almost any audience
will go up.

Then I'll ask them, how many of you think 25 cents out of every dol-
lar is wasted? And I suspect close to half of the hands will still be up.

Then I will ask, how many of you think 50 cents of every dollar is
wasted? Not a majority, but 20 percent or so will have their hands up.

That's what you're fighting against as a political phenomenon when
you talk about raising taxes. We have to persuade people that we're
spending the money we have more effectively.

MR. SCHELLING. There's an interesting experience in Massachusetts
where, under state laws, the towns cannot raise the property tax unless
they get a large override vote. And there have been override votes in
about a dozen towns. And in those towns in which the tax increment
was specifically identified with schools, police, roads, sanitation, the
override always passed. When the override was simply for general
revenues, it invariably failed. I think that corresponds to your experi-
ence.

REPRESENTATIVE HAMILTON. Yes, it surely does.
Let's go to some of the economic things. If you were to sit down with

three or four key economic policymakers in the country today, what
would you tell them, if you had five or ten minutes to tell them some-
thing?

MR. SCHELLING. I think I would suggest that we reverse the roles of
the Federal Reserve and the Treasury. Use taxation to fight inflation
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and use the Federal Reserve, through its interest rate policy, to promote
investment.

REPRESENTATIVE HAMILTON. Now, spell that out for me. How do you
use taxation to fight inflation?

MR. SCHELLING. You take money out of circulation. We're putting
money into circulation now with a deficit of several hundred billion
dollars. If we could eliminate that deficit through taxation, we would
have a very substantial deflationary impact on consumer spending. And
that could have a disastrous effect on the economy unless the Federal
Reserve can induce a very substantial offsetting increase in private in-
vestment.

And the only way it can do that is to keep interest rates very low.
Even that is uncertain. It takes time. I think, if indeed we did have to
eliminate the deficit very promptly, it would be an economic disaster
simply because there's no offsetting increase in private or public invest-
ment. It could offset several hundred billion dollars' worth of consumer
spending, which would be the result of another $250 or $300 billion in
taxes.

REPRESENTATIVE HAMILTON. So, in a sense, you have today, if you look
at fiscal policy and monetary policy, you have the reverse of what you
would like to have.

MR. SCHELLING. I think so. We're stimulating the economy with a
deficit, and we're relying on the Fed, through monetary policy, to guard
against inflation. I think I would reverse those roles.

REPRESENTATIVE HAMILTON. Now, you've done a lot of work, have you
not, on the problem of short-term/long-term focus in business and gov-
ernment. Have you worked on that?

MR. SCHELLING. [Nods in the affirmative.]
REPRESENTATIVE HAMILTON. I suppose you begin with the idea that we

in government have too much of a short-term focus. There's a lot of
criticism of the private sector, that they have too much of a short-term
focus, as well.

Both of those criticisms are legitimate, do you think?
MR. SCHELLING. They may be exaggerated, but I think they're both le-

gitimate, yes.
REPRESENTATIVE HAMILTON. What do you do about them? Let's take

the private sector first. What do you do in the private sector to get the
corporate manager to focus more on the long term?

MR. SCHELLING. What can government do?
REPRESENTATIVE HAMILTON. Or the private sector, either, but what can

government do? Or, maybe, there's nothing we can do. I don't know.
MR. SCHELLING. I think there's very little the Federal Government can

do to change-
REPRESENTATIVE HAMILTON. The time horizon of the business leader?
MR. SCHELLING. Yes. I don't know how much can be changed through

publicity. In the last six months, the salaries and bonuses of corporate
officers have come under a possibly embarrassing public scrutiny.
Whether that will last and make a difference, I can't tell.
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REPRESENTATIVE HAMILTON. Is it the desire for a good bottom line in
the short term? Is that what drives the private sector in its short-term
focus?

MR. SCHELLING. I think that's it. An excessive preoccupation with how
their stock is doing on the market.

REPRESENTATIVE HAMILTON. So there's not very much that we can do
about that problem.

MR. SCHELLING. I'm afraid that's correct.
REPRESENTATIVE HAMILTON. All right. We've just had a recession.

We're apparently coming out of that recession now. Why did we go into
the recession? Can you comment on that? What caused this recession?

MR. SCHELLING. Let me first comment on whether we're coming out of
it now.

REPRESENTATIVE HAMILTON. Okay. You can comment on any aspect of
these, or none of them. Whatever you're comfortable with.

MR. SCHELLING. The recession seems to have two quite different
meanings, as used editorially and otherwise. One is the recession is
over because we've stopped going down. We've hit bottom. But staying
at the bottom in another definition means that you are still right in the
middle of the recession. It's not over until you're coming out of it.

I don't see any strong evidence that we are coming out of it. We may
have hit bottom. But little ups and downs shouldn't be taken as new di-
rections of change. If we do, we'll end up one month going down, or
one quarter going down, and people will say, we're in a new recession.
But it's going to be the same old recession.

As to what got us into it, I don't think
REPRESENTATIVE HAMILTON. Well, hold on there. Is that view contrary

to what we're now hearing?
The impression I now have is that most economists are saying to us,

we are coming out of the recession. We're coming out of it with slow
growth, anemic growth, much less growth than you historically have
when you come out of a recession, but we're coming out of it. Do you
disagree with that?

MR. SCHELLING. I do. I don't mean that we are not coming out of it. I
mean that the slight uptrend that may have been visible for the last
quarter or so doesn't demonstrate to me that it's going to continue even
with slow growth.

REPRESENTATIVE HAMILTON. I see.
MR. SCHELLING. I hope we're coming out of it.
REPRESENTATIVE HAMILTON. You just haven't seen enough evidence at

this point that you're persuaded that we're really coming out of the re-
cession.

MR. SCHELLING. That's right.
REPRESENTATIVE HAMILTON. Okay. Now, why did we get into this re-

cession? And could we have prevented it? Looking back on it, are there
some things that we should have done that we did not?

MR. SCHELLING. No. I think, with the current state of macroeconomic
knowledge, we couldn't readily have foreseen the recession. I think, if
we had, there were a few things that we might have done to lessen it,
but they all would have been deficit-increasing.
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And I think being a little faster in offering extended unemployment
benefits, and doing it on a wider scale, less selectively, might have
helped.

Otherwise, the only way you come out of a recession is through in-
creased spending of some kind. If you don't want to enlarge the deficit,
then the only place that spending can come from will be investment.

Investment is exceedingly difficult to stimulate in the short run.
REPRESENTATIVE HAMILTON. Are you prepared to use the spending

power, the fiscal power, to get us out of this recession or this slow
growth, stagnation, however you want to describe it?

MR. SCHELLING. [Nods in the affirmative.]
REPRESENTATIVE HAMILTON. You wouldn't worry about increasing the

deficit more?
MR. SCHELLING. I would worry, but I would worry more about staying

in the recession.
REPRESENTATIVE HAMILTON. I see. So you would be prepared to sup-

port, what, in the way of extra spending, in order to get us out of the re-
cession?

MR. SCHELLING. I wouldn't want to formulate it just in terms of an
amount, because I would want to identify what are the things that can
be productively spent on in the short run.

REPRESENTATIVE HAMILTON. Let's do that.
MR. SCHELLING. I think the two most prompt things would be, con-

tinue with extended unemployment benefits. I think that's very impor-
tant. And the other, I would try to find a way to appropriate money for
the states for specific kinds of purposes, particularly including invest-
ment in infrastructure, but including, if necessary, schools, at least.
And the only way you could do that in a hurry would be to give the
states immediate assurance that the money would be coming, so they
can begin to count on it and make their plans at once.

REPRESENTATIVE HAMILTON. Do you have any thought with regard to
the magnitude? We already have a very large deficit-whatever it is-
$300, $400 billion this year. How much more are you willing to drive
that deficit up with this kind of spending?

MR. SCHELLING. Just to take a rough order of magnitude, I would say,
if we could provide $100 billion over the course of a 12-month period,
that would make a real difference. And then, if we're still not out of the
recession, repeat it for another year.

REPRESENTATIVE HAMILTON. Do you worry at all about inflation at this
time in the economy?

MR. SCHELLING. I wouldn't worry about it with another $100 billion
added to the deficit, no.

REPRESENTATIVE HAMILTON. The inflation rate today is what? Three or
four percent. Is that something that we ought to accept and not worry
about?

It's kind of interesting to me to see the economists talking about,
well, you don't need to worry about inflation today. It's only 3 or 4 per-
cent.
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I can remember the day when we put wage and price controls on
when it hit four percent or so, not too many years ago. Is 3 or 4 percent
inflation ho-hum-not much to worry about?

MR. SCHELLING. In one sense, it's ho-hum if people think so. The
worst thing about inflation is the way it grows on itself, and especially
the way it may be anticipated.

If we have become used to 3-percent inflation and people aren't ex-
pecting a runaway inflation of 6, 8, or 10 percent, we may get along
with the 3 percent. I don't know of any way, without wage controls, to
keep it from happening.

I suspect that the consumer price index somewhat exaggerates the
rate of inflation, because there are quality improvements in a lot of
things that consumers buy that can't be properly allowed for in the price
index.

REPRESENTATIVE HAMILTON. Now, the Fed chairman has said we ought
to shoot for zero inflation.

MR. SCHELLING. But if you shoot for zero inflation, especially if you
do it through the Fed, you're going to do it with a tight money policy
that is going to be the opposite of the encouragement of private invest-
ment, which I think is more important than getting inflation down to
zero.

REPRESENTATIVE HAMILTON. So it is not the right economic policy to-
day to say that we're going to shoot for zero inflation.

MR. SCHELLING. It would not be the right economic policy to shoot for
it through Federal Reserve policy.

REPRESENTATIVE HAMILTON. Hitting zero inflation is really not all that
hard, is it? We know how to hit zero inflation.

MR. SCHELLING. We know how to do it-
REPRESENTATIVE HAMILTON. If that's your only target, we can hit it

pretty easily, can't we?
MR. SCHELLING. With a big recession in perpetuity.
REPRESENTATIVE HAMILTON. Yes. The point is that zero inflation by it-

self, as an economic goal, is not sufficient. You want low inflation.
You may want zero inflation. But there are a lot of other things you
want. You want full employment. You want growth.

MR. SCHELLING. We want high employment and productivity growth.
REPRESENTATIVE HAMILTON. Now, we have slow growth. And one of

the things that marks the economy at this point is that if we are coming
out of a recession, we are not coming out of it with the kind of strength
and vigor that we ordinarily come out of a recession with. And if you
look back over the last several decades, the economy is growing less
vigorously than it did in the 1950s and the 1960s.

Why is that the case? Why have we had a slowdown in growth in
the American economy? And how serious a problem is it?

MR. SCHELLING. It is not well understood, but I think it is the most se-
rious problem, why it is that productivity growth in the American econ-
omy slowed down about 20 years ago. There are people in this town
who studied it with some care, and they find it complicated and not yet
well understood.
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One wants to distinguish between what is called growth, in terms of
coming out of a recession, which really is merely recovery. It's expand-
ing the utilization of what we have, rather than any growth in our capa-
bility. So that when people say, the economy grew at an annual rate of
5 percent in a particular quarter, that's not the economy growing. That's
just the rate of utilization.

What we really should be worried about is productivity growth over
the decades to come. And for that we need both public and private in-
vestment. We need to stimulate domestic private investment. We also
need public investment in education.

One of the things that's happened in the last 10 or 20 years is that we
have not been producing as well-educated labor force as we should
have been producing in the school systems. I can't prescribe how
spending money at the public level is bound to improve schooling, but
if we know ways of better investing in the quality of our young labor
force through education, that should make a big difference.

REPRESENTATIVE HAMILTON. We have a vote. What is your time sched-
ule, Dr. Schelling? I'd like to come back in about ten minutes and pur-
sue this with you. Is that all right?

MR. SCHELLING. I'll stay.
REPRESENTATIVE HAMILTON. We'll stand in recess for just a moment.
[Recess.]
REPRESENTATIVE HAMILTON. We'll resume our sitting. Let's go ahead

with the discussion on productivity and growth. I'd like you to be as
specific as you can. What kinds of things must we invest in, in order to
get productivity up?

MR. SCHELLING. By we, you mean the Nation?
REPRESENTATIVE HAMILTON. Yes, the country-private sector, public

sector, Federal Government, state government.
MR. SCHELLING. I think, in the private sector, across the board, new

plant and equipment, more modernization, embodying more modern
technology. It is simply going to require investment.

The short-term problem you referred to was an impediment, but I
think we need a Fed that will maintain as easy money as possible.

REPRESENTATIVE HAMILTON. You put a lot of emphasis on education
and training in your remarks just before we broke here. That's a very
long-term operation.

MR. SCHELLING. It really is. But we're talking long term. If you get
productivity growth doubled for a very few years, you can't tell the dif-
ference. It's only over the decades that it really matters.

REPRESENTATIVE HAMILTON. Do you think that we're in for a fairly long
period of time where the standard of living of the American family is
going to be fairly flat, not moving up like it did for a period of time?

MR. SCHELLING. No. I think it's not going to rise for the next few dec-
ades in the way we got used to it for the first 20 years after the war.

REPRESENTATIVE HAMILTON. And there's not much we can do about
that.

MR. SCHELLING. I don't think there's much we can do, except stimulate
private investment, and think real hard about what we can do with our
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educational system in order to develop better training, as well as a bet-
ter disciplined work force.

REPRESENTATIVE HAMILTON. So one of the things we have to do is to
begin to lower people's expectations about how much growth and zest
and vigor there is in the economy.

Let me put it this way. It's not a reasonable or sound position to take,
that we're going to have 4 percent growth per year, or 4'/2 percent
growth per year, in the next decade or two. That's an unrealistic expec-
tation, right?

MR. SCHELLING. That is unrealistic.
REPRESENTATIVE HAMILTON. We had that in the 1950s and the 1960s,

didn't we?
MR. SCHELLING. Per capita, it was more like 2 or 2Y2 percent. But, see,

we had a lot of growth in the labor force during those years.
REPRESENTATIVE HAMILTON. I see.
MR. SCHELLING. So some of the GNP growth was simply more and

more women coming into the labor force and the Baby Boom.
REPRESENTATIVE HAMILTON. So the reason we're not going to get that

kind of growth is what? What are the reasons? Part of it is demograph-
ics.

MR. SCHELLING. Part of it will be demographics. Part of it is simply
this decline in the rate or productivity improvement, which is not well
understood either in this country or anywhere else in the world.

REPRESENTATIVE HAMILTON. Why isn't that better understood? You ask
almost any economist today, "what brings about productivity improve-
ment," and almost immediately they respond, "we really don't know."
And yet, it is the most important thing in economics.

MR. SCHELLING. The person who has done the most work on this, over
a period of nearly half a century, is Edward Dennison at Brookings,
now retired, I think, from Brookings. He identified at least 15 different
variables that could make a difference. And he found that none of them
explained an awful lot all by itself.

REPRESENTATIVE HAMILTON. You say he deals with all 15?
MR. SCHELLING. Yes.
REPRESENTATIVE HAMILTON. We may want to visit with him about that.

I think that could be interesting, I suspect.
Now, we have a big budget deficit. I gather from your earlier re-

marks, you don't worry all that much about that budget deficit, or at
least you think you're willing to take the risk of a larger deficit in order
to get some additional investment in the economy.

But quite apart from that, how big a deal is the budget deficit now?
How much should a policymaker worry about it?

And is it a high national priority to get a balanced budget?
MR. SCHELLING. I'm afraid that the balanced budget is a little like zero

inflation rate. It's desirable, but it can't be taken as a goal by itself. I
think it would be a mistake to eliminate the deficit immediately.

REPRESENTATIVE HAMILTON. Would it be a mistake to eliminate it over
ten years?
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MR. SCHELLING. No. If we can get a sufficient increase in private in-
vestment, then I think we can afford to eliminate the deficit without
perpetuating a recession.

REPRESENTATIVE HAMILTON. What do you say to people who ask you
the question, how do you get the deficit down?

How would you answer that question? I get that question at every
public meeting I go to. What are you going to do about the deficit?
How are you going to get it down?

MR. SCHELLING. The quick answer is raise taxes.
REPRESENTATIVE HAMILTON. That's a tough answer, too.
MR. SCHELLING. Yes. But I think it's tougher to talk about eliminating

a quarter of a trillion dollars out of the budget. If there are people who
think that there's all that much waste in the budget, what they have to
have in mind is expenditure programs that they think aren't worth hav-
ing, whether it's defense, or Medicare, or whatever it may be.

REPRESENTATIVE HAMILTON. What do you think about this balanced
budget amendment that we have pending? Do you know much about
that?

MR. SCHELLING. Only what I read in the newspapers, and I've talked
with one ardent proponent, Bill Niskanen, at the Cato Institute.

One observation I have is that in some of the forms, including the
one that Mr. Niskanen has been promoting, it looks as if it is as much
an anti-taxation amendment as an anti-deficit amendment.

If you require a super majority to raise taxes, I would have thought if
you really wanted a balanced budget amendment, you would require a
super majority to lower taxes, not to raise them.

I do have a worry that the Congress may end up passing a balanced
budget amendment and wiping its hands of the matter, and it will take
four or five years to discover whether it's going to be ratified. And dur-
ing those four or five years, the Congress will say, don't blame us,
blame the states. And that may mean that we just postpone action for
four or five years.

REPRESENTATIVE HAMILTON. How did we get ourselves into this mess
with these huge deficits, anyway? Was this because, as one of your col-
leagues at Maryland, Charlie Schultze, argues that current deficits are
really a one-time budgetary miscalculation in the early 1980s? Or, is it
because we really do need new fiscal rules for the game?

MR. SCHELLING. I think Mr. Schultze is at least partly right in that we
got a Reagan tax reduction at a time when it wasn't really called for.

We generated this unwillingness to contemplate tax increases. It's not
going to be easy to eliminate it, but I don't think there's any way to go
but to raise taxes. And until we have a president who's willing to get
out in front on that, I don't think we're going to do much about the defi-
cit.

REPRESENTATIVE HAMILTON. Well, you know, it's not just the president.
You really cannot get yourself elected governor of any state in the
country today on a pro-tax basis.

I think everybody I know who is running for governor is saying just
the opposite-we have to cut taxes, or we're not going to raise them
any.
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Let me ask you a couple of other things about the world of regulation
and how you size that up.

We hear an awful lot now about regulation being the principal im-
pediment to growth in the economy and productivity increases and the
like.

How do you respond to all of that? Do you think we have too much
regulation and we need to cut it back sharply, or do you think there are
some areas where markets will work better if we intervene?

MR. SCHELLING. I expect that on some things like occupational safety
and health, we overdo the regulation, attempting to eliminate very mi-
nor hazards at very great expense.

REPRESENTATIVE HAMILTON. How about the environment?
MR. SCHELLING. I think the basic regulation for the environment, such

as the Clean Air Act, make pretty good sense. I don't think they overdo
it. I think we were a long time getting to where we have something like
tradeable permits to permit the emissions to be controlled.

Representative HAMILTON. You approve of that concept?
MR. SCHELLING. Oh, yes, indeed. It's what they used to call the bubble,

back in the old days.
REPRESENTATIVE HAMILTON. Yes.
MR. SCHELLING. I think the more you can get your regulation market-

oriented along those lines, the better off you are.
REPRESENTATIVE HAMILTON. But if you talk to a lot of the business peo-

ple today, they really complain very, very strongly about regulation-
health, safety, environmental regulation. You talk to the farmers, they
complain very strongly about regulation. Do you think they're overstat-
ing it?

MR. SCHELLING. Almost certainly, nobody likes to be regulated. The
people whose businesses are regulated are typically not the people on
whose behalf the regulation was put into effect.

If farmers don't like the regulation of pesticides, I don't blame them.
But that doesn't mean that it's an unwarranted regulation.

I think, on regulation, it's very hard to make a sweeping statement.
You have to look into the specifics and the horror stories.

REPRESENTATIVE HAMILTON. How do you size up this debate, growth
versus the environment? Where do you come down on that debate?

MR. SCHELLING. I think the debate takes two forms. There are extrem-
ists who say, growth is bad for the environment. We must hold back on
the economic growth. And they say this for China and India, as well as
for the United States.

I don't credit that argument in the slightest. I think the question is,
how much growth do we sacrifice in order to protect the environment?
And I think there, we don't sacrifice much growth.

REPRESENTATIVE HAMILTON. Overall.
MR. SCHELLING. Overall.
REPRESENTATIVE HAMILTON. How about industrial policy? I'm jumping

around quite a bit here, but that's the purpose of these conversations, to
get general impressions.

MR. SCHELLING. Yes. I've not yet seen an industrial policy that I liked.
If we sometimes think that the government regulates badly when it
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regulates, I think it's ten times as difficult to try to have an industrial
policy, whether it's picking winners or confining businesses that want
to move, or whatever it may be.

REPRESENTATIVE HAMILTON. Do you credit the Japanese perform-
ance-often widely admired-as being partly due to an industrial pol-
icy?

MR. SCHELLING. Not an industrial policy of the kind that we might
contemplate for the United States. I think it is not primarily a
government-induced policy.

REPRESENTATIVE HAMILTON. Now, of course, we have a lot of govern-
ment investment flowing into American private enterprise today, much
of it through the Defense Department, so-called DARPA.

Would you eliminate all of that? I read an article the other day where
we're picking up a big tab for the production for the development of the
electric automobiles.

MR. SCHELLING. I think research and development makes a lot of
sense.

REPRESENTATIVE HAMILTON. That kind of thing is okay.
MR. SCHELLING. Oh, yes.
REPRESENTATIVE HAMILTON. But when you say you've never seen an in-

dustrial policy that you like, you're talking about direct government
money flowing into specific industries. Is that it?

MR. SCHELLING. Either that or putting regulation on things like the
movement of business or protectionist measures.

REPRESENTATIVE HAMILTON. Are you worried about the protectionist
trends today?

MR. SCHELLING. Very much. Very much so.
REPRESENTATIVE HAMILTON. Why are you worried about it?
MR. SCHELLING. I think the recession has focused too much on job

protection at the expense of trade, and when we get out of the reces-
sion-as I hope we do-I think part of productivity growth is going to
depend on a growing volume of world trade, and we should be partici-
pants.

REPRESENTATIVE HAMILTON. You're strongly supportive of GATT and
NAFTA and those efforts, are you?

MR. SCHELLING. Yes, indeed.
REPRESENTATIVE HAMILTON. And think that we, through those, would

not only get more economic growth, but we'd create more jobs.
MR. SCHELLING. Yes.
REPRESENTATIVE HAMILTON. Than if you went in the other direction. Is

that right?
MR. SCHELLING. Yes.
REPRESENTATIVE HAMILTON. What do you say to the worker in Indiana

who is going to lose his job because the plant locates in Mexico?
Tough luck?

MR. SCHELLING. It's the same kind of tough luck as when he loses his
job because the plant moves to Alabama. I don't think the danger of
massive shifts to Mexico is much larger.

REPRESENTATIVE HAMILTON. You don't worry too much about that?
MR. SCHELLING. No.
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REPRESENTATIVE HAMILTON. It will cost American jobs, maybe not in
the net, but it will cost American jobs, obviously. If production is
moved across the border, you lose those jobs.

Now, you may create jobs somewhere else, but you lose them. If you
go across the border, you have all kinds of plants down there today that
are trying to take advantage of the Mexican environment.

MR. SCHELLING. And we should be taking advantage of the Mexican
market for exports.

REPRESENTATIVE HAMILTON. And that will counterbalance, more than
counterbalance.

MR. SCHELLING. I would expect so. If not more, at least it will coun-
terbalance.

REPRESENTATIVE HAMILTON. Okay. How about distribution of income?
We've seen a lot of statistics recently indicating that there's been a
growing gap in the income distribution in this country. How serious a
matter is that, from your perspective, and what ought we to do about it?

MR. SCHELLING. One thing I would not do is cut the capital gains tax.
REPRESENTATIVE HAMILTON. You would not cut that.
MR. SCHELLING. No. I would be happy to see it indexed to the price

level, if that proves to be technically feasible, and I think it could be.
But when people talk about reducing the capital gains tax to promote
investment, the investment you promote is simply investment in securi-
ties. It doesn't directly lead to investment in plant and equipment the
way, say, an investment tax credit for business.

REPRESENTATIVE HAMILTON. As between the two, you would favor an
investment tax credit.

MR. SCHELLING. Yes.
REPRESENTATIVE HAMILTON. Should we enact that right now?
MR. SCHELLING. I would enact some kind of an investment tax credit,

yes.
REPRESENTATIVE HAMILTON. The theory being there that you get more

bang for the buck in terms of investment, new investment.
Is that right?
MR. SCHELLING. Yes. The only thing that you get, if you cut the capi-

tal gains tax, may be a little easier access to the securities market on the
part of businesses. I think Federal Reserve policy can take care of that
just as well as a cut in the capital gains tax.

So essentially, the capital gains tax is like an income tax, except the
main difference is that for people who sell houses and businesses, after
a decade of inflation, much of the capital gain is nominal rather than
real. Otherwise-

REPRESENTATIVE HAMILTON. Is the distribution of income a problem
that needs attention?

MR. SCHELLING. Yes. But one of the reasons that the distribution of
income has become more unequal in the last dozen years is that the
high-bracket tax rates have been reduced so far.

REPRESENTATIVE HAMILTON. So that's an area of government policy that
is an important area for our attention, and that is adjusting the tax code
in such a way that you reduce the impact of that inequality of distribu-
tion.
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MR. SCHELLING. Yes.
REPRESENTATIVE HAMILTON. Okay. And are you familiar with the book

out by Osborne and Gabler on reinventing government?
MR. SCHELLING. No.
REPRESENTATIVE HAMILTON. You're not familiar with that?
MR. SCHELLING. No.
REPRESENTATIVE HAMILTON. I was going to ask you a question, if you

had any views as to how that applies to government today, but I won't
pursue that if you've not had a chance to look into it.

I want to thank you for coming down. I know that this is a little bit
of an unusual format, but we're interested in this in order to get highly
respected economists, like yourself, to give us impressions about some
of these policy issues that are before us.

Thank you very much.
MR. SCHELLING. I appreciate the opportunity.
REPRESENTATIVE HAMILTON. It's good to see you.
We stand adjourned.
[Whereupon, at 11:25 a.m., the Committee adjourned, subject to the

call of the Chair.]
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REPRESENTATIVE HAMILTON. I appreciate your joining us here this
morning. The Joint Economic Committee will come to order. Today is
another in a series of roundtable conversations, which the Joint Eco-
nomic Committee is holding with prominent economists, to discuss the
state of the economy and economic policy.

We are pleased to have, as our guest today, Lester Thurow, Dean of
the Sloan School of Management at the Massachusetts Institute of
Technology and professor of economics there. Since the publication of
his book, The Zero Sum Society, Dean Thurow has enjoyed a reputation
for analyzing the broad trends that affect the economy in a comprehen-
sive, insightful and readable way.

His latest book is Head to Head: The Coming Economic Battle
among Japan, Europe and America. We are very pleased to have you
with us, Dr. Thurow, and we look forward to a discussion. I know you
were told not to prepare a statement, but if you have any opening com-
ments, we would be pleased to hear from you. I am going to have a
wide range of questions about the status of the economy, where we
ought to be going, and what you think we ought to be doing.

Why don't you begin with whatever you think appropriate.

STATEMENT OF LESTER C. THUROW, DEAN, SLOAN SCHOOL OF
MANAGEMENT, MASSACHUSETTS INSTITUTE OF TECHNOLOGY

MR. THUROW. Let me make two or three minutes of comments that
basically come from the testimony I gave to the Senate Banking Com-
mittee last week after Alan Greenspan's testimony. Let me just high-
light one or two things, then we can talk about whatever you like.

(45)
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I think it is important to understand that at the moment we are not re-
covering from a recession. We are in a period of cleaning up the mess
at the end of a speculative bubble. So, if you really say how could we
speed up the current recovery with one exception, I don't think there is
very much you could do to speed it up, and therefore the important
thing is to look at the long run. If you look at the long run, there really
is a key issue.

There are two ways to be competitive in a world market. The easy
way is basically just to lower wages. The harder way is basically to
raise productivity and sell products that can basically justify paying
high wages. The problem in the 1980s is that we in the United States
collectively decided to become more competitive by lowering wages.

In this document, I give a number of statistics, but let me just cite
one which I think, in some sense, ought to be branded on the brain of
every American elected official. That is a number that recently came
into the Census Department, where if you go back to 1980 and look at
young males 18 to 24 years of age who are working full-time, full-year,
which means they work eight hours a day, five days a week, 52 weeks a
year, ask how many of those could not make a poverty-line income,
which was $12,195 in 1990 dollars. Back in 1980, 18 percent of the
young males could not earn a poverty-line income. By the time you get
to 1990, the percentage is 40 percent, and the percentages for other
groups go up just as dramatically. If you think about that, if you want
one statistic that illustrates the nature of the problem of falling wages, I
think that is as good as any.

We know the solution to that statistic. The solution to that statistic is
basically to become a high investment society on four important dimen-
sions. The interesting thing at the moment is that investment is a meas-
ure of how much any society cares about its future, and in the 1980s,
for reasons which are a little bit mysterious, Americans didn't seem to
care about their future at all.

If you look at gross private domestic investment at 12.5 percent of
the GNP today, it is the lowest it has been since World War II. If you
look at civilian research and development spending, it is running at a
level of about 60 percent of either Germany or Japan. Both public and
private funds are now falling. If you look at infrastructure investment in
real terms, we are now investing half as much as we did in the late
1960s, and if you look at this round of state and local government
budget cutting, nothing has been cut harder than education and our
skills.

The consequence is clear, productivity has not been growing in re-
cent years, wages are falling, and that is a trend that is going to con-
tinue. In the middle of this document, I have some information that you
might find interesting to peruse at some point. This is not a Republican
view of America or a Democratic view of America, it is basically a
European view of America, published in the World Competitiveness
Report as to what Europeans think about Americans on a number of di-
mensions.

It is interesting if you look at their overall rating of competitiveness.
They rate Japan number one, Germany number two, the United States
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number five. If you look at their poll of business executives, in one we
are rated number 12, but if you look at the detailed rankings, what gives
us the number 5 ranking is that there are a whole set of things that basi-
cally relate to the past, and if you look at the things that are going to
give us our ranking in the future, we rank much worse.

In capital formation, we are the 21st country in the world; success in
foreign trade, the 14th country in the world; long-term orientation,
number 21; funding of R&D, number 21; literacy, number 15; in-
company training, number 17; attitudes of young people, number 20. 1
think it is reasonably clear, from an economic point of view, what has
to be done and where we have to start. The question is how you do it
politically.

Where we have to start is by getting all forms of these investments,
in some sense, up to world-class levels. I would like to suggest that the
way we should basically start is, first of all, to construct a capital
budget for the United States, and then as part of that capital budget for
the United States to construct a capital budget for the Federal Govern-
ment, so we clearly distinguish between investment and consumption.
Then we worry about how we get our investment on all these categories
up to world-class level.

I suspect the answer is that what we ought to think about then doing
is having earmarked taxes to fund these investment categories that have
to be funded, and then separate the issue from the issue of how we fi-
nance the consumption that we want to do in the United States.

The one thing that I think fits in with this strategy that could be done
to speed up the current recovery is, if you look at the highway and air-
port trust funds, it seems to me in the current environment that that
money ought to be pumped out the door just as fast as possible, even
though that means making the Federal Government deficit bigger, be-
cause you can justify pumping the money out the door as long as it is
going for investment. I don't think you can justify making the Federal
Government deficit bigger if you were pumping it out the door for con-
sumption.

So I think, in some sense, we face a rather clear choice. In the 1980s,
we didn't invest enough, which means in the early 1990s we have prob-
lems. If we don't invest enough in the early 1990s, we are going to con-
tinue to have problems in the late 1990s. The clearest way to see the
problems are in the statistics that I was pointing to, where you have 40
percent of the young fully employed males in America who can't earn a
poverty-line income, and by the time we get to the year 2000, under
current trends, that number is going to be a lot higher. I think that is ba-
sically where I will leave it.

[The prepared statement of Mr. Thurow, together with attachments,
follows:]
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PREPARED STATEMENT OF LESTER THUROW

AMERICA -- MID-YEAR 1992

It is important to understand that the United States is not now in
the recovery from a recession.

IT IS CLEANING UP THE MESS AFTER A SPECULATIVE BUBBLE.

With one exception counter cyclical fiscal policies were
thrown away in the 1980s because of our unwillingness to
eliminate the budget deficit in good economic times.

If one wants to look at the United States a year from now look at
Britain today. It began its period of cleaning up the mess a year
before the United States and still has not yet experienced a vigorous
recovery.

Since there is little to do in the short run, everyone should
concentrate on the long run.

! In the broad sweep of history each country must choose one of
two roads to international competitiveness

The easier way -- lower wages

The harder way -- high productivity

l In the 1980s and thus far in the 1990s the United States has
chosen the easier route to becoming more competitive on
world markets -- it reduced its real wages dramatically.

THE STATISTICS ARE SEARING

1. From 1980 through I 991 real hourly earnings for
nonsupervisory workers have fallen 4 percent and
real weekly earnings have fallen 7 percent.

In the last five years real hourly and weekly
wages have fallen each and every year. The
problem is not just the 1 990-92 recession.
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These downward secular trends will continue in the

years ahead.

2. In the bottom half of the wage distribution what is

occurring can only be described as a disaster.

The percentage of the population that works full time

full year yet cannot earn a poverty line income

($12,195 in 1990) is rising rapidly.

Between 1980 and 1990 the percent of the full

time full year work force that cannot earn a

poverty line income rose from 12 to 18 percent.

For males i8 to 24 years of age who work full time

full year the percentage that could not earn a

poverty line income rose from 18 to 40 percent.

For females the percentages went up from 29 to

48 percent.

If all (the unemployed and those who work part

time) 1 8 to 24 year olds are included 73 percent

could not earn a poverty line income in 1989.

To talk about family values to these individuals is

a mockery. Family values are only relevant if

one is able to earn a family income.

3. These adverse trends are moving up the education

distribution, At the end of the decade earnings for

college graduates were also falling -- down 4.9

percent for men and 1.9 percent for women from

1987 to 1991.

111. The reasons for the decline are clear. In no decade has America

every invested less in its future than it did in the 1980s. The

investments necessary to raise productivity simply weren't

being made.

I. At 12.5 percent of GNP at no time since WWII has gross

private domestic investment been as low as it now is as a

fraction of the GNP.
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In 1979 it was 18.1 percent of GNP.

Our principle competitors are investing two to three
times as much.

2. Civilian R&D spending is running at rates only 2/3 those
found in German and Japan. Both private and public R&D
spending is now falling.

3. In real terms public infrastructure investment is running at
less than half the rates found in the I 960s when our
population was much smaller.

America's infrastructure deteriorates while the rest of
the world races to build the world's fastest train.

4. In this round of state and local government budget cutting
no area is taking greater cuts than education.

On all measures of educational performance Americans
do not measure up against the performance achieved in
the rest of the industrial world.

IV. The consequences are clear. Productivity and wages cannot
grow with all forms of investment falling.

Investment is a measure of how much we care about
the future. What is not clear is why Americans in the
1 980s did not care about their own future -- either in
their families, in their corporations or in their nation.

V. The results are clear if one benchmarks American against its
foreign competitors.

The World Economic Forum in Europe in its international
competitiveness report rates Japan T 1, Germany 02, the
United States " 5.

A poll of business excecutives ranks the US " 12

If one looks at that I 5 it is clear that the number 5
represents a successful economic history and if one looks
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those factors that will determine the rankings in the future
the United States is far down the statistical tables.

Capital formation s 21

Foreign trade * 1 4

Long Term Orientation 21

Funding of R&D - 21

Literacy IS 15

In-Company training * 17

Attitude of Young People ` 20

VI_ But no one can invest for the future if they do not save in the
present. The American issue is not public versus private
spending but investment versus consumption. The investment

that must go up if wages are to go up is in both the public and
private sector and the consumption that must be cut if savings
is to go is in both the public and private sectors.

WHAT MUST BE DONE IS CLEAR.

THE PLACE TO START IS CLEAR.

1. To get investment up and help speed up the recovery from
the current recession the funds now in the airport and
highway trust funds should be allocated and spend just as
fast as is feasible.

2. A capital budget should be adopted to budgetarily
distinguish what America needs from what it does not need.

3. Where more public and private investment is need
earmarked taxes should be adopted to pay for the public
investment or the private tax incentives.

This should start immediately
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4. Then a systematic policy has to be adopted to raise public
and private savings rates.

In the public sector this means both tax increases and
cuts in consumption expenditures.

In the private sector it means both carrots and sticks to
encourage or force private savings.

VII. If nothing is done, the future is clear. A decade of falling
wages will be followed by another decade of falling wages.
And in each decade the percentage of the work force that can
only preserve their jobs by reducing their wages will only grow
larger.
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USA
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Competitiveness Balance Sheet

1 Entrepreneurship

20 Management Development

9

10 Corporate Performance

7
7
11
21
22
18
22

II
2
6
17

a

4
14

a Business Elficlency

Willingness to Delegate
Use of Information Technology
Implementation ol Strategies
Long -Term Orientation
International Expenence
Employee Relationships
Managerial Constraints

Prce / Quality -Ratio
Customer Orientation
Product Development
Social Responsability

Profits
Productivity
Labour Costs / Compensation Levels
Remuneration of Top Management

18 R & D Expenditure

1 R & 0 Personnel

I Intellectual Property
Generation

5
10
6
21

t

2

10
9
14
10
10

12 Technology Management

Total R & D Expenditure
Business R & 0 Expendilure
Research Cooperation
Funding of R & D

Total R & D Personnel
Scientists & Engineers

Basic Research
Patents

R & D in Key Industnes
Future R & 0 Spending
Production Technologies
Technology Stralegies
Financial Constraints

8 Population Characteristics

11 EducatIonal Structures

3 Employment Structures

12 Attitude o0 the Workforce

3 Ouality of Life

7 Education
15 Literacy
17 In-Company Training

5 Labor Force
4 Employment
9 Unemployment
7 Working Week
6 Availability of Skilled People
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2 Worker Motivation
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10 Cost -of -Living
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EXECUTIVE SUMMARY

By Liisa Vailkangas

Despite of its current problems. Japan lower positions. The available statisti-

still leads the world in competitive- cal data reflects the state of economies

ness in 1992. Germany is in 2nd post- through 1990 and, occasionally, 199 1.

tion, benefittingmainlyfrom the USA's i Thus, there is a time lag in the rankings,

drop from 2nd to 5th. Although Swit- only partly remediedby the Executive

:erland is 3rd, the gap berween Ger- Opinion Survey's attempt to capture

many and Switzerland has widened, the present and near future. In addi-

leaving Switzerlandfar behind its pre- tion. asvalues are calculatedpercapita.

.ious rival. The strong one this year is small countries profit from the evalu-

Denmark. rising from 8th to the 4h ation. For example, although a large

ranking. It is important o note that the market gives the US a competitive

problems which the Japanese and advantage, it does not fully compen-

German economies are currently ex- sate for the decreasing quality of its

periencing are not fully reflected in people as competitive resources.

the available statistics. In the USA.

however, where the recession started

earlier, the economy was already sink-

ing, a fact thao contributed at least in Japan -In Search ofa New Camped-

part to its dramatic drop in the | tire Strategy

rankings. Singapore continues to lead

the group of newly industriali:ed I

economies. Taiwan has risenfrom 4th Japan. for the first time, shows some

to 2nd place, while South Korea has weakness in world competitiveness,

droppedfrom 3rd to 5th Of the new- due to a demand for socio-political

comers in the Report, South Africa restructunng. However, the domestic

ranks 8th, followed by Venezuela. i economy of Japan-although declin-

This year. 1992. has been clearly af-
fected by the recession in the world
economy. The economies that have
succeeded in maintaining their eco-
nomic performance at previous levels
have gained better positions in the
rankings, whereas countries such as
the US and the UK that entered the
recession earlier have been forced into

|ing--still has a strength that is un-
matched by others. In integrating into
the international economy. Japan has
dropped from ist to 6th place-not
only because its export growth has
slowed down but also because the
notion of national protectionism has
been taken more fully into account in
this year's evaluation. Also, the posi-
tive impact that the government has
had on the economy in the past seems
to be slowly weakening (from 2nd to
3rd in the rankings). The turmoil in the

contnry's financial markets is reflected

in Japan's fall from I st to 4th place in
the finance factor this year. Neverthe-
less, the lead held by the Japanese in
the categories of quality of manage-
ment, R&D and people remains un-
challenged. Thus, the champion of
world competitiveness appears to still
have good opportunities to overcome
its present problems.

Germany -Confronting Itself

Germany gained the 2nd position be-
cause of the fall of the United States.
Although Germany's economy has
been very strong in the past, the recent
developmentsare disquieting and raise
doubts about its future competitive-
ness. The costs of unification are thus
not yet fully reflected in the statistics.
Although there is a temptation to fo-
cus only on internal affairs, Germany
still emerges as the country most inte-
grated into the international economy.
Indeed, the German govemment's suc-
cessful policies in the past are ac-
knowledged by an increase from 4th
to 2nd position in the correspunding
factor. However, recent criticism may
jeopardize this position in the future.
In management. science and technol-
ogy, Germany is credited with per-
forming this year a little better than its
arch rivals, Switzerland and the USA.
contrary to last year.

THE WO&ZOMP TITAVENESS REPORT 1992
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Switzerland -An Identity Crisis I The United States- Still Slipping NewilindustrializedEcotoniies:Sin-
gapore, South Afirwa, Venezuela and
Paitstan

Switzerland. in 3rd position, has lost Falling from the top league this year.
its domestic economic strength con- the United States is in 5th place. This
siderably (from 3rd to 7th in the i drop is explained by the fact that the | Singapore, for the fourth year, is a
rankings). Exceptionally high infla- US entered a deep recession early strongleaderinGroupIl.Ofthenew-
tion, emerging unemployment. co-I enough to be already sufferng from comers this year, South Africa ranks
nomic recession. and doubts about its the corresponding statistical impact 8th, followed by Venezuela. Financial

luiurecompetitivenessinanintegrated this year. In addition, the upturn inth es, and ucience and technology
Europe have taken their toll. Solving economy, promised many imes but effortshaveachievedthebestrankings
the country's relationship with the rest not yet delivered. has shaken the busi- for South Africa. However, the chal-

of the world is indeed a major chal- ness world's confidence in the lenge facing South Africa is to spread

lenge: Switzerland has dropped from economy. Foremost. however, the its competence, skills and educational

3rd to 11 th place in international inte- country is being hurl ny the structural basis amoong the population. This need

gration! Opening negotiations with problems oc the US economyin - is reflected in its being ranked last in

the European Economic Area and for icular. those relating to its human the people factor. Venezuela benefits
membership in the European Com- resources and technology develop from oil resources, but it is still strug-
munitymaychangeprospectsforSwit- men. in science and technology, the gling with the reform of its economy.
zerland. as well as reduce the current I TS is now a little behind Germany. IThethirdnewcountry,Pakistan.ranks
level of national protectionism. Gov- | Most alarming for long-term competi- I14th, but it should receive credit for its
emment policies seem to have less- | tiveness is the USA's drop in the qual- attempt to integrate its economy inter-

enied their impact on competitiveness. ity of people-from 2nd position to nationally.
Switzerland still holds the 2nd post- 7th this year. Reflecting these struc-
tion in the finance factor and has rsen j tural problems of the US economy,
in quality of infrastructure from 10th | governmentpoliciesareevaluatedless I
to 4th place. favorablythanlastyear.droppingfrom !

the Ist position to 4th (at the same
level as Japan). Also in management. I
US corporations receive a lower mark

Denmark -This Year's Superstar I this year. dropping from the 4th rank-
ing to 9th.

Denmark shows a remarkable tuma- I
round in world competitiveness after
tiseconomic problemsdunng the '80s
Denmark emerges this year in the top
league, rising from 8th position to 4th.
This rise is partly due to the confi- The United Kingdom and France:

dence that Danish executives have in New Rivals
theireconomic performance. Not with- I
out reason, however-the domestic I
economy has climbed from 11 th to8th iInterestingly. the UK and France have |
place. and international integration i become closer to each other in rank-
has improved greatly (8th position last | ing-the UK being 13th and France j
year vs 3rd this year). The Danish 14th,aresultoftheUKdroppingfrom
govemmenthasclimbedfromthe 13th j last year's 10th position and France
position to 7th. Due to its excellent | climbing up from 15th place. The fact I
performance in financial markets (in that the UK entered the recession ear-
particular the price/earings-ratio to ! lier than France also had some impact
shareholders). Denmark takes the first I on the change of rankings. Hence the I
position in finance. Remarkable domestic economy of France shows i
progress has also been shown in the I more strength than that of the UK.
quality of management (8th to 4th), France is still behind the UK in inter- I
and activities in science and technol- nationalization, government and fi- I
ogy (from 16th to 8th). Finally, people nance. but it leads the UK in manage-
emerge as a competitive resource for ment. science and technology, and
Denmark. reaching 2nd position from people-thus providing building j
last year's 8th. Congratulations! blocks for long-term competitiveness. I

THE WORLD COMPEMTMVNESS REPORT 1992
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REPRESENTATIVE HAMILTON. That is a good start. You want to get in-
vestment up. What do you do? Do you just let her rip as far as the
budget deficit is concerned, so long as the money is going into "invest-
ment"?

MR. THUROW. I think, one, in terms of the existing trust funds for the
highways and the airport, that is right. I think the other thing, however,
is that we should systematically, even though it is not the best public
finance, start to think a lot about earmarked taxes for investment, where
we say we are going to put a tax on, but it is not going to go to finance
general government expenditure; it is going to go to finance investment
spending.

REPRESENTATIVE HAMILTON. YOU would prefer to tax to get new funds
for investment rather than to increase the deficit?

MR. THUROW. I am willing to increase the deficit to the limited extent
of where we have the existing trust fund and the existing earmarked
taxes expended.

REPRESENTATIVE HAMILTON. But you would not increase the general
deficit?

MR. THUROW. No, it seems to me that the right strategy there is basi-
cally to move to a series of earmarked taxes. The thing I want to em-
phasize is, I think, before you do that, you need a capital budget, both
for the United States and the Federal Government. Because if you look
at this list of investments, some of these are public and some are pri-
vate, and we need private investment at a much higher level than it is
now, too. So I think one of the things that we have to think about is an
overall strategy as to how do we get all forms of investment up to a
world-class level.

REPRESENTATIVE HAMILTON. When you are talking about earmarked
taxes, what are you talking about? You build an airport, you put fees on
airline tickets?

MR. THUROW. YOU put fees on airline tickets. You get the tax that
comes the closest to being a user's tax that you can find.

When you talk about skills, I think one of the things I suggest in my
new book, which I think we should think about seriously, is perhaps
modifying the social security fund so that every child born in America
starts off with a $20,000 trust fund for investing in their skills in educa-
tion after they get out of high school. They would pay for that trust
fund in the payroll tax just the way we now pay for pensions and health
care in the payroll tax. That would be another earmarked tax that could
be implemented to pay for it. I think we should look systematically at
all these investment categories and then try and find what tax makes the
most sense to pay for raising that level of investment. It may very well
be that you need some very targeted tax incentives if you are talking
about plant and equipment.

REPRESENTATIVE HAMILTON. What kind of tax incentives? I was going
to ask you about that. Where would you put the carrots in here for tax
incentives, what kinds of things?

MR. THuRow. I think one of the things you have to think about is the
whole strategy of how you convert. Basically, we have had, to a great
extent, a military R&D complex. The question is how do you convert
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that military R&D complex to a civilian R&D complex. So you have
issues of how do you convert the National Laboratories.

You have issues of what do you do with universities like mine, MIT.
If you look at our $800 million worth of research, somewhere between
$450 and $500 of it comes from the Defense Department or the military
parts of the Energy Department. And we have just announced large lay-
offs of scientists because the Air Force is cutting back on some of the
programs at the Lincoln Laboratory that we run for the Air Force.

Well, those resources have to be not just laid off, they have to be
transferred, in some sense. So I think certain types of R&D tax credits
make a certain amount of sense, but I think there is a bigger issue as to
how we make the conversion in our military R&D so that we don't just
cut. At the moment, what is happening in both the public and private
sector, we are just cutting R&D funding.

REPRESENTATIVE HAMILTON. What about the things that are usually
talked about-investment tax credits, capital gains tax cuts, and those
types of things? Do you think they help private investment very much?

MR. TIUROW. I think you can make a case for the capital gains if it is
very narrowly targeted at new start-up ventures, where people are re-
quired to make investments and then hold them for a very long period
of time. I think it makes sense in that sense, But if you are talking about
a general capital gains that applies on everything-old masters, land,
old buildings, all of those kind of things-then, if anything, I think you
suck money out of these new productive investments, as opposed to
putting them into the new productive investments.

REPRESENTATIVE HAMILTON. IRAs and investment tax credits?
MR. THUROW. The problem, there again, depends on what you are

willing to do. There are countries in the world that have real IRAs, and
there are countries like us that basically have a phony IRA, where you
can get a tax deduction by moving money from one account to another,
or by borrowing money at the bank to put into your IRA. If you had a
real IRA, where you basically had to prove that you were lowering your
consumption-but the problem with that is that it requires a lot of tax
forms to really prove that.

If you want to do a consumption tax, I think that makes more sense.
Here is something I have advocated, and I think we need to think about
replacing either all or a lot of the payroll tax with a value-added tax. It
is also one of the ways to tax the wealthy elderly, because if you are
not working you don't pay the payroll tax. But if you replace a lot of the
payroll tax, with a value-added tax, then if you are a wealthy elderly
person who consumes a lot, you are still paying taxes as opposed to not
paying taxes.

For most Americans the payroll tax is now their biggest tax, and that
isn't right from the point of view of public finance.

REPRESENTATIVE HAMILTON. So you like the idea of a value-added tax,
with some kind of offset of income to maintain progressivity?

MR. THUROW. Right. The easiest way to do that would be in the pay-
roll tax. The payroll tax is a regressive tax. If you use the revenue from
the value-added tax to replace either part or all of the payroll tax, you
could make the whole system more progressive at the same time, and I
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think create better incentives, because one of the problems you have
with the payroll tax, when I hire you as a worker, I have to think about
not just your wages, but also the payroll tax.

If I hire you as a worker, where the payroll tax is much lower, but
you, the worker, pay the value-added tax, that doesn't stop me from hir-
ing you. So, from the point of view of incentives, to hire people, replac-
ing a lot of the payroll tax with a value-added tax also makes sense. Of
course, it makes sense under the rules of world trade because it is the
only tax that is rebatable on exports.

An outsider could look at the United States, and say, look, the United
States is acting like it is a person that is so wealthy that it says, look,
there is a loophole in the income tax law, but I am so wealthy I don't
bother to fill out the form. Well, there is one tax where you can rebate
on exports, which is the value-added tax. We don't collect it. It is not an
overwhelming thing, but it gives the rest of the world a little bit of an
edge that we don't have in the United States because we refuse to col-
lect it, and then rebate it on exports, and the rest of the world does re-
bate it on exports.

REPRESENTATIVE SCHEUER. Isn't the value-added tax also a regressive
tax?

MR. THUROW. Yes, but you can make it progressive. You can do it by
either integrating with the income tax or integrating with the payroll
tax. What you could do is you could take collective value-added tax,
but then credit everybody a certain amount of it on their payroll tax col-
lections; which means, suppose you wanted to exempt the bottom
$20,000 worth of income, and it was a 10 percent value-added tax, you
would give everybody a $2,000 credit on their payroll tax simply be-
cause you would assume that they were spending it out there in the
economy, and that would make it progressive. I think that would have a
lot of very positive effects on the economy if you made that transition.
You would do it gradually.

If you are going to do a value-added tax, you have to collect at a rea-
sonable level so you can justify the administrative cost. But I think if
you did it, one of the things you might want to do is to completely re-
place the payroll tax and go to a value-added tax. Then you could make
the argument that you weren't increasing the number of taxes, you were
just moving from one tax to another.

If you were to pay for the social security system, augmented with a
skill and trust fund that everybody inherits the day they are born in the
United States, then I think you can make the whole system into a much
more progressive operation, and much better for the economy as a
whole. I think the other thing it does, it would get the right incentives.

REPRESENTATIVE HAMILTON. Are economists moving generally toward
the view that the VAT tax is the way to go?

MR. THUROW. I think the answer is, in the economics profession, if
you were to take a vote on it, you would get an overwhelming propor-
tion of all economists-right, left, and center-who would say it makes
sense, given our current environment, to move to the value-added tax,
making it progressive by either integrating it with the income tax or
preferably integrating it with the payroll tax.
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REPRESENTATIVE HAMILTON. Your opening statement is, "We are not
now recovering from a recession; it is cleaning up the mess after a
speculative bubble." I am not sure I understand that. Everybody says
we are coming out of the recession. You say we haven't had a reces-
sion?

MR. THUROW. We have certainly had a recession in the technical defi-
nition of negative GNP, but it is not the normal recession like the previ-
ous eight, because in the 1980s, in Japan, in Great Britain, in the
United States, periodically in the history of capitalism, capitalists liter-
ally go mad. We know this with the tulip mania, the South Sea bubble,
the Mississippi land bubble, the Roaring 20s. And when historians
come to write the books, they are going to look at the 1980s like the tu-
lip mania.

I can even tell you what the ultimate tulip is, Canary Wharf in Lon-
don. Suppose I came to this group ten years ago and said that the banks
of the world are about to lend one family $26 billion without ever being
allowed to see that family's financial books. You would have laughed at
me, and that is exactly what happened. You would have laughed at me.

REPRESENTATIVE HAMILTON. How can it happen?
MR. THUROW. The answer is capitalists go mad. Everybody sees peo-

ple making money on craziness and therefore it starts to look less crazy.
REPRESENTATIVE SCHEUER. The Reischmans weren't supposed to go

mad under any circumstances.
MR. THUROW. But George Bernard Shaw, I think, had the aphorism

that explained it. He said there is nothing like-
REPRESENTATIVE SCHEUER. That was just an aside. I said the Reisch-

man family wasn't ever supposed to go mad under any circumstances.
MR. THUROW. You had the craziness that the land under the Imperial

Palace in Tokyo was worth more money than the entire State of Cali-
fornia at one point in time, and a whole set of prices.

-I saw some rather dramatic statistics the other day. I think it was in
about 1988, if you looked at the average American family, their net as-
sets were about 50 percent higher than their debts because of the value
of their house. If you look at them today, the average American family's
debts are about 25 percent bigger than its assets because the value of its
house has collapsed. The problem is not why did the house collapse.
The question is why did it ever go to those high prices in the first place.
That is the bubble.

REPRESENTATIVE HAMILTON. You conclude on a very pessimistic note;
that is, if things aren't done, we are going to have a decade of falling
wages followed by another decade of falling wages. In other words,
your view is that on the present course we are in deep trouble.

MR. THUROW. I think that is absolutely right.
REPRESENTATIVE HAMILTON. And if we don't make the kind of fairly

radical change that you are talking about, then we are going to see de-
clining standards of living in this country over a period of decades. Is
that the way you analyze it?

MR. THUROW. I think that is right. Let me take a little exception with
the word "radical." A few years ago there were a group of us who pub-
lished a white paper that said what we should commit to doing as a
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society is holding consumption, public plus private, I percent below
the rate of growth of GNP, so if GNP grows at 4, consumption can only
grow at 3, if GNP grows at 2, consumption at 1. So effectively you are
moving I percent of GNP a year into investment, from consumption
into investment.

If you do that for ten years, you are up to German levels of invest-
ment. If you do it for 15 years, you are up to Japanese levels of invest-
ment. You don't have to crunch anybody. If you think about just
holding consumption growth 1 percent below the rate of growth of
GNP, is that radical? I don't think it is radical, compared to if you tried
to correct it in one day

REPRESENTATIVE HAMILTON. It depends upon your frame of reference.
It doesn't sound radical when you put it in percentage of GNP, but if
you start putting these specific proposals in front of people, it is quite a
change.

MR. THUROW. I understand. I think the way it has to be done is with
earmarked taxes. First of all, you have to have the capital budget. Peo-
ple have to understand that there is a difference between investment
and consumption. I think the only way you do that is to construct a
capital budget for the United States, and then you have a capital budget
for the Federal Government, which is part of that capital budget for the
United States, and you have to make this distinction. Then you say,
look, we have to find ways to finance these investments. We can't sit
around here and wait for you to cure the federal budget deficit before
we put money into investment. You just can't do that. Take the statistic
I pointed to, where in a decade the percentage of young males who
worked full time and can't earn a poverty-line income is more than dou-
bled. What do we do if it doubles again in the next decade?

The answer is, it is going to double in the next decade unless you
make some of these investments.

REPRESENTATIVE SCHEUER. Investments in education?
MR. THUROW. Well, investments in all four. Before you came in I was

pointing out
REPRESENTATIVE SCHEUER. Yes, I missed the four.
MR. THUROW. The four: If you look at plant and equipment invest-

ment, it is at the lowest level since World War II. Infrastructure invest-
ment is running at half the level of the 1960s. R&D spending in the
civilian sector is now only 60 percent of that in Germany and Japan,
and falling in both the public and private sector because of cutbacks in
the military. And if you look at this round of state and local govern-
ment cutting, they have cut education more than anything else. So you
have a society which, right across the board, is investing less than the
rest of the world, less than it itself has invested in the past, and when it
is asked to make a budget cut, it cuts investment, which is what state
and local governments have done in the current round of budget cut-
ting. The answer is we can't afford it.

REPRESENTATIVE HAMILTON. Now, let me pick up with your book,
Head to Head," where you are talking about the various positions-
United States, Europe and Japan-and you hit upon Europe as the unit
that will be the most powerful in the future. If you look at the United
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States, go through for us, if you would, what the good things, the
strengths are with regard to the United States.

You have indicated what the weaknesses are. What is on the plus
side?

MR. THUROW. I think on the plus side, if you take the seven industries
that I list in the book, which will be the industries of the future in the
sense that they are going to be generating the high-wage jobs, we come
out better at this moment in terms of our technological capabilities than
anybody else.

If you look at microelectronics, I would say that was a rather even
battle between the Americans and the Japanese. There are some places
where we are ahead, some where they are ahead, with the Europeans
being out of it, but we are not behind.

If you look at biotechnology, that is an American lead. If you look at
the new material science industries, this is a place where America has
invented most of these materials in the military, and the only question
is, can we learn to make them cheaply enough to make them into civil-
ian products, so we should have a lead there.

If you look at telecommunications, I think that is a rather even battle
between Europe, Japan and the United States, where I don't see any ob-
vious technological leader. If you look at machine tools-robots and
machine tools-that is the one industry in which we are completely out
of the race. It is a race between the Europeans and the Japanese, with
us not in the ball game.

If you look at aircraft manufacturing, that is between us and the
Europeans, but Boeing still has the world's dominant position, so we
are the leader there. If you look at computers and software, I would say
that on the hardware side of it, it is a relatively even race between Ja-
pan and the United States, and on the software side you would have to
still give the edge to the United States. So, if you look at these tech-
nologies across these seven industries, we are still in a very powerful
position.

REPRESENTATIVE HAMILTON. We have very strong institutions of higher
education.

MR. THUROW. Right, that is the second thing. If you look at the top 15
percent of the American work force, we are probably the best educated
in the world. We are behind at age 18, but then we work harder, and we
go to better universities, and we catch up by 22. Then we put graduate
schools on top of it, which the rest of the world doesn't have. By 25, 26,
27, we are some of the best educated people in the world. At that level,
we are very good.

REPRESENTATIVE HAMILTON. But where we are really falling down is
with the undereducated?

MR. THUROW. If you look at the bottom third of the American work
force, it is Third World. You have 29 percent of the kids that don't
graduate from high school. And it is not a very tough high school that
they don't graduate from. That is one of the problems with the Mexican
Free Trade Agreement. I am in favor of the Mexican Free Trade Agree-
ment, but only if we, as a society, are willing at the same time to have a
massive program of investing in the skills of the bottom third of the
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American work force. If we don't do that, all that is going to happen-it
is not a jobs issue, it is a wage issue-their wages are going to go down
to Mexican levels because they have to do that in a free-trade world.
Otherwise, these statistics that I am giving here are really going to be
bad by the year 2000.

REPRESENTATIVE HAMILTON. What is your impression of U.S. enter-
prises and companies? How are they doing in the competitive battles
across the world? Are they doing these kinds of things? Can you gener-
alize on that?

MR. THUROW. One of the things that you should take a look at it when
you get a chance is data from Europe, because a lot of that is on what
European business thinks of American business. And the answer is that
they don't have a very flattering view of American business. If you turn
to the second sheet, where at the top it says "entrepreneurship," you can
see their ratings of American business: Willingness to delegate, number
7; use of information technology, number 7; implementations of strate-
gies, number 11; long-term orientation, 21; international experience,
22; employee relations, 18; managerial constraints, 22; price-quality ra-
tio, number I 1; consumer orientation, number 2; product development,
number 6; social responsibility, number 7.

REPRESENTATIVE SCHEUER. Seventeen.
MR. THUROW. I mean 17. If you look at that pattern; that is, an out-

side view, looking at us from the point of view of Europe. Look down
at the bottom where they look at the quality of our work force: In-
company training, number 17; availability of skilled people, number 6;
even on equal opportunity they only rank us number 12. And if you
look at the next set of things that have to do with some of the attitudes
of young people, they give us very low ratings: Attitudes of young peo-
ple, number 20; alcohol and drug abuse, number 22. So if you look at
this page of things, which is an outside view of the American corpora-
tion

REPRESENTATIVE HAMILTON. What do you mean outside view?
MR. THUROW. This comes from the World Competitiveness Report,

which is basically a European organization, and every year
REPRESENTATIVE HAMILTON. These are European opinions of American

private enterprises, is that it?
MR. THUROW. Yes. Now, one of the things you might look at-turn

over another two pages-is the executive summaries describing some
of the leading countries, and look at the one about the United States
called "Still Slipping." Let me just read the little bit of it, starting in the
middle,

Foremost, however, the country is being hurt by the structural
problems of the U.S. economy, in particular, those relating to its
human resources and technological development. In science and
technology the United States is now a little behind Germany. Most
alarming for long-term competitiveness is the U.S. drop in the
quality of its people, from the second position to the seventh this
year. Reflecting these structural problems of the U.S. economy,
government policies are evaluated less favorably than last year,
dropping from first to fourth, at the same level as Japan's. Also in
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management U.S. corporations receive a lower mark this year,
dropping from the fourth ranking corporations to the ninth ranking
corporations.

REPRESENTATIVE HAMILTON. One of the other things you mention in
your statement-I will come to Congressman Scheuer in a
minute-"There is little to do in the short run; everyone should concen-
trate on the long run." What do you mean, there is little to do in the
short run?

MR. THUROW. The basic answer is that we gave fiscal policies away,
because if you are going to use countercyclical Keynesian fiscal poli-
cies, there is a requirement that you basically move back to a balanced
budget during good times so that you can move to an unbalanced
budget during bad times. Because we chose to borrow money from the
rest of the world, we gave interest rates away. So Alan Greenspan can
push interest rates down all he likes, but long-term interest rates will
stay up because we have to attract funds from the rest of the world.
And if I can get 10 percent on my money in Germany, I am not going to
lend it to Americans for less. If we were basically saving a lot of money
inside the United States, then American interest rates wouldn't depend
on German interest rates. But we are a net borrower from the rest of the
world, which means somebody out there in the world is making a deci-
sion, do I put my money in Germany or do I put my money in the
United States. And I am definitely not going to put it in the United
States at a low rate of return when I can put it into Germany and get a
high rate of return.

REPRESENTATIVE HAMILTON. You are saying the Fed has lost control
too, then?

MR. THUROW. Absolutely.
REPRESENTATIVE HAMILTON. All this lowering of interest rates is not

going to get the long-term interest rate down?
MR. THUROW. It is not going to get the long-term interest rate down

ever.
REPRESENTATIVE HAMILTON. SO should we do it?
MR. THUROW. It doesn't hurt, and it at least helps the Federal Govern-

ment. If you say, who borrows three-month money? Do you have any
three-month money in your portfolio? I think the answer is, mostly gov-
ernments. What helps the private economy is when the longer term is-
sues start coming down. But they can't come down because we gave
our monetary and fiscal policies away in the 1980s.

The other problem, of course, is because of the speculative bubble
and the collapse in real estate prices. What you have is a lot of corpora-
tions and a lot of families that basically have to clean up their balance
sheets, and there is no way to speed up that process. They used to be
net creditors, now they are net debtors and as net debtors they have to
do various things.

REPRESENTATIVE HAMILTON. One other thing, what do you mean the
long run? Suppose you do the things you think ought to be done. How
long is it going to be before we begin to see a real improvement in our
standard of living? Education is the answer to every problem we have,
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but there are two things you can say about education. Number one, it
works; number two, it works very slowly.

MR. THUROW. I think you have to be a little bit careful. I think the an-
swer is that some of these things can pay off faster than others, but you
are probably talking about five years. But the interesting thing, if you
look at education, if you look at where the American performance is
lousy vis-a-vis the rest of the world, it is between the 7th and 1 Ith
grades-four years. In the sixth grade, we are not way behind the rest
of the world.

REPRESENTATIVE SCHEUER. Well, haven't we started getting very high
rates of nonliteracy learning in the second, third, and fourth grade? Isn't
that where the key is?

MR. THUROW. The big deterioration is between 7 and I1. We are be-
hind some in the sixth grade, but something goes seriously wrong in the
American junior high school, and the gaps really widen at about the
seventh grade, if you look at these comparative performances around
the world. I don't think the problem is the timing, the problem is no-
body has any handle on the education system, since you have 15,000
independent school boards out there who more or less do what they
want to do, and the Federal Government doesn't have a handle on them.
State governments don't have a handle on them, and the problem is that
Thomas Jefferson got it wrong. Local school boards don't set high qual-
ity standards. Never can, never will, because they aren't focused on the
right issues. They are focused on local issues, and the kids don't work
in their community, and I think there is a statistic that really makes this
dramatic.

In the United States, most states have a law stating a minimum num-
ber of school days, but nobody in America has a law stating a maxi-
mum number of school days. So any school board that wanted to could
go longer than the minimum number of days for their state. So, if Mas-
sachusetts law says 180 days, there is nothing stopping any town in
Massachusetts from going to 240 days, which is what the rest of the
world does.

How many towns do you think do it? Not one in America. That tells
you something about local school boards not being willing to set a high
quality standard.

REPRESENTATIVE HAMILTON. So where do you come out? Do we set the
standards here?

MR. THUROW. What I argue for in the book is probably, given Ameri-
can history, you are not going to be allowed to set the standards. The
group that is going to have to set the standard is the high-wage business
community, which I think has to write the equivalent of the American-
French baccalaureate exam, and tell the local school system, if your
kids can't come out at this quality level, they are not a high school
graduate regardless of what you call them. Now, the problem is, the
American business community is a political coward and doesn't want to
write that exam because, of course, they would have some bricks
thrown at them if they basically announced that half the kids in this
community aren't real high school graduates, even though the local
school board says they are real high school graduates. I don't know of
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any other way that you are going to be able to push some quality stan-
dard into the system.

In the rest of the world, there is a very powerful central ministry of
education that says this is what you will do, period. But we don't even
have that at the state level, much less at the federal level.

REPRESENTATIVE HAMILTON. Jim, go ahead.
REPRESENTATIVE SCHEUER. IS the state level an achievable place where

we could establish standards? I had 11 days of hearings a couple years
ago, held by the Joint Economic Committee's Subcommittee on Educa-
tion. I held a set of hearings on what we have to do to create a competi-
tive and skilled work force. One of the star witnesses was the Governor
of Arkansas, Governor Bill Clinton, and he testified brilliantly on what
we ought to be doing for a noncollege-bound youth.

There is a lot of imagination out there among the governors. Couldn't
we have some kind of concord among the governors that in the absence
of a central education system with discipline and standards adminis-
tered from Washington, the states ought to be doing it, and they ought
to establish standards, perhaps the same standards all over the country?

MR. TiiUROW. I think realistically that it would have to be done in
conjunction with the high-wage business community, because people
are very suspicious of the educators, the professors like me. But most
families still want their kids to be eligible for high-wage jobs. So, if
you had the backing of the high-wage business community in the state
or in the region that said, hey, these are qualities that we really demand
out of a world-class high school worker who is not going to go on to
college, then maybe you could have the political clout to do it. But eve-
rybody is scared to touch it, and the interesting thing is that the 180-day
school year, when it was set by Massachusetts, it was the longest
school year in the world. Do you know when we set it?-1906.

The United States hasn't changed its quality standard on the length of
the school year in almost 100 years. Now, you have got the rest of the
world going 220 to 250 days, and so what used to be the longest school
year in the world is now the shortest school year in the world. You sim-
ply can't learn in 180 days what the rest of the world is learning in 220
days. It doesn't work.

REPRESENTATIVE SCHEUER. When they work a longer day and they have
much more homework for the days they work.

MR. TfiUROW. I just had a boy who got out of a German high school.
His high school quit last Friday. They have the month of August off,
not three months in the summertime.

REPRESENTATIVE SCHEUER. Why is it that the Germans, with their high
rate of productivity, their excellent level of competitiveness-a very
profitable society-why do they have to pay high-interest rates to bor-
row money from the World Central Bank?

MR. THUROW. When East Germany opened up, I was invited by Hel-
mut Kohl, with a couple other economists, to come to Germany, look
over their shoulder, see what they were doing and see if we had any cri-
tique. At that time, Helmut Kohl said:

I am going to do to you exactly what Ronald Reagan did to us.
You guys should have raised taxes to pay for doubling your
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defense budget in the 1980s. Instead, you borrowed money from
the rest of the world. I probably ought to raise taxes to make the
necessary investments in East Germany, but I am not going to do
it. I am going to borrow money from the rest of the world and fi-
nance all the investments that have to be made in East Germany,
just like you did. It is now your turn to take the gust that we took
the previous ten years.

REPRESENTATIVE SCHEUER. It was a disaster for us, why would he want
to repeat it?

MR. TiiUROW. The difference is, it is all going into investment in Ger-
many; in the United States, it all went into consumption. It is very
interesting. One of the reasons East Germany is costing so much is that
they are doing everything first class. They could have wired everybody
in East Germany for telephones with copper wires. It would have cost
about $800 a house. Instead, they did it with fiber optics at $3,000 a
house. They are going to have 18 million people on a fiber optics test
bed, which a lot of people, including myself, think is going to be the in-
terstate highway system of the 21 st Century. That is going to give them
a tremendous lead in telecommunications because they will know how
to use the system, because they will have 18 million people on it long
before anybody else does.

That is part of the infrastructure we should be talking about. In Ja-
pan, there is a national policy to rewire Japan with fiber optics by 2015.
That is never going to happen in the United States, based on private in-
dustry. It would have happened if we hadn't broken up AT&T, but we
did and I know that from a telephone company's point of view, copper
wires are perfectly good enough. They are never going to bury fiber op-
tics in the ground that somebody else can use, and so we are never go-
ing to get from here to there unless we put together a public program. It
could be a mixture of public and private money, but the fact of the mat-
ter is that there will have to be some program in the United States de-
signed to get us to fiber optics. But the Germans, on the other hand,
because they had to rewire 18 million people, are going to be there at
least 25 years before the Japanese get there, and maybe even longer be-
fore we get there.

REPRESENTATIVE HAMILTON. In the East, but not in the West?
MR. THUROW. In the East, but not in the West. Then, if they find it

really pays off, they can start expanding it into the West.
REPRESENTATIVE SCHEUER. How do we ratchet down our levels of con-

sumption? As you say, we have been on a consumption binge. The cen-
tral bankers of the world have stood by while we had $50 or $60 billion
a year-

MR. THUROW. I think you do it the way I mentioned before, and that is
that you don't push consumption down in absolute terms, you push it
down in relative terms. So you have a period of time when you exercise
constraint, where you say consumption in all forms-public and pri-
vate-we organize ourselves so that it grows less rapidly than GNP,
and then over a 10 to 15-year period you can move the resources into
investment that you have to move into investment.
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Think about it. Last year, the Japanese put $2 into plant and equip-
ment investment for every $1 we did in the United States, and they
have a work force half as big as ours. So, on a per worker basis, they
were investing four times as much. That means they are going to get all
the high-wage jobs in the world, and Americans are going to not get
any of them because they are going to have a lot more equipment. That
is why they have ten robots for every one in the United States, because
they have made the investments.

The other thing I think is interesting, because it is dramatic, if you
look at infrastructure, there is a man-on-the-moon race going on in the
1990s, and both of the countries that participated in the man-in-the-
moon race in the 1960s aren't playing. It is called who can build the
fastest train, so the Japanese have their bullet train, the French have the
Tegavet, the Germans have the I.C.E., the Italians have their computer-
controlled tilt train, and America doesn't play. There are some very ex-
citing technological things going on out there, and the United States in
the 1990s has decided not to be a player. It is interesting to ponder why
we go from being a very avid player in the 1960s to opting out com-
pletely in the 1990s and pretending that the game doesn't even exist.
We are going to try a tilt train between Boston and New York, but it is
a Swedish train that we will borrow.

REPRESENTATIVE HAMILTON. Ham.
REPRESENTATIVE FISH. Mr. Thurow, my constituents in the mid-

Hudson Valley still remember fondly your visit there a few years ago in
which you gave them a peek at the 21st century. Of these four items
that you referred me to, a couple of them bother me. One is this talk
about infrastructure. Everybody talks about infrastructure as if we are
doing nothing about it, and last fall we spent a considerable amount of
time on a number of things unsuccessfully, like banking and crime. But
the one plus was this enormous bill-intermodal something-or-other-
but it was $150 billion over six years, and I wonder how any more
money than that can possibly be spent on infrastructure-roads and
bridges and repairs and so forth.

MR. THUROW. Infrastructure also includes these things like the fiber
optics network, the electronic highways, and, see, if you look at what
we are spending compared to what we used to spend, it is very little. In
real terms, we spend at half the 1968 levels.

You either have to argue that we were grossly overspending in
1968-which I think would be very hard to argue-or you have to ar-
gue that we have an enormous amount of catch-up to do, because it isn't
Just roads and bridges when you talk about infrastructure. There are a
whole set of things that basically come under that category. All public
buildings come under that category-school systems.

One of the infrastructure things we have to think about, and it will
require a public-private effort. Every other industrial country in the
world has some system of post-secondary education for those people
who don't go to college and universities, and the question is, how do
you build that system, which is partly a skill system, but will require
some infrastructure to basically make it function? Here again, there are
many ways to do it. Probably, we are not going to do the German
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apprenticeship system, which is admirable, but for a whole variety of
reasons we, in the United States, seem incapable of copying it.

We could do the French I percent of sales tax. That is the earmarked
tax that I think we ought to think about. In France every company pays
a tax which is I percent of sales. It is put into a training account in that
company's name, and as long as the company spends the money on
training, it is their money, but if they don't spend the money on training
the work force, the government takes it, which makes training into a
free good.

REPRESENTATIVE FISH. Before you get too deeply into that, that was my
second question-infrastructure being the first. It seems to me that I
have heard from the last four Secretaries of Labor about the makeup of
the work force of the Nation during the last decade of this century,
about how people who are not otherwise prepared-immigrants, mi-
norities and women-education is going to take care of this. That might
take care of it, but not in this century. So training and retraining, which
seem to me to be something almost on a par with the R&D spending-
which we know results in a healthy economy-and with things to
stimulate private investment, I don't see that. You call it education here.

MR. THUROW. When I say education and skills, I am including that.
REPRESENTATIVE FISH. You are talking about just regular training and

retraining of the work force, not just public school?
MR. THUROW. Right. One of the things that I suggest in the book, and

I referred to earlier, is one of the things you might think about, which is
to modify social security and say that it doesn't just help the elderly, it
also helps the young. Everybody is born with a $20,000 skill training
fund, which they can use after they graduate from high school to buy
training from their employer.

REPRESENTATIVE FISH. Where does that come from?
MR. THUROW. You put it into the social security system and have peo-

ple pay for it in a payroll tax. I think there is a lot of merit in the idea,
because one of the things that has clearly gone down, if you look at the
consumption part of the federal budget, too much of it goes to the eld-
erly, and it goes to the elderly because, of course, they vote and people
under the age of 18 don't vote. You have to find someplace to tie the
elderly and the young together politically. I think putting them both in
social security might be a way to tie them together.

REPRESENTATIVE FISH. Where is this I percent of sales that the French
system fit into what you are talking about, in terms of-

MR. THUROW. That would be earmarked taxes for investment.
REPRESENTATIVE FISH. But that is not the skill training?
MR. THUROW. No, that is skills. That is skill training. What I suggest

later is that what we ought to do is to look at all these areas-skill
training, education, infrastructure, R&D, plant and equipment-and
figure out how we get our investment up to world levels, and where do
we use public money, based on the earmarked taxes, user taxes. So, if
you are thinking about skill investments, one of the ways to do it is to
basically give you a skill trust fund in the social security system, but
then make you pay for it in an earmarked payroll tax that you pay for as
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you work over the rest of your productive life. I think we ought to have
a telephone tax to pay for fiber optics.

REPRESENTATIVE HAMILTON. You were saying a moment ago that if you
did the things we ought to do, it would be five years before you get a
payoff. We are politicians over on this side of the table, and we have to
deal with people who want increases in their wages now, who want in-
creases in their standard of living now, and you go out to them and you
tell them, well, maybe if you do these things, five years from now you
will get a kick, and you will get some improvement, but probably you
are not going to get real improvement until on down the road. That is a
tough sell.

MR. THUROW. I understand it is a tough sell.
REPRESENTATIVE HAMILTON. But you think it is what political leader-

ship has to do?
MR. THUROW. I don't think there is any choice. Your choice is not to

sell that. See, that is what you did in the 1980s. What happened in the
1980s? The percentage of these young people who couldn't make a
poverty-line income went up from 18 to 40 percent.

REPRESENTATIVE HAMILTON. A very large role of political leadership
today is to, number one, tell people patience is required and, number
two, make investments that won't pay off for several years, right?

MR. THUROW. Well, yes. When people often ask me-
REPRESENTATIVE HAMILTON. What have you done for me lately is the

question in politics.
MR. THUROW. I understand that. But this is the place where I think the

next President of the United States has to play a role-I explain it in
the book. People often ask me today, if you were advising the next
President of the United States, what would you tell him? What I would
tell him is, forget about the first 100 days and a lot of policy. The first
thing you have to do is lead America in a benchmarking exercise, just
the way a private business firm would do, where you basically say let's
take the important things that are going to determine our future. These
four investment items would be a big part of it.

Let's compare ourselves with the industrial country in the world that
does each one of these four things the best, then let's design a policy to
close that gap, because the problem is the statistic I mentioned in the
book. Ten out of eleven Americans have never left the United States.
They don't have a passport, 10 of 11 don't have passports. Americans
don't really understand what the rest of the world is all about economi-
cally, and I think you have to go through an education process.

Think of Croatia versus Serbia. The media is full of Croatia versus
Serbia, and that doesn't really affect any American at all. In March, I
took a group of MIT students on a factory study tour in Korea. While I
was in Seoul, Korea, I just happened to think that I wished that I had
every American with me. We went to the Samsung Consumer Electron-
ics plant where 55,000 Koreans, all working in one place, were banging
out consumer electronics-more robotics in one place than anyplace in
the United States. This is the modern Korea. This is why 55,000
Americans don't have a high-wage job, and that consumer electronics
plants are the reality, which the average American has to understand. I
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think the answer is, if the average American understands the reality,
they understand you can't fix these problems overnight. If I had a quick
fix solution, I would love to give it to you. I just don't think it is there.

REPRESENTATIVE HAMILTON. Let me ask you about another area. You
see a lot of statistics now on distribution of income. Should it rank in
our priorities? Is that an important matter from an economic stand-
point?

MR. THUROW. Well, I think it is an important matter. But there are
two ways the distribution of income could change. It could change by
everybody's income going up and it would also become more unequal,
or it could become more unequal, but you have a lot of people's in-
comes going down.

In the 1980s, it partly became more unequal because a lot of people's
income was going down. That makes distribution a much more serious
problem than if it was just becoming more unequal as everybody's in-
come went up.

As I said, I think this statistic here on what is happening in the wages
of fully employed young people, if you take one statistic, and when you
get into family income distribution, you get into a little bit of a mess,
because the question is who is sharing income with whom, and so as
the nature of the American family changes, the family income distribu-
tion will change.

I think the way to get away from those arguments is to focus in on
wages and ask yourself what is happening to wages. Here we see we
don't have a recession, because if you take the Department of Labor sta-
tistics on either real hourly or weekly wages, they have fallen every
year for the last five. They were falling before the recession started.
They are going to be falling after the recession is over. Technically, the
recession is over in 1992, and I would bet you a large sum of money,
when we come to the end of the year, we will find that real wages have
fallen in 1992, even though technically we are not in a recession any-
more.

REPRESENTATIVE SCHEUER. Because of our reduced competitive posi-
tion?

MR. THUROW. Because of our reduced competitive position. If you are
willing to do these investments, there is another issue. But if you are
not willing to do these investments, it is not worth talking about the
other issue, and that is that the rest of the world plays the ball game
with a strategy for capturing the high-wage industries.

REPRESENTATIVE HAMILTON. And we don't?
MR. THUROW. We don't. For example, if you go to Taiwan and you

are in microelectronics, you pay a corporate tax rate that is half the nor-
mal tax rate. So the Taiwanese are saying to every microelectronics
company in the world, come to Taiwan and you are going to pay less
taxes. You may not like that.

REPRESENTATIVE HAMILTON. They have a powerful industrial policy?
MR. THUROW. They have a strategy, yes. They have a policy of strat-

egy.
REPRESENTATIVE HAMILTON. They are picking out one industry and

saying we are going to put our chips in your basket.
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MR. THUROW. That is what the Europeans are doing in Airbus Indus-
tries. We are going to take civilian aircraft manufacturing away from
the United States. Now, our theology says it never works, but it looks
like it is working.

REPRESENTATIVE HAMILTON. Do you think we ought to do that?
MR. THUROW. At least on the defensive side, we have to have a defen-

sive answer. What are you going to do about Airbus Industries? You
can't ignore it and say it doesn't matter. I think the answer is, on one
level, you have to have a policy. It is in R&D. You have to have a stra-
tegic R&D policy. Because the great thing about military R&D is, the
military knew what it wanted.

REPRESENTATIVE HAMILTON. What do you mean by a strategic R&D
policy? You mean the government sets

MR. THUROW. The government is paying about half the bills in every
country in the world directly or indirectly, and the government has to
decide where it spends its money. At the moment, the government
doesn't because it puts it all in military or health. But the answer is,
when military goes down, you are either going to put it into civilian, or
we are not going to be competitive in R&D. Then, at that point you, are
going to have to decide what are the hot civilian industries.

See, if you come to MIT and walk around you are going to see lots
of-

REPRESENTATIVE HAMILTON. Government is going to have to do that?
MR. THUROW. Yes. You are going to see lots of fascinating technolo-

gies. Some of them lead to economic dead ends, and some of them lead
to very important industries. You have to be willing to make the deci-
sions. It doesn't mean government picks winners and losers. It picks hot
technological areas.

REPRESENTATIVE HAMILTON. That is a distinction without a difference.
MR. THUROW. No, it isn't. Let me explain it. In Europe, they have all

of these projects that are called Jessie, Eureka, Esprit, Vision 2500.
They are all R&D projects that are designed to capture some area. They
all work the same way. The governments have made the decision-this
is a hot area, let's say microelectronics. The government says, we have
a pot of money. In the European case, if three companies from two dif-
ferent countries will come through the door with 50 percent of the
money, and it is a good project, we will match it. What they are doing
is they are lengthening time horizons, expanding budgets.

The companies are picking winners and losers, but the government is
saying that this is an important area, and we have done that in the mili-
tary. The military says it wants a submarine that will stay under the wa-
ter forever. The military says it wants a missile that will land within 15
feet. The military doesn't say to these National Laboratories, go off and
do good research. They have targeted what they want. The answer is,
when you start putting government money into the civilian sector,
which we will have to do if we want to be competitive, you will have to
make decisions about what are important areas and what are not impor-
tant.

REPRESENTATIVE HAMILTON. Let me ask you, from a government stand-
point, how do you make that strategy? That is, what kind of changes do
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you think we have to make in the structure of the American Govern-
ment in order to devise those kinds of strategies? You have a National
Security Council, for example, over here. Do you need a National Eco-
nomic Council? Our economic policymaking in this country is very dif-
fuse. It is all over the place.

MR. THUROW. I think any outsider who came and looked at us would
say that all of those functions ought to be basically concentrated in the
Department of Commerce-which ought to be renamed the Department
of International Trade and Industry-where you have one place that is
responsible. If you go to Korea, you will find in the Korean Govern-
ment, for every industry, there is a person in their ministry of interna-
tional trade and industry whose job it is to make that particular industry
a more healthy, more powerful industry in Korea. So there is somebody
whose job it is to promote electronics, there is somebody whose job it
is to promote biotechnology, and he is, in some sense, Mr. Inside who
fights the battles of that industry inside the government. He doesn't run
the industry, he doesn't make the decisions for the industry, but it is his
job to figure out if there is anything he can do to make the industry a
better industry in Korea.

REPRESENTATIVE HAMILTON. So he would be very closely tied to the in-
dustry?

MR. THUROW. He is very closely tied to the industry. He knows some-
thing about it. He understands it, and his career depends on the industry
being more successful. And there are a whole variety of those things
that the rest of the world is doing, and I think at least some of them we
have to think about doing.

The one you mentioned, which I think is critical, is getting all of
these basically international economic functions into one place so that
you know where the decisions are being made, and they can be made in
a rational way.

If you look at us, we have some in the Department of Agriculture,
some in Commerce, some in Treasury, some in Defense, some in the
State Department, a little bit in Justice-they are all over the place. The
answer is, in the rest of the world, there is one person or one agency
who is in charge, basically, of those functions. I don't see how you can
work with them spread out. We don't do that in the military area.

REPRESENTATIVE FISH. The Department of Commerce, one of their big-
gest interests is the National Oceanographic and Atmospheric Admini-
stration. They even have an aquarium on the first floor. It has been a
dumping ground.

MR. THUROW. It is a dumping ground in another sense. It has tradi-
tionally been the way you reward the President's chief fund-raiser,
make him Secretary of Commerce, right?

REPRESENTATIVE SCHEUER. Secretary of Commerce almost never cares
about NOAA. NOAA is a very ill-treated and rejected child.

REPRESENTATIVE FISH. I think he was right, rename it international
trade and industry. That would give a focus and pull all these other
things together, instead of going on in 15 different departments and
agencies.

69-498 0 - 93 - 4



74

REPRESENTATIVE HAMILTON. Why do you pick out Europe as the eco-
nomic power of the future and not Japan? You referred to Korea sev-
eral times.

MR. THUROW. Well, let me give you two or three reasons, and then I
will come down to what I think is the really important one. One is, of
course, that they are going to have, by far, the world's largest market,
and so if there are any economies of scale or scope they are going to
get that.

Where are we going to sell the most cars in the next 20 years? There
is one place in the world with 400 million well-educated people and no
cars-Eastern Europe. Where are we going to sell the most consumer
electronics in the next 20 years? Where are we going to sell almost the
most anything in the next 20 years? Where are you going to sell the
most farm machinery in the next 20 years? There is one place in the
world with good farmland with no farm machinery, places like the
Ukraine.

First of all, they are going to have the world's biggest market. Sec-
ond, if you look at Europe, if they put it together, they have a set of
very complementary skills. There are two high-science societies in the
world, the United States and the old Soviet Union, and one is in
Europe; two great producer exporters, Japan and Germany, one is in
Europe. The Italians lead the world in design. The French lead the
world in fashion, and the British have a world capital market. If you
could put those together, that is a set of skills that we don't have in the
United States.

The big advantage of the Europeans, however, is the word that Mr.
Clinton is now starting to use regularly, "change." Everybody in
Europe, from the simplest citizen to the Prime Minister, knows that the
21 st century is going to be very different than the 20th century. If I live
in Eastern Europe, communism has gone away. Something new is com-
ing. I don't know what it is, but it is something new. If I am in Western
Europe, we are all joining the Common Market. If I am an Italian, I
know that ten years from now I am going to be a little less Italian, a lit-
tle bit more European. I don't know exactly what that means, but it is
different.

People are talking about change, planning for change. I think the
willingness to understand that the 21st century is going to be radically
different from the 20th century is the big European advantage. They are
talking about change. They may reject Maastricht or not do Maastricht,
but they are talking about Maastricht.

Of course, the truth of the matter is that we wouldn't be talking about
a North American Free Trade Agreement if Europe hadn't formed the
Common Market. It is our response to the European Common Market.
They are already forcing us to change.

REPRESENTATIVE HAMILTON. Run through your analysis, with regard to
Japan, in the same way. Usually the common view we run into all the
time is that Japan is ten feet tall in economics. They are the great eco-
nomic power, and the average person, I think, believes that Japan is the
great competitor for the United States.
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MR. THUROW. I think Japan has some big structural weaknesses. Its
strength is, if you look at these investment areas, it is putting more in
than anybody else. Its structural weakness is that it has a culture that
makes it virtually impossible for them to accept outsiders as equals and
play at the inside game.

I believe that in the 21st century, if you want to be successful as a
corporation, you can't just manage American workers. You have to
bring American professionals and managers and European profession-
als and managers into your organizations. Japanese business firms find
that very hard to do.

The Japanese also will find it virtually impossible to create a trading
group in Asia the way Germany is, in some sense, the heart of a trading
group in Europe, for the same reason. Part of being the center of a trad-
ing group is being willing to accept guest workers from the rest of the
trading group. The Germans have five million.

On that basis, the Japanese would have to accept 10 million guest
workers from China, Taiwan, Korea, wherever, and they are not willing
to do that. There are a lot of Japanese who understand the problem, and
they don't find it any easier to change their closed culture than we do to
change our investment over here. But the fact of the matter is, unless
they can make a real change in that closed culture, I think it puts a limit
on how successful they can be economically.

REPRESENTATIVE HAMILTON. And their population is growing older?
MR. THUROW. Population is growing older. I think they talk about that

a lot, but that is not a big handicap. As long as you stay healthier
longer, the way you solve more old people is just work a little later into
everybody's life so that you have approximately the same number of re-
tirement years even though people are living longer, and the Japa-
nese

REPRESENTATIVE SCHEUER. The idea of our retiring at 60 or 65 is ludi-
crous. I am going to be 73 in February, and I am figuring out what to do
after I retire from here.

Let me ask a question about Japan. We are spending an enormous
amount of time and effort trying to break into the Japanese market, try-
ing to open up that market. Are we ever going to succeed, and is the
game ever going to be worth a candle. Maybe we should concentrate on
other things in the Japanese-American-

MR. THUROW. I don't think it is ever going to succeed because I don't
think either you or anybody else in the United States is smart enough to
rebuild Japan. And if we were smart enough to rebuild Japan, we don't
have the political influence to rebuild Japan. I think the right way to
handle the Japanese trading problems, which are real, is basically to
make a study of international trade, say if international trade was in ap-
proximate balance, what do you think the bilateral surplus or deficit be-
tween Japan and the United States would look like?

I think, if you did a study, the answer is that you would expect a defi-
cit with Japan of about $15 billion because they import a lot more raw
materials. Then, what you would say to the Japanese is, every year we
are going to auction off vouchers, and you can sell $15 billion more
this year than you bought last year. It is now up to you. You decide
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whether you want to buy rice or don't want to buy rice. You decide
whether you do or don't, but there is some relationship between what
you buy and what you sell.

In some sense, put the tennis ball in their court, and see if they re-
spond. I think the Japanese have become masters of negotiating with
us, because what they do is they let us yell and shout for about three
years. We then find some rule or regulation that we think is important.
We yell and shout about that for another three years. At the end, the
Japanese change the rule and regulation. Then, to our horror, we find
out it wasn't important anyway. I just don't think we are ever going to
rebuild Japan.

The current business, where we are trying to apply our antitrust laws
to Japan, I think, is the absolute bottom.

REPRESENTATIVE SCHEUER. This could direct the whole thicket of im-
pediments-cultural, historical, informal, formal, legal.

MR. THUROW. It is perfectly reasonable to say, hey, you get to run Ja-
pan, but we get to run the United States. If you want to play the ball
game with Americans, there has to be some relationship between what
you buy and what you sell. It isn't a zero relationship, because I think
you want balanced world trade, and balanced world trade, I think,
would imply, in the United States, a modest deficit between the United
States and Japan, but not a huge deficit.

REPRESENTATIVE HAMILTON. What do you think about inflation? How
big a problem is it? Should the Fed aim for zero inflation?

MR. THUROW. Well, let me answer that question with a question. Last
year, productivity in the United States fell 1 percent. The only way you
could have had zero inflation in the United States is if every single hu-
man being in the United States had gotten a 1 percent wage cut. Do you
think we can organize our society so that everybody in America will
hand out a I percent wage cut if productivity falls I percent? I think
not. Therefore, you can't aim for zero inflation.

On the other hand, I don't think inflation is the problem in the 1990s
because nobody sees an oil or a food shock out there. That doesn't
mean that there won't be one, but nobody sees one. How you get one at
the moment, especially since the Soviet Union has now broken up, the
Persian Gulf doesn't even have the clout it used to have. When you
have an enormous excess capacity on a worldwide basis in almost
every industry-take any industry you like, say automobiles-go
around the world and say what would happen if every automobile fac-
tory in the world worked at capacity, and then ask how many cars could
the world build, and then ask how many cars is the world going to buy.
The answer is the world is going to buy about half as many cars as it
could build. The same thing is true of computers and of almost every-
thing you do. I can't think of anything where there is a shortage of sup-
ply capacity among industrial or agricultural products. If that is true,
you can't get, in some sense, excess demand inflation. So, unless you
are going to assume that the central banks of the world go crazy and
just print money ludicrously, I don't see where inflation comes from.
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REPRESENTATIVE HAMILTON. You referred a moment ago to the fallacy
of these 100-day plans. Can you comment a little bit on the Clinton
economic program? What do you think of it?

MR. THUROW. Well, when he was back talking about a middle-income
tax cut, I was very negative because the middle income, middle class in
the United States has a real problem, but it is not a tax cut because their
problem is that their income before taxes is falling. You give them a tax
cut, it will help them for a year or two, and then they will be right back
in the soup. Since he has started talking about an investment strategy
for America, I have been much more enthusiastic about Mr. Clinton's
economic plans, because I now think he is starting to talk about the
right area for turning this around.

REPRESENTATIVE HAMILTON. Well, we have covered a lot of ground.
There is one other area that I would like you to speak on. I don't know
if you have looked into this at all, but if you talk to business people,
generally, today, the thing that they really hit you with is regulation.
The government is just killing them with mandates and regulations and
all the rest. How do you assess that?

MR. THUROW. Well, I think there is a real issue there, but I don't think
it is rules and regulations. It is the legal system. You go to Germany
and will find more rules and regulations by, at least, a factor of two
than you will find in the United States, but the difference is that they
don't spend ten years arguing about every regulation in court. You don't
have this enormous number of suits, and I think it is the legal system
more than it is the numbers of rules and regulations. If I am a business-
man, a clean air law doesn't bother me as long as it is imposed cheaply,
fairly and quickly, and as long as it is imposed on everybody else so
that we are playing an equal ball game. But what I don't want to do is to
get bogged down in this morass where I don't know what the law is be-
cause for 18 years we are going to challenge it in court, and then I don't
want to get blind-sided with some suit that holds me liable for things I
didn't even know I was liable for before it started.

We have industries that have been driven out of the United States by
the legal system. Because of the American legal system, the Pipers and
the Cessnas and those people have all gone either out of business com-
pletely or moved their small airplane manufacturing to Europe or Can-
ada, simply because it gets them out of the American legal system and
they aren't held to the same standards as if they built the planes in the
United States.

REPRESENTATIVE HAMILTON. In the 1970s and 1980s, we had this move
toward deregulation. The move toward deregulation was really pow-
ered by the economists, by and large. We went through all of that. How
do you assess it? I mean, did we do the right thing? Have we gone too
far now?

MR. TiIUROW. I think the answer is that there are some pluses and
there are some minuses on a lot of these things. You know, if you look
at airline deregulation, I think you would have to say that we econo-
mists got it partly wrong because we thought this was an intrinsically
competitive industry. What we are finding out is that it is very rapidly
moving to become an oligopoly.
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If you say, what did economists get wrong? The answer is that they
didn't see the power of the reservation system and the frequent flyers,
which give large airlines a tremendous advantage over small airlines.
But I think, on all these things, the question is to get the right balance.
You need some rules and regulations, but I think the American legal
system is a more important issue than the numbers of rules and regula-
tions or the standards.

REPRESENTATIVE HAMILTON. The Vice President has it right?
MR. THUROW. He has it right on that issue.
REPRESENTATIVE SCHEUER. In health care, the legal system is a

nightmare-$40 or $50 billion in malpractice suits.
MR. THUROW. I spent all day Friday in a court case where somebody

is suing MIT on the grounds that we are the deep pockets, and we are
only very peripherally involved in the whole operation. But if we are
held to be I percent responsible, and nobody else has any money, we
could be held 100 percent responsible for the bills.

REPRESENTATIVE HAMILTON. Let me ask you a final question.
REPRESENTATIVE SCHEUER. The penultimate question.
REPRESENTATIVE HAMILTON. Go ahead.
REPRESENTATIVE SCHEUER. No, I will ask after yours.

REPRESENTATIVE HAMILTON. I will give you that privilege. Just in gen-
eral, the Joint Economic Committee, over a period of time, has had
quite an interest in the quality of economic statistics. What is your im-
pression? What is your impression of the professionals?

MR. THUROW. I think the answer is that the statistics have gotten
worse, not because the statistics got worse but because the economy
has changed. It was clear, if you look at our statistics on the service
sector, which is now a huge fraction of the total, we have much worse
statistics than we do on manufacturing.

REPRESENTATIVE HAMILTON. We haven't kept up.
MR. THUROW. We haven't kept up. The other thing that is happening

is especially, if you look at these things like the income numbers, the
time lag between when they are collected and when they are published
is getting longer and longer. So I think there is an issue about speeding
up the publication of some of these data series. It used to be that if they
collected the income numbers for 1992 in April 1992, they would get
their preliminary reports out in December. Now, their preliminary re-
ports are coming well into 1993.

REPRESENTATIVE HAMILTON. How do we do with economic statistics
compared to Germany and Japan?

MR. THUROW. I think probably our economic statistics are as good or
better than anybody else's in the world.

REPRESENTATIVE HAMILTON. Jim.
REPRESENTATIVE SCHEUER. How do we get the American people to

ratchet up their rate of savings and ratchet down their rate of consump-
tion so that we have money left for research and development, plant
and equipment, and you name it?

MR. THUROW. I will give you the economic answer. Then you tell me
how you do it politically. I think this is genuinely one of those things
where the economics is simple, the politics is difficult. We know how
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to get savings up. You basically squeeze down on consumer credit, be-
cause if you look at why the savings rate went down in the 1980s, it
wasn't that Americans saved less, it was because they borrowed more to
finance personal consumption. Of course, we calculate savings by tak-
ing income and subtracting consumption.

The rest of the world doesn't have a 60-month, no downpayment car
loan. The rest of the world requires a much bigger downpayment to buy
a house. Forty percent is the rule in Germany, Italy, or Japan. The prob-
lem is, if you can get everything you want without saving any money,
why should you save any money. You only save money when there are
things you can't have unless you are willing to save money. So I think
the big thing on the personal savings rate is, to some extent, squeezing
down on various forms of consumer and mortgage credit. You could
probably also do something-

REPRESENTATIVE SCHEUER. I am leaving Congress in January. I am re-
tiring. Lee will still be here.

MR. THUROW. You can run for office in the grandeur against credit
cards. The other thing, though, is to move the tax system towards the
consumption tax system where you basically ... I don't think you can do
it with IRAs, because the problem in the United States is that have such
a flexible system for moving money into an account without really sav-
ing the money, which I think would be very hard to police and to have a
real IRA in the United States.

REPRESENTATIVE SCHEUER. How much of a consumption tax are you
talking about?

MR. THUROW. Europeans have a 15 percent value-added tax. If you
went to a 15 percent value-added tax and rolled back the payroll tax, I
think we would all be better off. The incentive system would be better
in the workplace because the wages paid by the employer would go
down. The incentive system would be better in the family because more
of the burden would be on consumption rather than on savings. And the
incentive system would be better in international trade because that
would be 15 percent of our taxes that we could hand back on exports.
So I think, if you think of the whole range of issues, there is a very
powerful case out there for an integrated value-added tax.

REPRESENTATIVE HAMILTON. Well, thank you very much. Nice to have
you with us this morning, and we stand adjourned.

MR. THUROW. A pleasure.
[Whereupon, at 11:20 a.m., the Committee adjourned, subject to the

call of the Chair.]
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Rayburn House Office Building, Honorable Lee H. Hamilton (vice
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Present: Representative Hamilton.
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professional staff members.

OPENING STATEMENT OF REPRESENTATIVE HAMILTON,
VICE CHAIRMAN

REPRESENTATIVE HAMILTON. The meeting of the Joint Economic Com-
mittee will come to order.

Today is another in a series of roundtable conversations, which the
Joint Economic Committee is holding with prominent economists, to
discuss the state of the economy and economic policy. We are pleased
to have as our guest today Charles Schultze, Senior Fellow in the Eco-
nomic Studies Program at the Brookings Institution, and past President
of the American Economics Association. Dr. Schultze served as Chair-
man of the Council of Economic Advisers in the Carter Administration,
and was Director of the Bureau of the Budget in the Johnson Admini-
stration. His latest book is Memos to the President, a Guide Through
Macroeconomics for the Busy Policy Maker.

We are pleased to welcome you, Dr. Schultze, and we look forward
to your comments. As you know, we didn't ask you to prepare a formal
statement for this. We want to have a conversation with you covering a
lot of different items. But I do want to give you an opportunity to open
with whatever comments you feel appropriate before we turn to some
questions.

STATEMENT OF CHARLES SCHULTZE, SENIOR FELLOW,
ECONOMIC STUDIES PROGRAM, THE BROOKINGS INSTITUTION

DR. SCHULTZE. Thank you, Mr. Chairman. Let me spread myself a lit-
tle bit and ramble about the short-run and long-run economic situation
in the country, at least as I see it.

I think the country suffers not from one but from two major eco-
nomic problems, and they are often confused. First is a short-run
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problem of the extremely sluggish economy from the recent recession.
The struggle to return to something like a 5.5, 6 percent unemployment
rate is going very slowly.

The second is a long-run problem, and in my view a more serious
problem. Even after recovery, high employment, whenever that comes,
the long-run growth of this economy promises to be slow, and the bur-
den of that slow growth will continue to fall heavily on the bottom half
of the income distribution.

Let me start with the first problem, the recession. I don't have to tell
this Committee that the recession is essentially a problem of inadequate
spending. Total spending by consumers and investors and government
simply falls below what business can produce with their full comple-
ment of workers, so they lay workers off, they can't sell the output of
all their workers.

Demand falls below the economy's productive potential, and we get
unemployment, idle capacity, low prof-its, recession.

Why is this recovery so sluggish? I guess my honest answer is, I am
not fully sure. But let me speculate a little. I think the main problems
are essentially financial.

First is the overhang of the debt in 1980. I stress particularly the im-
pact on business. Other people stress consumer debt. I don't think the
consumer debt is as big a problem as the business debt.

The very large flow of interest payments relative to equities, the
fears engendered by mushrooming bankruptcies, all have kept business
attitude very, very cautious, and they will continue to be cautious until
that debt is worked down. It is being worked down, but it is going to
take some time. We are paying for the go-go period of the late 1980s.

And the second problem, as you know, is the capital shortage of
American banks. For a lot of reasons, which I need not go into here,
many banks tend to be short of capital and somewhat burned from sour
loans in the past, and they react by doing two things.

First, shifting their portfolio away from loans towards safe securities
like T-bills. But I must remind everybody that when banks shift to mak-
ing fewer loans and buy more securities, the people who sell the securi-
ties don't put the money in the mattress. It finds its way back into the
credit stream, but by other routes, through commercial paper, mutuals,
direct placements, and through all sorts of ways.

Second, when banks have a capital shortage, they can't increase their
deposits, so they lower their CD rates, the rates they pay for money,
and discourage deposits. But again, the people who would have other-
wise made deposits into the bank don't put the money into the mattress.
It goes into mutual bond funds, mutual stock funds, back into the credit
markets, but through other routes.

The problem is that these other routes, bypassing the banks, are more
inefficient. It is a higher effective cost of borrowing to business be-
cause they are getting the money from less familiar routes and new
routes, which aren't as efficient. Second, some firms, particularly small
business firms, simply can't use the new channels.

There is a greater spread between the effective rate charged to busi-
ness firms and market interest rates. A gap opens up. So the Fed has to
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work harder to get the job done. The Fed can't look at past recessions
and say, how much did we have to do, and do the same thing now. It
has to work even harder.

And perhaps, until recently, the Fed hadn't done that. In most, though
not all, other recoveries, or at the trough of the recession, the early re-
coveries, real short-term interest rates were negative. But until last
month or so, all through the trough of the recession and the early recov-
ery, real short-term interest rates measured by T-bills stayed positive.

Finally, they are back down to zero, but in a lot of other recessions
they got below zero, and my proposition is that the banking problem
means that the Fed should be working harder, not less hard.

What about budget stimulus as a temporary device to get the econ-
omy stimulated again while these financial problems are gradually be-
ing worked off? Let me postpone discussion of that until I say
something about the long-term problem, because they are intimately
connected.

While the sluggish recovery is a problem of too little spending rela-
tive to the Nation s potential or capacity, the long-term problem is that
our capacity or potential hasn't been growing very much and isn't likely
to. Ever since the early 1970s-this is not a matter of Republican or
Democratic Administrations-the growth of productivity has sharply
slowed, and necessarily, then, the growth of income, compensation per
worker, income per family has slowed.

Chart I simply plots what has been happening to two measures of the
growth of incomes. Compensation per hour, wages, fringe benefits, and
family income (see chart below). You can see visually and from the
numbers that from an average annual growth rate in the mid-1950s to
the early 1970s of 3 percent, it has dropped somewhere in the neighbor-
hood of half-a-percent.
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This has been going on, as you can see, since the early 1970s. For al-
most 20 years, the American economy has been growing slowly.

A related problem, and I will try to show what the relationship is in a
moment, is the fact that not only have we grown slowly, but the growth
we have had has been highly unequally distributed. Charts 2 and 3 tend
to give some measure of that.

Chart 2 is actually put together by the CBO, and is the annual change
in family incomes (see chart below). Now, family incomes are adjusted
to account for the fact that the number of persons per family has been
falling, so you don't need as much income per family. This is the annual
percentage change, inflation adjusted, in family incomes.

Annual % Change of
Family Incomes 1979-89
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If you look at the middle quintile, you look at the middle fifth, it
gives you the average. It has been growing less than 1 percent a year,
something like half-a-percent a year.

But the worst off 20 percent of American families are doing worse
than they did in the past. Over the past 10 years, their income has actu-
ally fallen.
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The next quintile is actually nothing. And even the top fifth isn't do-
ing much better than I percent a year.

Turn to Chart 3, then can you see what, to me, is an absolutely fright-
ening picture (see chart below). This is a relatively recent set of num-
bers put together by some economists and published in a Brookings
Panel volume, which looks at what has been happening to real wages
by the level of wages; that is, each decile of the wage distribution, the
bottom tenth-the lowest 10 percent workers, the next lowest 10 per-
cent, and so on.

Real Hourly Wages Relative to 1970 by Percentiles of the Wage Distribution, 1967-89
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As you can see, the least skilled, least educated, lowest paid 10 per-
cent of workers in 1989 had real wages approximately 30 percent be-
low what they were 20 years ago.

The next 20 percent, the second lowest paid, or 25 percent down. If
you let your eye average all the way up through the bottom 40 percent
of the workers, you put them all together, they are something like 15,
20 percent below where they were 20 years ago.

There is a great possibility that this may be the first generation in
American history in which a very large fraction of the people are going
to do worse than their parents. I think the two facts turn out to be re-
lated to each other, the slow growth and the maldistribution of the
growth. But as I say, let me come back to that.

j
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I think there are three major elements-there are a lot of elements
and some mysteries-but I want to single out three major elements un-
derlying the lack of long-term growth in the American economy, and
give some sense of where policy ought to push. First and most well-
known by now-I am tired of talking about it-is the fall in the na-
tional saving rate, which is labeled Chart 4 in the presentation. It is the
bar chart on the U.S. national saving rate (see chart below).
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The American national saving rate has collapsed in the past 10 years.
By "national saving," I simply mean aggregate income that is produced
in the economy minus the amount of public and private consump-
tion-what is left over for investment.

National saving has two components. First private saving, which is
the top numbers on the bar. For example, in the 20 years prior to 1980,
private saving by households and business firms was about 9.6 percent
of national income. Out of that, you have to subtract the amount taken
by the budget deficit, because the dollars taken away from private sav-
ing to finance the budget deficit are not available to finance invest-
ments. So national saving is 9.6 percent minus 1.4 percent of national
income, which was the average budget deficit in those years, leaving a
little bit over 8 percent of national income for saving. Now, this is net,
after depreciation. By 1989-90-I use those years rather than bring in
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the later recession years; these are the last semi-normal years-the na-
tional saving rate collapsed down to 3 percent. Two things happened.
Private savings fell from 9.6 to 6.6, and the budget deficit rose.

Our 3 percent of national income that we save can be compared to a
comparable number in Japan, same definitions, of about 17 percent.
Germany, about 11 or 12 percent.

Other major OECD countries outside the United States; that is, you
take the United States out and do the average, you are in the neighbor-
hood of 11 percent. We are 3 percent, well below our own past history
and well below other countries. And the prospects at the moment are
not very good for much change in the future.

If I use the latest CBO projections, these are slightly out-of-date, but
they are approximately right, and assume a tiny bit of recovery in pri-
vate saving-there is no reason to assume anything in particular, but I
just round it up-the American national saving rate, which is now 3
percent, might move up a hair or so, between 3 or 4 somewhere, but
there is no big relief in sight.

That, I think, is the first major problem. There are two consequences
when the country drops its national saving. Either you have got to in-
vest less or you got to borrow abroad, and we did some of both.

As national saving drops, domestic investment, plant, equipment and
housing dropped. But it didn't drop as far as saving did, because we
made up some of the difference by borrowing from abroad. Either one
hurts your long-term growth if you don't invest, and productivity does-
n't go as fast. And if you borrow, you have to repay it with interest. So
some of your income goes there.

The second problem is education. Here is where I think there is an
intersection between the slow growth of the economy and the maldistri-
bution. Going back to the numbers that I showed earlier on how much
worse the bottom half of the population is doing than the top half, both
in wages and in income, the big distinguishing feature between those
who have done well and those who haven't-there are other distinc-
tions-but the biggest one is education.

Young high school males, 19 to 24-I forget the exact age group-
ing-but in 1987 they earned 16 percent less than they did in 1974.
Other numbers of comparable magnitude are available.

The premium to a college education has risen significantly, not so
much because college earnings have risen rapidly, they haven't. It is be-
cause earnings of those who haven't gone to college have fallen sub-
stantially. The earnings of those who go to high school, or who drop
out of high school but go no further than that, have suffered substan-
tially in the last 10 to 15 years.

Some people say this is because of the loss of traditional blue collar
industries like auto, steel, some of those other big ones. People who
have looked at this say, yes, it is part of the story, but it is only, maybe,
20 percent, 30 percent of the story, the decline in the relative wages of
the unskilled.

Some say America is no longer creating good jobs; we are becoming
a nation of hamburger flippers and boutique workers. When you start to
think about that, that makes no sense at all. If American industry was
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principally creating a demand for low-skilled, low-education workers,
and not much demand for high-skilled, high-educated workers, you
would find the relative wages of the low-skilled rising compared to the
wages of the high skilled. Just the opposite has happened.

It is the high-skilled, college-educated, graduate school professionals
who do well and the low-skilled who do poorly, which is not consistent
with the idea that employers just aren't interested in hiring high school
people.

I think, rather, there is an accumulation of evidence that the Ameri-
can elementary and secondary education system is failing to turn out
workers with the necessary skills, competence and ability. I am talking
about the one-half of American workers-the one-half of people com-
ing into the labor force who don't go beyond high school. I think the
situation begins to reverse itself in college, but at the high school level,
we are not turning out workers.

The quality may actually have deteriorated, but perhaps more impor-
tantly, in the modern world, as technology advances in the United
States and around the world, the demand is for more knowledge, more
competence, more ability. And so merely by standing still, the qualities
of the people coming out, relative to what is needed, in some sense, de-
teriorate.

There is, in other words, not so much a surplus of good jobs as a sur-
plus of trained and competent high school graduate workers. You have
seen, I am sure, the increasing evidence of how poorly American high
school students do on any kind of international tests. The measures are
mainly made in math and science, and, unfortunately, it looks as if it
gets worse the further along in school. In the fifth grade, we are in the
middle, maybe. By the 12th grade we are at the bottom.

This problem is exacerbated by increasing globalization of trade.
More and more, what counts in the world economy to be competitive is
not natural resources and advantages. Or even quite so much the
amount of capital you have-although that is still important-but it is
the skills, quality and competence of the work force.

More and more international trade consists of the creation of new,
highly specialized, high quality products that can compete around the
world, and that requires a high-quality work force to do it. And if you
are at the frontier, if you are the leading country, and your educational
system is not turning out people continually improving along this line,
they are going to be hurt, not only by what is happening in their own
country, but by the fact that they are now competing with workers in
Mexico, Taiwan, Singapore and Korea, who have at least enough skills.
The top of their labor force is competing with the bottom of ours.

So it is a combination of education exacerbated by the globalization
of trade, and the globalization of trade is not going to stop. So educa-
tion is our second problem.

We don't save anything. I exaggerate. We save damn little. And our
educational system, at a minimum, relative to what is required, and
probably even absolutely, has deteriorated at the elementary and secon-
dary level.
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The third one, I think-and I will be very brief-is research and de-
velopment. Federal support of civilian R&D as a fraction of our GNP is
relatively low compared to some other countries, at least. Germany, for
example.

But even more importantly, if you look at what we spend on civilian
R&D on, which is much, much more than other countries, it is health
and space. Outside of health and space, there is an amazingly small
fraction of federal dollars available for R&D.

About $21 billion, as far as can I tell, in the 1992 budget, counting
$8 billion or $9 billion for defense, which probably has civilian appli-
cations, is available for supporting civilian R&D. That is four-tenths of
I percent of our GDP. And I think that is far too small.

Now, mind you, we do so little outside of health and space. I am not
saying space has no economic payoff. But compared to what other
countries do, we are quite low.

Let me briefly say something about policy, and then I'll quit. I think,
to the extent that I am right on this, points of policy in three areas, the
most obvious and perhaps the hardest to do politically is to increase the
national saving rate.

Since I don't believe that tax incentives do much to raise private sav-
ing-I think not all-but the bulk of the evidence suggests that you
don't get much, and even if you get something, it is clearly not going to
be big enough to do the job of raising the American national saving rate
back to some respectable level. We are going to have to do it by de-
creasing the take of the budget deficit out of our limited saving. That is,
get rid of the budget deficit. That is one, and most obvious. Sometimes
I think least likely to be done.

Second is education. Education is just the opposite of the budget
deficit, in the sense that in the case of the budget deficit, it is my view
that a lot of people know what ought to be done. The economics is
easy. The politics is impossible.

In the case of education, it is my view that it is hard as heck to figure
out exactly how to go about reforming the system, but every political
leader would give his left arm for a reasonably good way of doing it. I
think you could get a lot of bipartisan support with a lot more resources
for education if people were convinced, by Lord, we know how to do it,
we just need more money, you would get it. Just the opposite of the
deficit.

Let me suggest two possibilities, both of which come from other peo-
ple-they are not my own. One from Cornell Professor John Bis op,
who observes the following interesting facts about the American con-
nection between the workplace and schools. Everything I am going to
say is dealing with that half of the new entrants to the labor force that
don't go beyond high school. So I am only talking about people who
come into the work force with no more than a high school education.
There is good evidence that there is a positive relationship between the
way a worker performs on the job and his prior performance in school.
Good school performance is associated with good job performance. But
interestingly enough, there is no, at least for males, correlation between
what a worker earns and how well he performed in high school.



90

That is, for the large number of kids who are not going to go on to
college, it turns out that it doesn't make a darn bit of difference if you
get a B or a D in your first five or ten years of school. Eventually, it
does make a difference.

That implies, from casual observation, unlike firms in other coun-
tries, American business firms, for various reasons, do not do any kind
of screening and sorting workers with high school education or less.
They don't get school records. They don't get recommendations from
teachers.

Whoever heard of a high school teacher giving a recommendation?
Whereas in a lot of other countries there is a very close connection.

Now, that, in and of itself, would harm productivity. It isn't so much
that you expect better workers who did better in schools to be paid
more on the same job, but if there was a good sorting process, they
would get slotted into the better jobs. And not doing that is an impor-
tant reason-I don't know how big-for inefficiency. More important is
the incentive effect.

The word goes back, it doesn't make a darn bit of difference. If you
are not going to go on to college, it doesn't make any difference. One
educator has written about this very effectively and said, in effect, in a
lot of schools, there is a compact between the teacher and the student-
those who aren't going on to college, you don't hassle us, and we won't
hassle you.

Colleges indirectly, subtly, put all kinds of pressure on teachers and
students to do well. Grades depend on what kind of schools you get
into; in some places, what kind of financial assistance. There is nothing
like that for the kid who isn't going on to college. And again, I remind
you, it is roughly half.

So, clearly, one direction of effort is that much better links between
school and workplace; federal efforts to develop racially unbiased tests
of performance; administrative mechanisms to make it possible to get
records-all is done throughout the states, but maybe the Federal Gov-
ernment could help. There are all sorts of ways of encouraging a better
relationship.

The second looks not at the school but at people who are already out
of school and in the work force. No matter how well you do in the
schools, it is going to be years and years and virtually a generation be-
fore you change the workplace, so more training for people in the
workplace now.

My friend Gary Burtless is developing a proposal, which is a kind of
"pay or play" training proposal, that would require firms to devote I l/2
to 2 percent of their payroll to train workers at high schools who have
high school or maybe one year of college or less education. Right now,
if you required higher training, you would simply go to middle level
executives and white collar workers.

If you don't do the training, you have got to pay into a fund about
half-a-percent of the difference between zero and what you should have
done. There are all kinds of problems with this. It is not fully worked
out. But I think the French do something like that. They have a require-
ment on training.
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There are all kinds of reasons why firms don't train enough, left to
themselves. What happens is, you train a worker and in the American
work force, the turnover is so great, you don't capture the investment.
But if everybody is doing training, it wouldn't matter so much. It is
worth considering.

And finally, R&D. I think you can make a good case that we not only
need to reallocate, but spend more on civilian R&D, research with po-
tential economic and commercial payoff. But before I did that, I would
want to reform the way the Federal Government now passes out R&D.

More and more and more, unfortunately, civilian R&D is becoming a
pork barrel. It is written into appropriation bills line by line. Every little
college these days has a congressional sponsor to put something into
the appropriations bill. If you go into research with economic and com-
mercial R&D, there is going to be great pressure from industry.

So I think we need to invent the equivalent-mind you, not the same
thing, but the equivalent-of the NIH peer review approach for greatly
increasing and awarding Federal R&D money for pre-competitive re-
search with economic and potential payoff, allocated by technological
promise, not by somebody's plan for the American future industry
structure. I don't want to pass it out to favored industries. I want to pass
it out just the way NIH research does, where it has the greatest promise.
If you can find the best way of making bricks, let's do it. It is better
technology.

So R&D, education, and budget deficit would be my high priorities.
With respect to the recession, I am in a dilemma, and a lot of people

are, because the short-run and long-term objectives clash.
I would like to have seen the Fed come down more vigorously, and

even now I think there is 3 percentage points difference between 3 and
zero. And I would like to see rates even lower. If this were a normal
time, I would say, okay, we ought to do something on the budget, as
well. I have been against that, mainly because what we need in the
short run is more spending. What we need in the long run is less con-
sumer spending and more investments.

If we simply add to the budget deficit in order to stimulate the econ-
omy now and make the budget deficit worse in the future, it is going to
help our short-run problem and hurt our long-run problem.

Theoretically-and I have a number of colleagues who signed a let-
ter to this effect-we would want to have a temporary program that
stimulates various kinds of public and private investment, but make it
temporary. And my reluctance there is not economic, it is political, be-
cause I am just plain scared to death that what is billed as temporary
won't stay temporary, and we just take a budget deficit which is already
going to be huge and extend it.

If you will give me the courtesy of three more minutes, there is one
other thing that I want to call your attention to, which has just begun to
hit me. It is something everybody knows about, but I hadn't realized
how bad it was. It is the macroeconomic consequences of health-care
costs.

Not the things people normally talk about. I made a rough calculation
yesterday afternoon that I might want to check, but I think it is right.
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Given the Congressional Budget Office's long-term forecast of the
growth in GDP per capita between 1989 and 2000-the decade of the
1990s-and a continuation of the growth in health-care costs that we
have been having, 60 percent of the growth in the Nation's per capita
GDP will go for health-care spending, and 60 percent-$6 out of every
$10-will go for increases in health-care spending.

Again, if I didn't make an arithmetic slip in my calculations, per cap-
ita GDP will go up. I am sorry, per capita, now, not per family, but per
capita health-care spending. Everything we spend on health care, in-
cluding research, will go from $2,700, in 1992 dollars, at the beginning
of the decade, to $4,900 at the end of the decade. Per capita money.
Health-care cost. And it alone is now driving the budget deficit up and
keeping it from shrinking.

If you look at my final chart, which is a little complicated, but it is
the change in budget spending as projected by the CBO on current pol-
icy, from before all this started in 1979-the last high employment year
before the really big deficit started-out to 2002, this is various catego-
ries of Federal spending as a share of GDP. The dark colored blocks
are what happened from 1979 to 1990. And the light colored are what
is likely to happen over the next roughly 10 years (see chart below).

CHANGE IN BUDGET SPENDING: 1979 to 2002
Share of GDP; percentage point change

I 1979 to 1990 1990 to 2002



93

All this talk about entitlement spending is misleading. Between 1979
and 1990, if you take all entitlements except health care, including So-
cial Security, they are going to go down as a share of GDP. Not much,
but they will.

For a lot of reasons, between 1979 and 1990, we ran great big budget
deficits. Net interest payments rose to bite us in the rear end, so we
kind of bit ourselves and pulled ourselves into trouble by our own boot-
straps.

So the first stage of this was net interest spending rising because of
big deficits, and moderate, but still significant health-care spending,
more than offsetting increases everywhere else. But from now on out, it
is going to be health-care spending. The total growth in budget spend-
ing over the period is only about half of what is going into health-care
spending over the whole 23 years period. And that is what is eating us
out of house and home, driving the budget deficit up.

Even though, if you look at the other entitlements, actually Ronald
Reagan did wreak a revolution. Non-health care, particularly nonenti-
tlement spending dropped very, very substantially, if you put them all
together, defense and civilian combined. So, from a macroeconomic
standpoint, there is very little left over to do anything within our EDP
growth.

REPRESENTATIVE HAMILTON. Very good. Charlie, we appreciate that.
On the short run, we don't do anything. You leave it to the Fed, is that
it? They kick the interest rates down a little more. They have kicked
them down 15 or 20 times?

DR. SCHULTZE. That is right. But again-
REPRESENTATIVE HAMILTON. But they can do it more, is that it?
DR. SCHULTZE. Real short-term interest rates are now zero. Inflation is

running about 3 percent. You can get it down lower than that.
REPRESENTATIVE HAMILTON. And you think they should?
DR. SCHULTZE. I think they should, number one. Number two, I get

uneasy about this recommendation. The growth is so slow, we are just
not picking up at all. Long-term growth in the United States is about 2
percent. To pick up, you have got to grow faster than 2 percent to pick
up, and we are not doing it.

REPRESENTATIVE HAMILTON. On the fiscal side, what would you do for
the short term?

DR. SCHULTZE. I guess, I would still do nothing.
REPRESENTATIVE HAMILTON. You would do nothing?
DR. SCHULTZE. But I get weaker and weaker in that conviction every

month as the disappointing statistics go by. Not for economic reasons,
but, quite frankly, since I think the long run is more-

REPRESENTATIVE HAMILTON. More serious?
DR. SCHULTZE. Let me-
REPRESENTATIVE HAMILTON. Part of your prescription is just patience.
DR. SCHULTZE. Patience. It is easy for somebody with a job and a

good income to say patience. Let me make a political point-
economic/political. /

For a long time, I was puzzled why a recession whose depth, not
whose length, but whose depth is really quite shallow compared to
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other postwar recessions. It is much better than 1975 or 1980. There ap-
pears to be much greater outrage.

And I think that recession triggered off a recession of a long-term
problem, that the slow growth of income, the actual decline in income
for those in the bottom 20, 40 percent of the population, is impercepti-
ble. Little tiny bit by little tiny bit.

I think the recession triggered that off, and people are much more
disturbed than a normal recession of this magnitude would have
caused, and the problem isn't just jobs. Job creation has been terrible.
But the gap between full employment and where we are now is a good
bit smaller than we have had. So I think the-

REPRESENTATIVE HAMILTON. What do you say today to the person who
says they can't get good jobs? How do you give a response to that?
What do you have to do to get good jobs at decent wages?

DR. SCHULTZE. Have more skills. There are two parts you have to do.
One, you have to get the economy back up to full employment. That is,
I think, 20 percent of the problem. I made "20 percent" up, but I mean
significant.

REPRESENTATIVE HAMILTON. Okay. Get it up to full employment, and
you suggest increasing the savings rate, improving the education sys-
tem, and kicking.more money into civilian R&D. Take a look at those
things. The first one, getting the savings rate up, that is a long-term
prospect.

The solution to every problem in America is better education. And as
you say, we don't know how to do it.

So the first two, even if you know what to do, are going to be very
tough to get there.

DR. SCHULTZE. Right.
REPRESENTATIVE HAMILTON. And the civilian R&D. maybe that is a lit-

tle clearer. But your solutions don't give us much hope in the short run.
DR. SCHULTZE. No. It took 20 years to get here.
REPRESENTATIVE HAMILTON. And it is going to take 20 years to get out

of it.
DR. SCHULTZE. I don't like to say that, but
REPRESENTATIVE HAMILTON. But you don't see any way out of that di-

lemma?
DR. SCHULTZE. You could concoct a risky but possibly successful

strategy to do the first 20 percent. Let's say you did it. We could get
back up to where we were before. But from there on out, not only do I
not know of any quick payoff, but I think I would be very suspicious of
people who say by, anything, cutting capital gains taxes, a big new edu-
cation program of some kind, I simply do not know-

REPRESENTATIVE HAMILTON. There is a kind of split, it seems to me, in
the public discussion, among those who, on the one hand, want to kick
in with extra investment spending for infrastructure and R&D; and, on
the other hand, those who want to do that but also get budget deficit re-
duction. Where do you come down on that?

You would not forget about the deficit reduction. That is a very im-
portant thing for the reason that you have set out. Therefore, you would
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come down on the position that approaches which would kick in more
money for good investment, let's say, productive

DR. SCHULTZE. Public investment?
REPRESENTATIVE HAMILTON. Public investment, that is not the way to

allocate-
DR. SCHULTZE. No, I guess not. In fact, I have a paper coming out

shortly that says that the way to do it is to look at both of them together
and decide very roughly that you are going to take any resources that
you can raise, by tax increases or spending cuts, and do it about four to
one. I would do four, deficit reduction; and one dollar, public.

I think the need for public investment is overstated. My colleague at
Brookings, Cliff Winston, says that in the case of highways and air-
ports, if we would change the way we charge for and design highways,
we could do what we need to do with very little additional spending.

I would be willing to spend more money on education, but I haven't
yet seen a program that tells me-

REPRESENTATIVE HAMILTON. Where you put it?
DR. SCHULTZE. I would be willing to do it. I would raise my ratio. I

would give that the top priority if I
REPRESENTATIVE HAMILTON. You don't think the problems in education

are fundamentally lack of money?
DR. SCHULTZE. No. Again, I have mentioned two schemes, but one of

them is actually training, not education. Certainly, it would be top pri-
ority. In reality, I don't think laying concrete, either in airports or high-
ways, is anywhere near as important as people think.

Education, I don't know where to put it. R&D, I would put more
money in, but even if you did a lot, you are not talking about great big
money. And there may be some other things. I don't want to suggest
there is nothing.

REPRESENTATIVE HAMILTON. Are you a minority voice on this infra-
structure investment idea?

DR. SCHULTZE. As a Democratic economist, quote, unquote, I proba-
bly am.

REPRESENTATIVE HAMILTON. Why is it that you have less confidence in
the infrastructure giving you a better bang?

DR. SCHULTZE. Because I have read Winston's book. There are some
other works. For example, as a very, very rough first approximation,
there are two things you can do with road money. I mean, we are not
going to be adding any more new routes. That is not the point. Number
one, you can keep them up to snuff. Apparently, what we are now do-
ing, after the infusion put in several years ago, is approximately doing
the surveys of the condition of the highways, which is approaching
something that is not bad.

The second thing you do is to put more lanes in, get rid of conges-
tion. Winston's argument, and I fully agree, in about five more years, it
will be congested and right back up to where it is now. You have to
find a way of dealing with congestion, and Winston suggests that we
start taxing-it is now technologically possible-by congestion
charges.
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REPRESENTATIVE HAMILTON. But improving infrastructure is not just a
matter of building more or better roads. Enormous amounts of time are
wasted just sitting on the airport runway. It takes an hour-and-a-half to
get into Fort Worth, as well as a lot of other cities. You have a parking
lot out here on 395. That is a tremendous waste of talent and productiv-
ity.

DR. SCHULTZE. Winston says, the way do you it is to charge peak load
pricing. The problem with the airports are the peak hours, so force peo-
ple onto the other hours. If you build more runways, in five years you
will find yourself in the same place. I would argue that you don't need
much money. Education, there is a question mark. R&D, yes. There
may be some other areas.

REPRESENTATIVE HAMILTON. Going back to the short run for a minute.
One of the things, when you are analyzing why we have the slow re-
covery, you talk about the financial factors-debt, capital shortage, and
so forth. Are we working ourselves out of that, and at what rate are we
working ourselves out of it?

DR. SCHULTZE. We are working our way out of it, although I have not
seen or done any work which would quantitatively say how much. That
is, if you just look at bank profits and see that they are improving their
net worth and, therefore, their capital base, but I don't know exactly
how fast.

REPRESENTATIVE HAMILTON. But there is a steady line of improvement
there.

DR. SCHULTZE. As far as can I tell, there is. They don't lower interest
rates alone. The one good thing that I noticed two weeks ago is that
GNP showed a pretty hefty increase in business spending on equip-
ment. Now, I don't know whether that may be something freakish or
flukey. I didn't dig into it.

REPRESENTATIVE HAMILTON. And on the Fed, again, on the short term,
what kind of a grade would you give it?

DR. SCHULTZE. B-minus.
REPRESENTATIVE HAMILTON. They have lowered the rates, but too

slowly?
DR. SCHULTZE. Too slowly, that is my criticism. Now, mind you, I

have to confess, if you had asked me this seven or eight months ago, I
would have said maybe a B-plus, because I wasn't fully aware of this
proposition as I am now, which compared to prior recessions, the na-
ture of the problem means that we have to work harder.

REPRESENTATIVE HAMILTON. One of our economists said in these con-
versations, not only have we lost the fiscal policy tool, but we have lost
the monetary tool as well to deal with the economy, because Fed action
doesn't give you the kind of punch it wants, because of the changing
time.

DR. SCHULTZE. For any given unit of Fed action you may get less, but
you can do more units of action. Let me add one other thing.

It is conceivable-I wouldn't agree with it-but it is conceivable that
there is something else going on, that the Federal Reserve is seizing
this opportunity-it is not a deep recession-of being extremely cau-
tious in order to drive that inflation rate down to 2 percent, which it
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looks like they may be doing. So it may not be a diagnostic problem at
all. It may be very deliberate.

REPRESENTATIVE HAMILTON. The Fed Chairman says we ought to have
zero inflation. That ought to be the policy goal. What do you think of
that?

DR. SCHULTZE. That would be fine if I could snap my fingers and do
it. A 2 or 3 percent inflation rate is perfectly liveable. So I don't think it
is worth the pain. I don't know whether that is what is going on. But it
is actually successful.

REPRESENTATIVE HAMILTON. There are those who argue that you ought
to have zero inflation as your objective of economic policy, period.

DR. SCHULTZE. And I say, I would like to have I percent unemploy-
ment and zero inflation, but you can't do it.

REPRESENTATIVE HAMILTON. But as an objective of American economic
policy, just to have zero inflation, that is insufficient, incomplete.

DR. SCHULTZE. I agree. It is a combination of inflation and all sorts of
things. Actually, since you know you are going to have other reces-
sions, one way to do this is simply to let every recession take it down a
percentage point or so, but then not try to keep doing it.

REPRESENTATIVE HAMILTON. What is full employment, now? You used
the figure, 5.5, 6 percent. Is that what we ought to aim for?

DR. SCHULTZE. Again, you get to be very precise. I don't know, but it
is my observation that as the economy broke through 5.75 or 5.5 per-
cent coming up-we did for a while-you could begin to see wages
and prices start to escalate, just slowly.

So, without wanting to say that anybody knows exactly where it is, I
would say somewhere between 5.5 and 6 percent. It looks as if-

REPRESENTATIVE HAMILTON. On the savings rate chart, you didn't have
a lot of confidence in tax incentives to get the savings rate up.

DR. SCHULTZE. And I sure don't-
REPRESENTATIVE HAMILTON. That is on the basis of your analysis of

your studies, I presume.
DR. SCHULTZE. Right.
REPRESENTATIVE HAMILTON. Those proposals for IRAs and the like

don't impress you that much?
DR. SCHULTZE. The evidence is mixed. There are some evidence and

some studies that suggest that they would help. I think the evidence
mainly is on the other side, but it is mixed. The key thing is, even if
they were successful, you are not going to get a lot of them. The saving
rate went down by 5 percentage points.

REPRESENTATIVE HAMILTON. Why did it go down?
DR. SCHULTZE. I don't know. I know some of the reasons why it didn't

go down.
REPRESENTATIVE HAMILTON. Did we change the incentives in any sub-

stantial way?
DR. SCHULTZE. If anything, they worked the other way.
REPRESENTATIVE HAMILTON. They increased the incentives.
DR. SCHULTZE. If you look at the 1980s when this happened, number

one, real interest rates were higher than we ever had before. You got
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more for your money. We lowered marginal tax rates, you kept even
more of it, and we did have IRAs.

REPRESENTATIVE HAMILTON. But it still winds down. So it is less an
economic matter than a cultural matter.

DR. SCHULTZE. I don't know what it is, because it is mysterious. It
may be economic, it may be cultural, but I can't figure it out, and peo-
ple whom I know have not really been able to, either.

REPRESENTATIVE HAMILTON. YOU mentioned the Japanese and the Ger-
mans saving rate-17 for the Japanese and 11 or 12 for the Germans. If
you look at their systems, do they have a lot more incentives for sav-
ings than we have?

DR. SCHULTZE. Well, for years the Japanese did what we finally got
around to doing. They didn't let people deduct interest on installment
debt and on other kinds of debt. To tell the truth, I am not familiar with
what they do on mortgages. There are things you could do. I would like
to see the mortgage thing tightened up so that you don't get the mort-
gage deduction for mortgages above a certain amount.

REPRESENTATIVE HAMILTON. What I am getting at is, you don't really
know why the Japanese have a better savings rate?

DR. SCHULTZE. No.
REPRESENTATIVE HAMILTON. Is it correct to say that there are no clear

economic reasons for that?
DR. SCHULTZE. There are none that are clear to me. I think there are

attitudinal and cultural reasons, which is not to suggest there is nothing
in their policies that we could imitate, but I don't think it is the major
thing.

REPRESENTATIVE HAMILTON. On taxes today, what would you do?
DR. SCHULTZE. Today?
REPRESENTATIVE HAMILTON. Yes.
DR. SCHULTZE. I wouldn't do anything today. If you ask me what

would I do long-term, that is another matter.
REPRESENTATIVE HAMILTON. Let's go to both of them. You wouldn't do

anything today, but what about this maldistribution of income.
DR. SCHULTZE. But that is before taxes. If you look at the same CBO

numbers after taxes, what you find is that you made a difference to the
people in the top 20, particularly top 5 percent.

REPRESENTATIVE HAMILTON. What about the view that we ought to re-
duce taxes for middle-income people and increase the taxes on high-
income people. Do you buy that principle?

DR. SCHULTZE. No, because, number one, every nickel of tax increase,
you want to use it for private and/or public investment.

REPRESENTATIVE HAMILTON. So you would have no shift in the tax code
today for the short term?

DR. SCHULTZE. Short term, correct. If I were trying to design a tempo-
rary tax proposal, it would be something like a temporary investment
tax credit. We do not need to stimulate more consumption. It goes
against our long-term-

REPRESENTATIVE HAMILTON. Then on the longer term, what would you
do with regard to taxes?
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DR. SCHULTZE. Anything you would tell me that I could pass politi-
cally, we will start with that.

REPRESENTATIVE HAMILTON. You want more revenue.
DR. SCHULTZE. I want more revenue.
REPRESENTATIVE HAMILTON. What about consumption-the value

added tax.
DR. SCHULTZE. Again, I am coming out with a paper in about a month,

a very complicated set of proposals which combines financing some
health-care insurance with an earmarked value-added tax for health
care. If you look at polls, it turns out that people state on polls that they
are willing to pay higher taxes for a very specific purpose. If you look
at American history, I would say since 1980, we have never raised gen-
eral taxes for civilian spending. What we did was raise taxes during
wars, then let the defense budget go down and keep it. It is very hard to
raise general taxes.

So this proposal says, put on a value-added tax to finance some-I
list what they are-existing federal health-care programs, plus anything
new. The first part goes to reducing the budget itself. The second part
goes to financing an extension of health-care insurance.

REPRESENTATIVE HAMILTON. That is an interesting observation that you
made a moment ago. We don't increase taxes.

DR. SCHULTZE. No.
REPRESENTATIVE HAMILTON. For other than defense purposes. Is that

what it amounts to?
DR. SCHULTZE. And earmarked taxes. We have increased Social Secu-

rity taxes. But if they are not earmarked, they are general-
REPRESENTATIVE HAMILTON. You are talking about income taxes?
DR. SCHULTZE. Correct. Income, sales-you name it. The exception is

after Reagan's huge tax cut, we took some of it back, with a general tax
increase. I wouldn't say that we have never done it, but in the last 40,
50 years, and since the Korean war-to state the precision of it-every
dime of increase in civilian spending over the last 35 years has come
about through a gradual and erratic decline in the defense budget.

Now, let me make one other point about the earmarked value-added
tax for health-care purposes. Public finance experts don't like ear-
marked taxes, because people spend up to the amount raised. However,
you notice that here is a case where, if you put on a value-added tax, its
revenues will grow about as fast as GNP, but health-care spending is
going like that.

I would actually write into the budget agreement a point of order lan-
guage that you could not put general appropriations into that fund. You
either have to cut health care costs or you have got to raise taxes. And
it confronts the Congress and the President, say, every two years with
that decision, which, I think, has another good advantage.

Alternatively, you could have a gasoline tax.
REPRESENTATIVE HAMILTON. You also mentioned the poor productivity

performance record.
DR. SCHULTZE. Right.
REPRESENTATIVE HAMILTON. Are your recommendations made with

that in mind?
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DR. SCHULTZE. Yes, sir. The more investment, education-
REPRESENTATIVE HAMILTON. The best way to get productivity up is to

increase the level of training.
DR. SCHULTZE. I would say increase the level of training-it will work

very slowly-increase the quality of education, and more R&D. This
all goes to productivity.

REPRESENTATIVE HAMILTON. There is an article in the Wall Street Jour-
nal this morning about the statistics on productivity increases.

DR. SCHULTZE. Services? I glanced at it. Again-
REPRESENTATIVE HAMILTON. The argument being, I think, that the sta-

tistics aren't that good and that we have had better increases in service
productivity than generally thought.

DR. SCHULTZE. A couple of colleagues of mine looked at that care-
fully some years ago and said, sure, there is a problem, but there is no
great big bias. Now, notice, the question is, what happened to the level
of productivity growth? I have no confidence at all that our measures of
productivity growth are that good, in terms of their absolute numbers.

Who knows how you value the worth of an ATM machine? The real
question is the change in it. It is conceivable that we were measuring it
much worse after 1973 than before. But I find no evidence of why that
should be the case.

So why is it, if we are measuring it so badly, that we were apparently
doing quite well up until 1973, and then all of a sudden, I don't find any
evidence.

REPRESENTATIVE HAMILTON. We have an announcement this morning
of a free-trade accord for North America.

DR. SCHULTZE. By the way, I may have misstated the other work on
service productivity. I think the conclusion was that you don't get a lot
out of it when you review it, but I like to review that. Go ahead.

REPRESENTATIVE HAMILTON. We had an announcement this morning
from the President on a free-trade agreement, NAFTA. Would you sup-
port that?

DR. SCHULTZE. Yes. I have not spent a lot of time looking into the de-
tails. I can't say it is perfect, but basically-

REPRESENTATIVE HAMILTON. It is not even available yet.
DR. SCHULTZE. Yes, I would.
REPRESENTATIVE HAMILTON. If you are a member of Congress, you just

go in and vote for it? Would you insist that there be more money for
training assistance, or more money for environmental cleanup, or what-
ever?

DR. SCHULTZE. I wouldn't finance it the way Congressman Gephardt
wants to finance it, but if you finance more training-since that is a
good thing anyway-I would do it. I wouldn't tie it to-

REPRESENTATIVE HAMILTON. YOU wouldn't link it?
DR. SCHULTZE. I wouldn't link it.
REPRESENTATIVE HAMILTON. We have a lot of economic plans floating

around out there. One of the things that comes into the political debate
all the time is, my plan is going to create so many jobs, your plan is go-
ing to lose so many jobs. What I want to get from you is, when you
look at the plan that Bill Clinton puts forward, or George Bush puts
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forward, how do you evaluate it? How do you approach it? What are
the kinds of things you are looking for, the criteria?

DR. SCHULTZE. In the first place, unfortunately, you have to approach
it in a rather complicated manner. I can't stress enough the importance
of distinguishing the short-run problem of creating more spending, so
we can get more jobs from the longer run problem of increasing the
supply potential of the economy, so the jobs we have, in effect, pay bet-
ter.

As far as I can see, none of the plans do much on the first task to cre-
ate immediate jobs, because that is going to mean an increase in the
deficit in which you have to spend money without taking it back in
taxes. And all the rest of it, I think, is just political hokum. People put-
ting numbers on it.

In the long run, it is not a question of creating jobs. In the long run,
ten years from now, there are going to be roughly as many people em-
ployed, whether it be George Bush's plan, or Clinton's plan, or Perot's
plan. The real question is, what kind of income will the American peo-
ple be earning?

The unemployment rate ten years from now is not going to be a lot
different than five years from now, or seven years from now. So the
whole question of how many jobs it is going to create, in the long
range, doesn't make any sense. It is whether it is going to make people
more productive, or make business firms more productive.

So, in the short run, I don't think any of them do much to change
jobs. In the long run, jobs aren't the question. It is jobs at what wages.

REPRESENTATIVE HAMILTON. I wanted to ask about your view on indus-
trial policy, too. You are usually a skeptic with respect to that, are you
not?

DR. SCHULTZE. What is in a name? But if by industrial policy, you
fundamentally believe that the government should use subsidies, loans,
or trade protection to favor some industries because those are the
industries of the future I am against it. If you mean by industrial policy
more training and R&D, I am for it.

REPRESENTATIVE HAMILTON. Well, you said something about invest-
ment in pre-competitive research? What is pre-competitive research?

DR. SCHULTZE. Essentially it is not at the stage where you are devel-
oping a final product. It is the kind of research that underlies technol-
ogy, better fundamental techniques. Some of the stuff that Sematech is
doing, you might say, is pre-competitive.

REPRESENTATIVE HAMILTON. Supercolliders?
DR. SCHULTZE. No. Supercolliders aren't "pre" anything. Space sta-

tion. Both of them, especially space station. The space station, super-
collider, I would put low on my priority.

REPRESENTATIVE HAMILTON. You have a deep skepticism about the
ability of government to allocate R&D money generally.

DR. SCHULTZE. Not a skepticism that can't be overcome, but under
current circumstances, that is correct. I think we need to think through
how we do it. But we need to do it, though.

REPRESENTATIVE HAMILTON. I am jumping around quite a bit. The
problem of defense conversion, cutting back military spending, losing
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jobs because of that and so forth, where do you rate all of this, and
what would you do about it? Do we need a separate program to deal
with that?

DR. SCHULTZE. Mainly, no. I say, mainly, because past experience-
what I know about it-suggests that the best way to create those jobs is
to have other jobs available, not try to convert every defense factory
into a civilian factory.

REPRESENTATIVE HAMILTON. There is going to be some dislocation as
you go through all this.

DR. SCHULTZE. Correct. The question is what can you do through
monetary policy or, finally, if we have to, fiscal policy, to create other
jobs, rather than try to do it defense plant by defense plant. That is not
to suggest individual communities can't do it, individual plants can't do
it. But I think past experience would suggest generally that it is creating
new jobs.

REPRESENTATIVE HAMILTON. I want to go back to the question of fair-
ness and maldistribution. You are not going to do much about that.

DR. SCHULTZE. I think, ultimately, not the only thing, but training and
education are the ways to do it, because I don't think that American in-
dustry is fundamentally not creating those jobs.

REPRESENTATIVE HAMILTON. Do you think most of the tax breaks in the
1980s went to the very wealthy?

DR. SCHULTZE. Yes. I put that 13th on
REPRESENTATIVE HAMILTON. Should we correct that?
DR. SCHULTZE. I put it 13th on my list of priorities.
REPRESENTATIVE HAMILTON. Why is it so far down?
DR. SCHULTZE. I don't mind taking some of that money back. I am all

for that. I just don't want to use it for other tax cuts.
So don't misunderstand me. That is a good place to get some money.

But you are not going to solve the income distribution problem with
taxes. They are peanuts compared to the magnitude of the problem, for
the broad bulk of people in mid-to-lower income.

REPRESENTATIVE HAMILTON. There is a quotation by a Brookings
economists from Business Week. I will read the whole paragraph. He is
talking here about the Clinton plan. And a number of commentators
have faulted it for downplaying the federal deficit, for raising taxes on
the wealthy, for increasing public investment, for calls to slash entitle-
ments.

I am quoting now:
In my view, the proposal deserves praise, not condemnation, on all
these counts. Economists from different persuasions tell three dif-
ferent stories about how deficits affect the economy. The first
story, shared by Brookings Institution moderates and Wall Street
conservatives, large deficits are lethal for the economy because
they drive up capital costs and crowd out productive private in-
vestment. The only trouble with this story is, the federal deficit is
at a 30-year high, while short-term interest rates are at a 30-year
low.

DR. SCHULTZE. To the broad question first, I would say that there are
really three fundamentally different approaches to what we ought to be
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doing. One is President Bush's, which is to cut capital gains tax. That is
basically nothing.

Second, there is a plan that would raise more money from tax in-
creases and use it for public infrastructure. That is Clinton's.

And third, there is Perot's plan, to raise a lot more in taxes and
spending cuts, and use some for public investment but heavily for defi-
cit reduction and, therefore, private investment.

I rank them in reverse order. I prefer 3; if I can't get 3, I will take 2; 1
is at the bottom of the list.

With respect to the deficit, in the short run, the deficit is not the
problem. In the short run. Again, I keep coming back to that distinction.
In the long run, it is not catastrophic. If it were, we would have done
something about it. That is the tragedy of it, it never was catastrophic.
A little drip of water. And I think, in the short run, I agree, and I am
calling for-

REPRESENTATIVE HAMILTON. Clinton's plan comes down number 2 in
your list, is that right.

DR. SCHULTZE. Exactly. He comes down number 2. He implies that a
dollar's worth of public investment is worth substantially more than a
dollar's worth of private investment. And I see, on average, in the ag-
gregate, no evidence. I don't agree with that.

REPRESENTATIVE HAMILTON. Okay. What is your general impression of
economic statistics today? Are they better, worse than they were? Is it
something we need to put a lot of emphasis on?

You know, the JEC had an interest in that for a period of time.
DR. SCHULTZE. There are two questions. Has the quality deteriorated?

And second, whether it has or not, are there things we ought to do to
improve it?

I don't know enough to give a responsible answer to the first question
about deterioration. I can't but believe that the budget stringencies in
the past ten years haven't had some effect. But since I haven't really
looked at that, there is no use in pretending.

REPRESENTATIVE HAMILTON. But you are in touch with economists. Are
they complaining about the quality, or is that not even a matter of topic
of discussion?

DR. SCHULTZE. I guess I would have to say that I have not-
REPRESENTATIVE HAMILTON. You have not focused on that.
DR. SCHULTZE. It is not so much that I haven't focused on it, but I can't

say it has been a main topic of conversation among my friends. We
grouse and suggest everything is going to pot. We probably were doing
that 10 years ago. I have no main feeling on it.

There are a number of other things that we could do to improve sta-
tistics. In some cases, we have great statistics; in other cases, we are
falling behind what can be done in other countries.

We know far too little about savings, as a case in point. It is very dif-
ficult to get, by age, sex, race, the same person followed over time.
That is very hard to do. Very expensive, but very important.

REPRESENTATIVE HAMILTON. As you look out over the next 10, 20 years
in the American economy, the performance of the American economy,
how do you feel about it? Optimistic?
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DR. SCHULTZE. No. Unfortunately. I am not a doom and gloomer. I
think we will ultimately lick the current recession, and we will manage
to grow, quite slowly, and the people at middle and lower incomes will
continue to be dissatisfied.

REPRESENTATIVE HAMILTON. We are not going to have the growth rates
that we had in the 1950s or 1960s.

DR. SCHULTZE. In any event, we are not going to do that. The question
is, can we get back a chunk of it? Can we do better? And even with the
best policies in the world, we move back slowly.

REPRESENTATIVE HAMILTON. And finally, what do you think about the
competitive challenge? The Japanese and Germans and so forth. Do
you have a sense that we are in deep trouble with respect to our com-
petitive position in the world? Is it something that ought to be an abso-
lute high priority for policymakers?

DR. SCHULTZE. I never know what competitiveness means, frankly. If
we are doing poorly, it is going to hurt our living standards, regardless
of whether other countries are doing well or not.

Let me give you an illustration. The invention of the next new, big
advance in computers. There are three possibilities. The United States
could make it, with or without our government. The Japanese could
make it. Or nobody.

If we are not going to make it, some people would prefer a world in
which nobody makes it. If we are doing poorly with our productivity,
we are going to suffer, if we never had an import or an export.

If other countries do well in their productivity growth, yes, they will
give us some trouble, but in the long run, we will gain gradually. In the
modem world, knowledge seeps out and we gain gradually.

So I worry about how we are doing. I worry much less about how
well other countries are doing, except as an indicator of what we might
aspire to.

REPRESENTATIVE HAMILTON. Does the trade deficit bother you?
DR. SCHULTZE. Only that it is a sign of too little saving and, therefore,

borrowing from abroad. Not in an of itself, but as a sign of something
else we are doing wrong, yes.

REPRESENTATIVE HAMILTON. Okay. Thank you very much. We appreci-
ate it. We stand adjourned.

[Whereupon, at 11:25 a.m., the Committee adjourned, subject to the
call of the Chair.]
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THE U.S. INVESTMENT GAP

FRIDAY, MAY 8,1992

CONGRESS OF THE UNITED STATES,

JOINT ECONOMIC COMMITTEE,
Washington, DC.

The Committee met, pursuant to notice, at 10:35 a.m., in room
SD-628, Dirksen Senate Office Building, Honorable Paul S. Sarbanes
(chairman of the Committee) presiding.

Present: Senator Sarbanes and Bingaman, and Representatives Ar-
mey and Obey.

Also present: Lee Price and Mark Forman, professional staff mem-
bers.

OPENING STATEMENT OF SENATOR SARBANES,
CHAIRMAN

SENATOR SARBANES. We will now turn to our second hearing this
morning. The Joint Economic Committee is meeting to examine invest-
ment in the U.S. manufacturing sector, relative to our major foreign
competitors. If Mr. Courtis, Mr. Choate and Mr. Barfield would come
forward, we will commence with our second hearing this morning.

[Pause.]
In our second hearing this morning the Joint Economic Committee is

meeting to examine investment in the U.S. manufacturing sector, rela-
tive to the investment made by our major foreign competitors.

Twenty or thirty years ago, few American businesses or policymak-
ers paid much attention to the investments being made by foreign com-
petitors. American producers held a strong technological lead in most
major industries. Rivals here at home posed the primary competitive
threat to most American producers. So, when they talked about compe-
tition, they thought about other American producers rather than produc-
ers overseas.

Today, virtually all major American producers face stiff competition
from foreign producers. A growing number of U.S. industries no longer
hold technological leadership and some have fallen behind their foreign
rivals. The future prosperity of the American economy will hinge less
on whether we do better than our own past history, and more on
whether we can do better than our foreign rivals.

Unfortunately, debates over investment in the United States too often
ignore the importance of foreign competition. Some point to one set of
numbers to argue that investment in the 1 980s was modestly better than
the 1970s, while others point to other numbers indicating that the 1980s
were much worse. In other words, they make a chronological compari-
son solely within the United States. Meanwhile, major foreign rivals
such as Japan and Germany, are investing at higher rates than the
United States by virtually all measures.

(1)
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At today's hearing, we want to put aside the comparisons of U.S.

time periods and focus on current international comparisons. In particu-
lar, we have asked our witnesses to compare the recent investment pat-
terns of the United States and our major foreign economic rivals,
particularly Japan.

In recent years, while U.S. investment in the manufacturing sector
has been slumping, Japanese investment in manufacturing has been
booming. Despite a population half our size, Japan's manufacturers
have spent more on investment than manufacturers in the United States,
both in R&D and in plant & equipment. Other evidence shows Japa-
nese producers investing more than American producers to train the av-
erage manufacturing worker.

This "investment gap" between the U.S. manufacturing sector and its
major foreign rivals will have a lagged effect on U.S. producers. It will
take several years for Japan's spurt of investment in new product design
and process modernization to work its way through the factory and to
then be reflected in a greater share of world markets. Likewise, a slump
in our investment would take a period of time to work itself through
and be reflected in a declining share of world markets. Thus, we will
not observe the full effect of this gap on sales and in jobs and on the
trade balance until later in this decade.

We have with us this morning some witnesses who have analyzed the
recent investment patterns in the United States and abroad, and they
will share with us their observations of the likely effect that this will
have on U.S. producers in the years ahead. We are particularly inter-
ested in hearing about their perspective on the competitive position of
specific U.S. industries.

Mr. Ken Courtis is a financial analyst based in Tokyo who is thor-
oughly familiar with the investments being made in the Japanese manu-
facturing sector, and has also been examining U.S. industries.

Mr. Claude Barfield is a trade economist at the American Enterprise
Institute. He has written about American research and development ac-
tivities. Mr. Pat Choate is the director of the Manufacturing Policy Pro-
ject and has had a longstanding interest in the competitive position of
U.S. manufacturing industries. Gentlemen, we are very pleased to wel-
come you to the committee. We are looking forward to this panel.

We have your full statements, so if you could, please summarize
them for the record. After we have heard from all three of you, we will
go to questions. Before I turn to you, Mr. Courtis, I will defer to any of
my colleagues who may have some remarks.

OPENING STATEMENT OF REPRESENTATIVE ARMEY

REPRESENTATIVE ARMEY. Thank you, Mr. Chairman. I'm going to ask
that my formal remarks be placed in the record. In addition to that, let
me thank you for calling these hearings, and I express my welcome to
each of the panel members. Particularly, I am delighted to see Mr.
Choate, a former graduate school colleague of mine. I should mention,
Pat, this last week I had the opportunity to visit with Professor Hibden,
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and we still agree that microeconomics is number one. I should think
Jim and I will always share that conviction.

Mr. Chairman, other commitments will not allow me to remain for
the hearings and so I must go. Before I do, I wonder if I could anchor
my side with a couple of quotes from Adam Smith. In the hearings, I al-
ways worry about the fact that they may go astray and down the prim-
rose path of protectionism or national industrial policy, so if I could
just cite Smith, with respect to both of those.

With respect to the question of whether or not there should ever be
public direction of the Nation's capital, Smith's great observation, and
my favorite Smith quote is:

No where would it be so dangerous as in the hands of those who
had folly and presumption enough to think themselves fit to exer-
cise it.

Then, secondarily, with respect to the fear that we may move in a
protectionist direction, let me just cite Smith's observation about trade,
as he cited the wonders of specialization and exchange and said:

What is wise and prudent for individual families can scarce be
folly for great nations.

With two quotes from Adam Smith, I am absolutely confident that
we have built a foundation of truth that can not be endangered and I
therefore must move on to my other duties.

Gentlemen, again I thank you for being here and I look forward to
reading your testimonies. Thank you, Mr. Chairman.

SENATOR SARBANES. Congressman Obey, any comments?
[No response.]
SENATOR SARBANES. We are pleased to be joined by Senator Binga-

man, who has taken a keen interest in this competitive issue. Senator
Bingaman, any comments?

SENATOR BINGAMAN. I have no statement. I appreciate the witnesses
and appreciate your having the hearing.

SENATOR SARBANES. Mr. Courtis, we would be happy to hear from
you, sir.

STATEMENT OF KENNETH COURTIS,
FIRST VICE PRESIDENT, DEUTSCHE-BANK CAPITAL MARKETS

MR. CouRTIs. Mr. Chairman, members of the Committee, I am de-
lighted to be here with you this morning. I express my gratitude for the
gracious invitation to come and share with you a few ideas that we
have in looking at the investment and research figures about Japan and
North America.

You have asked me today to address these issues and to set them into
perspective. I think that it is interesting to take a minute or two to con-
sider the serious problems that Japan faces today. The economy is in a
recession, a recession that will take another two or three years to really
unwind itself. This recession comes after a remarkable growth faze in
Japan. In just the last 60 months, compared to America over the last
decade, the Japanese economy has increased by 30 percent in real
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terms, from 1979 to 1989, which grew at 30 percent. Japanese manu-
facturing has increased by 34 percent in real terms over that period.

Over the last 60 months, that growth cycle in Japan was essentially
driven by capital investment. From 1986 to 1991, that economy in-
vested just over three trillion dollars in net new manufacturing plant
and equipment investment and another 500 billion dollars in R & D.
That has given this economy even more momentum, such that, as it
goes through this recession, it melts off the fat that was accumulated
during the heady growth period of the 1980s and restructures and
slashes costs. And I believe it will come out of this recession even
stronger than it has been in the past.

But this massive investment in Japan that we have seen over the last
five years is not something new. Indeed, it is characteristic of the Japa-
nese economy over the last 30 years. Indeed, as a proportion of GNP,
Japan has invested more than the United States every year for the last
quarter of a century. But it probably didn't matter much in the 1960s
when Japan, relative to America, was about the size of Korea today but
it certainly does now when that economy is 60 percent the size of the
United States.

If you take the figures that the IMF released two weeks ago about
long-term sustainable growth rates, if these trends were to continue
over the next decade, the economy of the United States and the econ-
omy of Japan would be about the same size, on the basis of current fig-
ures.

Mr. Chairman, you mentioned the things that are now in the pipeline,
on the basis of investments that have already been made by the
mid-i 990s, Japan will have a manufacturing base that is larger than that
of the United States.

Already we can see in the trade numbers the effects of this massive
investment in R&D. Remember the Plaza Accord? The devaluation of
the dollar was designed to resorb the Japanese trade account surplus.

Remember on the eve of Plaza in 1984, the trade account surplus was
44 billion dollars. So far this year, the trade account surplus of Japan is
running at an annual rate of three times that, at 132 billion dollars a
year. The increase in the trade account surplus is a direct result of Ja-
pan's increased competitiveness, which itself is an increase as a direct
result of this massive investment and R&D.

On a per capita basis-and I submit that that is a proper basis for
evaluating these numbers-in 1991, Japan outinvested America by
about $3,200 per capita. Japan's investment was $5,320 per capita.
America was $2,177 per capita.

At that point, the gap is no longer a quantitative one. It starts to be-
come qualitative. If I am investing $2,000 a year, maybe I have the best
electric typewriter available. If my competitor is investing $5,400 a
year, his people have an engineering work station, and it doesn't matter
how long or how hard I work with my typewriter. I can't be competitive
over the long term with someone who is working with an electronic
work station.

So it is that investment gap that I think is critical to the economic po-
sition of this country during the period ahead. When you look at that
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investment gap on a per capita basis and you aggregate it, the numbers
then become really of the type that should focus our mind. The invest-
ment gap screams out to be addressed. The investment gap is about
three quarters of a trillion dollars on a nominal basis, when we aggre-
gate it for population size.

But even if we were to use, Mr. Chairman, the purchasing power par-
ity index that the OECD or the IMF proposes-and I hesitate to do this
because the purchasing power parity index is based on the price of con-
sumer goods and there is no agreement about what PPP should be. Esti-
mates vary between 138 yen to the dollar and 212 yen to the dollar. But
let's just take the recent IMF, one which is 192 yen to the dollar. Even
on that basis, Japan outinvested America last year on a per capita basis,
aggregated for the population, by $400 billion. You can make the argu-
ment that the yen is undervalued at these exchange rates, otherwise
why would this economy have a $130 billion trade surplus.

So how ever you cut the numbers, even if you take the approach that
minimizes the gap, the gap is huge and increasing, and will increase at
an increasing pace through the 1990s, unless the current course of af-
fairs is reversed.

Let me go on to the second gap that I see emerging, and that is the
gap in research. In 1991 the Japanese invested about $825 per capita in
research. North America and America invested about $600 per capita.
Of the research in North America, the research of the United States,
about 45 percent is government funded. Of that government funded re-
search, about four-fifths of that is related to military expenditure.

If, in the post-Cold War era, military budgets are unwound, we will
find very quickly that that small gap is now starting to open up in the
research field is going to very quickly accelerate. Certainly, the Japa-
nese are moving on their part to accelerate, to deepen the gap, because
they have established as a research target for 1996 3.5 percent of GNP.
Research to GNP in North America peaked in the mid-1980s and is
now running at 2.8 percent of GNP. So the gap now will become in-
creasingly important if military research cannot be replaced by
corporate-sector research.

Mr. Chairman, I submit that what we are seeing in the marketplace
today, the new products coming out of Japan, the lower cost structure
coming out of Japan is really the result of decisions made in Japan by
corporate Japan in the mid-1980s, in the post-Plaza period. The things
that are coming out of the pipeline by the mid-1990s will be the result
of decisions that are made now.

When we look at the decisions that Japan has made over the early
1990s, we can already see where their position is. In the 36 fastest
growing industrial sectors in 1980, America was ahead or leading in
31, Japan ahead or leading in nine. In 1990, of the 36 fastest growing
industrial sectors, America was ahead or leading in 24, Japan in 17.

On the basis of the best information that we have with capital invest-
ment and on R & D and talking to what I think are the best minds on
these issues around the world, our projections are that if the current
course of affairs is not changed by the year 2000 in the 36 fastest grow-
ing industrial sectors, Japan will be ahead or leading in 31 and America
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will be ahead or leading in only 16. That is the nature of the shift in the
international economic industrial balance of power that I think, over the
long term, would condition the international political role that America
can play.

Thank you very much.
[The prepared statement of Mr. Courtis, together with attachments,

follows:]
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PREPARED STATEMENT OF KENNETH COURTIS

Good Morning,

My name is Kenneth Courtis; I am First Vice-President of Deutsche-Bank
Capital Markets, and lecture at Tokyo and Keio Universities. As Strategist and
Senior Economist for the Deutsche Bank Group in Asia, I conduct analysis on
major economic, industrial, technological and financial developments in Japan
and the Pacific, and attempt to assess their impact on the world economy. It is an
honour to be with you today.

You have asked me today to address the questions of recent developments
in the Japan's domestic economy and financial markets, the longer-term trends at
work in the Japanese economy, and to compare these with U.S. industrial
performance.

Japan today is facing a number of serious problems. After five years of
unprecedented expansion, during which the economy grew by an amount equal to
the entire annual GNP of France, the world's fourth largest economy, Japan is
today in recession. Although both the equity and real estate markets have fallen
substantially from the peak of early 1990, both markets are yet to bottom. More
pain is ahead. Caught in the tightening jaws of a policy-induced liquidity
squeeze, a sharp decline in earnings, and the inability to raise new funds in the
equity market, corporate Japan has entered still another phase of sharp cost
cutting, and rationalization.

One immediate result of this situation is that wage increases this year will
be the lowest since 1985, and so consumer spending, which has already slowed
from the heady pace of the late 1980's, will slow still further. That is the key
reason why imports to Japan have been so weak in recent months, and are set to
remain anemic during the period ahead. At the same time, Japan's exports have
surged.

The direct and immediate result of these dynamics is that Japan is
currently running a trade account surplus at an annual rate of $132 billion. That
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is two and half times the trade surplus in 1984, on the eve of the Plaza Accord
which was presented at the time as the panacea for eliminating Japan's trade
surplus.

The key reason that Japan's exporters have moved so aggressively back on
to the attack in world markets, however, is not the recession in Japan's domestic
economy. Rather, it is the result of the unprecedented levels of private sector
plant and equipment investment and the building commitment to research and
development that now characterize Japan's domestic economy.

From 1986 through the end of last year, total private sector plant and
equipment investment in Japan's domestic economy exceeded $3 trillion dollars.
In addition, Japan committed another $500 billion to research and development.
It is this massive investment that has been critical to the strategic repositioning of
the Japanese economy since the mid-1980's and which, despite the present
recession, positions Japan to continue to have the fastest growing economy in the
OECD economy through the 1990's.

Indeed, rather than the current recession announcing the eclipse of Japan as
an economic super-power, analysis of the deeper, long-term forces at work in
the economy suggests that the effect of the current transition will be to set the
economy on track for a new period of explosive expansion, and a still stronger
international competitive position than the country enjoys today.

Further, should current long-term trends continue, I expect Japan to
become the world's number one manufacturing power by the mid-1990s, and
surpass the United States as the world's largest economy early in the next
decade. That would perhaps leave the United States as the world's leading
political power, but would mean that America would have slipped to second place
as a world economic power.

Today, America's manufacturing sector is roughly $1.2 billion and that of
Japan $1 trillion. Should present trends remain in place, Japan's manufacturing
sector would exceed that of the United States in absolute terms as early as 1996.

Three forces at work in the economies of Japan and the United States are
key to driving these shifts in the international economic, industrial, and financial
balance of power:

1. A building investment gap between Japan and the United States which is
seeing Japan widely out-distance America in the installation of new investment in
plant and equipment.
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2. An widening deployment gap that sees Japan deploy state of the art
manufacturing equipment faster and more widely than the United States.

3. An expanding performance gap which is seeing Japan's leading
corporations play an increasingly dynamic and leading a role overall in an ever
larger number of critical industrial sectors for the future.

Of these, the most striking factor is the investment gap between Japan and
the United States.

In absolute dollar terms, Japan has been out-investing the United States by
an increasing amount since the late 1980's. On the basis of nominal data, Japan
out invested the United States by just over $1 10 billion in 1991.

When one thinks of the relative price structure of the two countries, the
widely documented difference in prices between the two countries leads at first to
think that nominal figures overstate the investment gap. Is it not the case that
typically Japanese products that one finds in the shops of America are cheaper
than they are in Japan?

That certainly is the case for a wide variety of consumer products. But
when one considers only investment goods, it is the reverse that is the case.
Capital equipment is typically cheaper in Japan than it is abroad. As a result,
when investment figures are set on a real basis, after adjusting for inflation, the
investment gap widens still further, and was some $230 billion last year.

But even these figures do not allow to measure the real extent of the
building investment gap between Japan and the United States.

Japan's economy is only three-fifths that of the United States, and its
population is only just half of that of America. What is critical from an
international competitive perspective is not absolute dollar values of capital
investment, but rather the investment effort a country is making relative to its
overall GNP.

From this perspective, not once in a quarter of a century has America
invested as much as Japan. And the gap has doubled since the mid-1980's, such
that while America has invested just over 10% of its GNP in new plant and
capital equipment in recent years, Japan has climbed up to 20% of its GNP.

In absolute dollar terms, on an inflation-adjusted basis,that means that
Japan out-invested America last year by some $440 billion. While capital
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investment will be down this year and next in Japan because of the recession, this
already massive investment gap is set to widen still further through mid-decade.

When measured on a per capita basis, which analysts agree is the most
appropriate base of measure, the investment gap takes on its full, critical
importance. In 1991, Japan invested some $5,320 per capita, while America
invested $2,177. When measured on a total population basis, that means that the
investment gap was an enormous $794 billion dollars in 1991.

Some analysts contest these figures and argue that purchasing price parity
(PPP) adjustments to the data must be made in order to take a real measure of the
comparable investment effort being made in the two economies. With estimates
of the PPP yen to dollar exchange varying between 138 and 212 yen to the dollar,
it is far from clear how useful such calculations are for analytical work.

Further, PPP calculations are based on comparable baskets of consumer
goods, between economies, and so do not capture what is really at issue: the
international competitive effect of the widely different investment effort being
made by Japan and the United States. Since capital equipment is typically cheaper
in Japan than the U.S., it makes little sense to use the consumer PPP to measure
differing levels of investment between the two nations.

But even when the PPP exchange rate most favorable to the United States
is used, the trend to a widening investment gap remains unchanged. America's
investment gap with Japan is absolutely enormous, and continues to expand on a
long-term basis.

Mr. Chairman, I would ask permission at this point to submit for the
record a series of charts on the investment performance of the United States and
Japan.

I would be happy to respond to any questions. Thank you.
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JAPAN AND UNITED STATES
TOTAL CAPITAL INVESTMENT

(In NOMINAL U.S. S BILLIONS)

1982 1983 1984 1985 1986 1987 1988 1989 1990 1991

JAPAN 163 173 194 217 317 386 498 534 596 661

UNITED STATES 414 400 469 504 492 497 545 571 587 550

| iR18T.tf.a =I - -
INVIC:: I MfPN I UAF'

(US MINUS JAPAN) 251 227 275 287 175 111 47 37 -9 -111

NOTE: Date are nominal and based on total private sector plant and equipment Investment for Japan and U.S.
Currency conversIons are based on average annual exchange rate.



JAPAN AND UNITED STATES
CAPITAL INVESTMENT TO GNP

(PERCENT OF NOMINAL GNP)

1982 1983 1984 1985 1986 1987 1988 1989 1990 1991

JAPAN 14.9 14.5 15.2 16.1 15.9 15.9 17.1 18.5 19.5 19.5

UNITED STATES 13.1 11.7 12.4 12.5 11.5 10.9 11.1 10.9 10.6 9.7

INVESTMENT GAP
(US MINUS JAPAN) -1.8 -2.8 -2.8 -3.6 -4.4 -5.0 -6.0 -7.6 -8.9 -9.8

NOTE: Data are based on total nominal private sector plant and equipment Investment for Japan and U.S.
Currency conversions are based on PPP exchange from IMF.



JAPAN AND UNITED STATES
CAPITAL INVESTMENT PER CAPITA

(IN NOMINAL U.S. DOLLARS)

1982 1983 1984 1985 1986 1987 1988 1989 1990 1991

JAPAN 1,372 1,449 1,610 1,791 2,601 3,159 4,057 4,331 4,672 5,320

UNITED STATES 1,783 1,707 1,979 2,106 2,036 2,037 2,213 2,308 2,348 2,177

INVESTMENT GAP
(US MINUS JAPAN) 411 258 369 315 -565 -1,122 -1,844 -2,023 -2,324 -3,143

NOTE: Data are based an total nominal private sector plant and equipment Investment for Japan and U.S.
Currency conversion are based on average annual exchange rate.



JAPAN AND UNITED STATES
TOTAL CAPITAL INVESTMENT

(In REAL U.S. $ BILLIONS)

1982 1983 1984 1985 1986 1987 1988 1989 1990 1991

JAPAN 164 178 198 222 331 422 552 590 640 725

UNITED STATES 418 406 473 504 483 481 513 524 530 495

INVESTMENT GAP
(US MINUS JAPAN) 253 228 275 282 152 59 -39 -66 -110 -230

NOTE: Data are based on total real private sector plant and equipment Investment for Japan and U.S.

Currency conversions are based on average annual exchange rate.



JAPAN AND UNITED STATES
CAPITAL INVESTMENT TO GNP

(PERCENT OF REAL GNP)

1982 1983 1984 1985 1986 1987 1988 1989 1990 1991

JAPAN 1 5.8 15.8 16.7 1 8 18.5 19.2 21.1 23.2 25.1 25.3

UNITED STATES 11.6 11.0 12.5 12.5 11.8 11.8 12.3 11.7 11.6 11.2

INVESTMENT GAP
(US MINUS JAPAN) -4.2 -4.8 -4.2 -5.5 -6.7 -7.4 -8.8 -11.5 -13.5 -14.1

NOTE: Data are based on total real private sctor plant and equipment Investment for Japan and U.S.
Currency converelona are based on average annual exchange rate.



JAPAN AND UNITED STATES
CAPITAL INVESTMENT PER CAPITA

(IN REAL U.S. DOLLARS)

1982 1983 1984 1985 1986 1987 1988 1989 1990 1991

JAPAN

UNITED STATES

INVESTMENT GAP
(US MINUS JAPAN)

1,375 1,455 1,615 1,791 2,635 3,257 4,201 4,527 4,831 5,491

1,800 1,733 1,996 2,106 1,999 1,972 2,083 2,118 2,120 1,960

425 278 381 315 -636 -1,285 -2,118 -2,409 -2,711 -3,531

NOTE: Data are based on total real private sector plant and equipment Investment for Japan and U.S.
Currency conversions are based on average annual exchange rate.
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JAPAN AND UNITED STATES
TOTAL CAPITAL INVESTMENT

(U.S. $ BILLIONS on a PPP basis)

1982 1983 1984 1985 1986 1987 1988 1989 1990 1991

JAPAN 147 161 188 217 287 316 382 404 411 464

UNITED STATES 414 400 469 504 492 497 545 571 587 550

INVESTMENT GAP
(US MINUS JAPAN) 267 239 281 287 205 181 163 167 176

NOTE: Data are based on total real private sector plant and equipment Investment for Japan and U.S.
Currency conversion* are based on PPP exchange rate from IMF.
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JAPAN AND UNITED STATES
CAPITAL INVESTMENT PER CAPITA

(IN U.S. DOLLARS ON A PPP BASIS)

1982 1983 1984 1985 1986 1987 1988 1989 1990 1991

JAPAN

UNITED STATES

INVESTMENT GAP
(US MINUS JAPAN)

N)
01,240 1,351 1,584 1,791 2,356 2,586 3,108 3,275 3,317 3,735

1,783 1,707 1,979 2,106 2,036 2,037 2,213 2,308 2,348 2,177

543 356 395 315 -320 -549 -895. -967 -969 -1,558

NOTE: Data are based on total private sector plant and equipment Investment for Japan and U.S.
Currency conversIons are based on PPP exchange from IMF.



JAPAN AND UNITED STATES
INVESTMENT GAP ON A PROPORTION OF GNP BASIS

(IN US S BILONS)
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JAPAN AND UNITED STATES
PER CAPITA INVESTMENT GAP ON A TOTAL US POPULATION BASIS

(US S BILLIONS)
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JAPAN AND UNITED STATES
PER CAPITA INVESTMENT GAP ON A TOTAL US POPULATION BASIS

(IN US $ BILUONS)

1982 1983 1984 1985 1988 1987 1988 1989 1990 1991

NOMINAL (PPP BASIS) -126 -83 -94 -75 77 134 220 239 242 394

REAL (PPP BASIS) -129 -88 -101 -75 94 169 279 323 327 478

NOMINAL -95 -60 -87 -75 137 274 454 500 581 794

REAL -98 -65 -90 -76 154 302 522 596 678 891



JAPAN AND UNITED STATES
INVESTMENT GAP ON A PROPORTION OF GNP BASIS

(IN US $ BILUONS)

1982 1983 1984 1985 1986 1987 1988 1989 1990 1991

NOMINAL (PPP BASIS) 17 31 35 48 79 87 134 166 187 232

REAL (PPP BASIS) 43 55 53 74 119 144 192 242 267 309

NOMINAL 20 33 36 48 87 121 174 220 264 332

REAL 20 33 36 48 87 121 174 220 264 440

I.;h



JAPAN AND UNITED STATES
TOTAL R&D

(IN NOMINAL U.S.S BILL IONS)

1982 1983 1984 1985 1986 1987 1988 1989 1990 1991 _

JAPAN 26 30 33 37 55 68 83 86 90 100

UNITED STATES 81 88 100 116 122 128 136 145 151 157

INVESTMENT GAP
(U.S. MINUS JAPAN) 55 58 67 79 67 60 53 59 61 57

NOTE: Data are nominal and booad on total R&D spending for Japan and U.S.
Currency converslons are based on average annual exchange rate.



JAPAN AND UNITED STATES
R&D PER CAPITA

(IN NOMINAL U.S. DOLLAR)

1982 1983 1984 1985 1986 1987 1988 1989 1990 1991

JAPAN 221 253 276 308 448 556 675 695 725 854

UNITED STATES 349 376 422 485 503 523 554 585 603 622

INVESTMENT GAP
(U.S. MINUS JAPAN) 128 123 146 177 55 -33 -121 -110 -122 -232

NOTE: Data are nominal and based on total R&D spending for Japan and U.S.
Currency conversions are based on average annual exchange rate.



JAPAN AND UNITED STATES
R&D TO GNP
(% OF NOMINAL GNP)

1982 1983 1984 1985 1986 1987 1988 1989 1990 1991

JAPAN 2.4 2.5 2.6 2.8 2.7 2.8 2.9 3.0 3.0 3.1

UNITED STATES 2.6 2.6 2.6 2.9 2.8 2.8 2.8 2.8 2.7 2.8

t1j

INVESTMENT GAP
(U.S. MINUS JAPAN) 0.2 0.1 0.0 0.1 0.1 0.0 -0.1 -0.2 -0.3 -0.3

NOTE: Data are based on total R&D spending for Japan and U.S.
Currency conversions are based on average annual exchange rate.



JAPAN AND UNITED STATES
TOTAL R&D

(IN REAL U.S.S BILLIONS)

1982 1983 1984 1985 1986 1987 1988 1989 1990 1991 0

JAPAN 27 31 34 37 55 68 84 85 89 102

UNITED STATES 87 92 102 116 120 124 129 133 134 137

INVESTMENT GAP
(U.S. MINUS JAPAN) 60 61 68 79 65 56 45 48 45 35

NOTE: Data are based on total real R&D spending for Japan and U.S.
Currency conversions are based on average annual exchange rate.



JAPAN AND UNITED STATES
R&D TO GNP

(% OF REAL GNP)

1982 1983 1984 1985 1986 1987 1988 1989 1990 1991

JAPAN 2.4 2.5 2.6 2.8 2.8 2.9 2.9 3.1 3.2 3.3

UNITED STATES 2.4 2.5 2.6 2.9 2.9 2.9 2.9 2.9 2.9 3.0

INVESTMENT GAP
(U.S. MINUS JAPAN) 0.0 0.0 0.0 0.1 0.1 0.0 0.0 -0.2 -0.3 -0.3

NOTE: Data are based on total real R&D spending for Japan and U.S.
Currency converelona are based on average annual exchange rate.



JAPAN AND UNITED STATES
R&D PER CAPITA

(IN REAL U.S. DOLLAR)

1982 1983 1984 1985 1986 1987 1988 1989 1990 1991

JAPAN 229 259 279 308 448 559 681 690 716 822

UNITED STATES 375 393 432 486 497 509 526 536 537 544

INVESTMENT GAP
(U.S. MINUS JAPAN) 146 134 153 178. 49 -50 -155 -154 -179 -278

NOTE: Dat are baeed on total real R&D spending for Japan and U.S.
Currency conversion* are based on average annual exchange rate.



JAPAN AND UNITED STATES
R&D GAP ON A PROPORTION OF GNP BASIS

(U.S. S BIUWONS)
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JAPAN AND UNITED STATES
R&D GAP ON A PROPORTION OF GNP BASIS

(U.S. S BILLIONS)

1982 1983 1984 1985 1986 1987 1988 1989 1990 1991

NOMINAL (PPP BASIS) -6.3 -3.4 0 -4 -4.3 0 4.9 10.4 16.6 17

REAL (PPP BASIS) 0 0 0 4.1 -4.2 0 0 9.2 13.9 13.8

NOMINAL -6.3 -3.4 0 -4.4 -4.3 0 4.9 10.5 16.5 22.7

REAL -3.6 0 0 4.1 4.2 0 0 9.1 13.9 13.8

w
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JAPAN AND UNITED STATES
PER CAPITA R&D GAP ON A TOTAL US POPULATION BASIS

(U.S. S BILLWONS)
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JAPAN AND UNITED STATES
PER CAPITA R&D GAP ON A TOTAL US POPULATION BASIS

(U.S. S BILLIONS)

1982 1983 1984 1985 1988 1987 1988 1989 1990 1991

NOMINAL (PPP BASIS) -39 -36 -38 -43 -22 -13 -1 -4 -7 8

REAL (PPP BASIS) -35 -33 -36 -42 -23 -17 -9 -15 -22 -6

NOMINAL -30 -29 -34 -42 -13 8 30 27 31 59

REAL -34 -31 -36 -43 -12 12 38 38 45 70
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SENATOR SARBANES. Mr. Barfield, we would be very happy to hear
from you.

STATEMENT OF CLAUDE BARFIELD, COORDINATOR, TRADE
POLICY STUDIES, THE AMERICAN ENTERPRISE INSTITUTE

MR. BARFIELD. Thank you very much, Mr. Chairman.
Because the hearing was put together fairly quickly and I had to

think about what would be a contribution, in terms of testimony, to
launch us into questions, and because with much of what Mr. Courtis
has to say about the investment gap, I don't disagree, I thought I would
look at the outputs out of the United States for the last decade to give
us another launching point for whatever discussion you want for the
rest of the time period.

So what I have done is put together a group of charts, and I would
like to walk briefly through them and then we can get on to the discus-
sion. You have, I think, the charts in front of you.

Basically, what I wanted to do was take a look at U.S. manufacturing
vis-a-vis not so much Japan-not Japan at all-but vis-a-vis the rest of
the world and vis-A-vis where the restructuring of our economy, vis-a-
vis earlier times, to give us some sense of where it seems to be trend-
ing.

SENATOR SARBANES. Could I interject? When you say the rest of the
world, you are taking about everybody, is that right?

MR. BARFIELD. Yes. You will see that when I talk about growth rate, I
am focusing on either externally everyone or what is happening inter-
nally in the United States. I'm not particularly focusing on Japan.

SENATOR SARBANES. Or even the industrial countries?
MR. BARFIELD. No.
SENATOR SARBANES. You are including all of the underdeveloped

countries?
MR. BARFIELD. That's right. I don't think it would be important in the

equation-the underdeveloped-except for those countries, such as the
gang of four, which are now appearing in terms of percentages of ex-
ports, percentages of GNP. I don't think the lower level of the world
economies are important in any sense for our discussion today.

From Chart 1, you can see manufacturing import into the United
States has grown faster than the rest of the world, from 1979 to 1989.
Chart 1 shows, according to World Bank data, U.S. output of manufac-
turing grew at an average compound rate of about 3.8 percent. From
1980 to 1989, world manufacturing grew at a somewhat lower rate of
3.5 percent. Our output, just for comparison with the World Bank, does
have comparisons for the United States. It doesn't have them for the
rest of the manufacturing world from 1965 to 1980, which is not on
here. Our average compound rate was about 2.5 percent.

SENATOR SARBANES. Would those figures change significantly if the
base year was not a recession year? 1980 was a recession year.

MR. BARFIELD. I think 1980 would be a lag in output. You are com-
paring the same years roughly. It is not a peak. 1989 is the end of a
growth period for the United States, where you're actually slowing
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down a little bit. From 1979 to 1980 was about the same. There may be
some adjustment, but it has not been thrown in to say it is a year of re-
cession and a year of growth.

U.S. manufacturing grew somewhat more rapidly than the average
growth of nonmanufacturing sectors in the U.S. economy. As Mr.
Courtis pointed out, I think the constant dollar output of U.S. manufac-
turing grew by about 34 percent. Since the rest of the U.S. economy did
not grow quite so fast, this meant that the share of manufacturing in
U.S. constant dollars between 1979 and 1989 grew from 22.3 percent
of GNP to 22.6 percent.

I want to talk a little bit about the other charts and tables-the re-
structuring within the manufacturing sector. While U.S. manufacturing
overall has experienced substantial growth changes in output for indi-
vidual industries, manufacturing has varied widely. Machinery has
been the fastest growing U.S. manufacturing industry, with production
more than doubling in ten years, and here I would refer to Chart 3 and
Table 1.

Exceptionally strong growth was also recorded for petroleum and
coal products, up 80 percent. Transportation equipment, other than mo-
tor vehicles, is up almost 80 percent. Rubber and plastic products, 56
percent. Electric and electronic equipment, up about 50 percent.

The other end of the spectrum: manufacturers of tobacco, leather
products, natural resources and primary metals, as you can see, have
declined dramatically.

Look at Table 2. If you would refer to these next changes, it relates
to changes in industry shares of total U.S. manufacturing input. Table 2
shows the share of total manufacturing output accounted for by each
manufacturing industry in 1979 to 1989, as well as their rank order in
each year.

The largest single change or gain has been the rise in the share of
machinery, from 12 percent of U.S. manufacturing since 1979 to 18.8
percent in 1989. The largest single decline in share or gain is primary
metals, down from 7.4 percent to 4 percent in 1989.

Now, Chart 4 shows the change in the share of U.S. manufacturing
output, between 1979 and 1989, for each of the 21 manufacturing in-
dustries. It is striking that U.S. manufacturing sectors gaining share
tend to be those that one would expect the production of higher tech-
nology products are located: machinery and electronic equipment, non-
automotive transportation equipment-aircraft, in particular-chemi-
cals and allied products. In fact, these four sectors increase their collec-
tive share of U.S. manufacturing output, from 33 percent, or just over
33 percent, in 1979 to 43 percent, to almost 44 percent in 1989.

The point that is made by these charts is that what you are seeing, in
terms of the internal restructuring of the American economy, is a grad-
ual shift, and this was not new to this decade. I think the trend went
along at the same pace that you would have found if you had taken
1970 to 1980 or 1960 to 1970, from lower to higher value manufactur-
ing products; or in a simply form, from lower technology to higher
technology products. This has been, I think, a long-term trend in the
U.S. economy, and it continued unabated in the 1980s.
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There are numbers of export expansions. Export expansion has aided
the growth of manufacturing output. Between 1979 and 1989, U.S. real,
nonagricultural exports-90 percent of which are manufacturers-rose
at an average compound rate of 4.6 percent-and here I would refer
you to Chart 7-compared to a 2.5 growth in real, gross domestic prod-
uct. As a result, nonagricultural exports rose from 5.1 percent of con-
stant dollar GNP in 1979 to 6.4 percent in 1989.

Before I get to the final point on exports, there is a final chart, which
I included that also shows, in terms of our exports and international
competitiveness, what you have seen from the restructuring internally,
and that is our high technology exports from 1982, when we came out
of the recession-excuse me, 1986-at the point where the recovery
was in juxtaposition with a lower dollar, increased dramatically to
about $37 billion by 1990, which is the last year that I take.

I should make one point. This is at a time, if you take the rest of the
1980s when the manufacturing trade balance went deeply into deficit,
but the high technology exports-and I should say that what I am using
here is a Department of Commerce measure, which is now standard,
and which they just brought into effect about two or three years ago,
where they abstract out from the individual, larger sectors. From elec-
tronics, they abstract out the higher value-added elements of electronics
machinery-steel or whatever. So it is disaggregation that gets you to
the most intensely R&D components or R&D-based components of our
export performance. There we did quite well, as one would have ex-
pected, from the restructuring of the economy internally.

SENATOR SARBANES. Do you take the aerospace category as being a
high technology category?

MR. BARFIELD. Yes. I'm sure they do. This is not mine. This is the
Commerce Department. I'm sure that this particular measure does. As I
say, what they're trying to do is to go beyond the disaggregation that
they had attempted earlier within sectors so that there may be some
component. I'm not familiar enough with the internal dynamics of the
way they do this to know if there is any particular component. In aero-
space I would think most of it is included.

Thank you very much.
[The tables of Mr. Barfield presented at the hearing follow:]
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TABLES OF CLAUDE BARFIELD

Annual Average Growth Rate
for Manufacturing Output 1980 to 1989

Source: World Bank (See Teod)
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Growth of U.S. Manufactures
by SIC Category: 1979 to 1989

Source: See Text
dhaxt 3
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Annual Average Change in GDP Components
Constant Dollar Basis: 1979-1989

Source: See Text -hr
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Table 1

1989 - 1979

Percent Change (Saillions
1979 to 1989 Constant 19821

Gross National Product 29.0% 4,117.7 3,192.4

Non-Manufacturing 28.6 3,188.7 2,480.2

Manufacturing 30.4 929.0 712.2

Durable Manufactured Goods 34.8 583.7 433.1

Lumber and Wood Products 18.0 25.6 21.7

Furniture and Fixtures 11.9 12.2 10.9

Stone, Clay and Glass
Products 0.4 23.6 23.5

Primary Metal Industries - 30.0 36.9 52.7

Fabricated Metal Products 17.5 65.8 56.0

Machinery, except Electrical 104.3 174.9 85.6

Electric and Electronic
Equipment 50.8 90.8 60.2

Motor Vehicles and Equipment - 8.3 47.3 51.6

Other Transportation Equipment 79.2 63.8 36.5

Instruments and Related
Products 18.8 26.6 22.4

Miscellaneous Manufacturing
Industries 35.0 16.2 12.0

Nondurable Manufactured Goods 23.4 345.4 279.0

Food and Kindred Products 18.2 70.3 59.5

Tobacco Manufactures - 68.7 3.1 9.9

Textile Mill Products - 1.8 16.7 17.0

Apparel and other Textile
Products 5.2 22.4 21.3

Paper and Allied Products 15.0 33.0 28.7

Printing and Publishing 21.6 45.1 37.1

Chemicals and Allied
Products 34.2 76.1 56.7

Petroleum and Coal Products 80.3 44.9 24.9

Rubber and Miscellaneous
Plastic Products 56.3 30.8 19.7

Leather and Leather Products - 31.0 2.9 4.2
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Table 2

Industry Rank Industry Rank
in 1212 (and in 1979 (and
Share of Total Share of Total
Production of Production of
Manufactures Manufactures

(100.0%) ALL MANUFACTURING INDUSTRIES (100.0%)

1. (18.8%) Machinery, except Electrical 1. (12.0%)

2. ( 9.8%) Electric and Electronic Equipment 2. ( 8.5%)

3, ( 8.2%) Chemicals and Allied Products 4. ( 8.0%)

4. ( 7.6%) Food and Kindred Products 3. ( 8.4%)

5. ( 7.1%) Fabricated Metal Products S. ( 7.9%)

6. ( 6.9%) Transportation Equipment, except 9. ( 5.8%)
Motor Vehicles

7. ( 5.1%) Motor Vehicles and Equipment 7. ( 7.2%)

8. ( 4.9%) Printing and Publishing 8. ( 5.2%)

9. ( 4.8%) Petroleum and Coal Products 11. ( 3.5%)

10. ( 4.0%) Primary Metal Industries 6. ( 7.4%)

11. ( 3.6%) Paper and Allied Products 10. 4.0%)

12. ( 3.3%) Rubber and Misc. Plastic Products 16. ( 2.8%)

13. ( 2.9%) Instruments and Related Products 13.- ( 3.1%)

14. ( 2.8%) Lumber and Wood Products 14. ( 3.0%)

15. ( 2.5%) Stone, Glass and Clay Products 12. ( 3.3%)

16. ( 2.4%) Apparel and Other Textile Products 15. ( 3.0%)

17. ( 1.8%) Textile Mill Products 17. ( 2.4%)

18. ( 1.7%) Misc. Manufacturing Industries 18. ( 1.7%)

19. ( 1.3%) Furniture and Fixtures 19. ( 1.5%)

20. ( 0.3%) Tobacco Manufactures 20. ( 1.4%)

21. ( 0.3%) Leather and Products 21. ( 0.6%)
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SENATOR SARBANES. Thank you.
Mr. Choate, please proceed.

STATEMENT OF PAT CHOATE, DIRECTOR,
THE MANUFACTURING POLICY PROJECT

MR. CHOATE. I would submit my statement and I would like to make
three sets of comments, one on some highlights on a statistical compen-
dium, which I enclose; second, what this means; and, third, some areas
that I think merit some attention.

As to the question of the status of American manufacturing, what we
see in comparison with Germany and Japan is that the United States is
not making the investment that is necessary to retain our competitive-
ness vis-a-vis those economies, as Mr. Courtis indicates.

I would also suggest that when one takes a look at American manu-
facturing over time, the United States is not making the investments
that are required to retain its prior role in our economy and to maintain
its prior competitiveness levels.

I could point out a number of statistics that indicate something about
this. First, manufacturing has fallen from 23 percent of all jobs in 1969
to roughly 14 percent today.

SENATOR SARBANES. 14 percent?
MR. CHOATE. 14 percent. Government now accounts for more jobs in

the United States than manufacturing. A dramatic change.
Third, more manufacturing jobs were lost than gained in our Nation's

top 20 cities. Of the nine cities that lost jobs, they lost more than two
million manufacturing jobs. Of the 11 cities that gained jobs, they
gained fewer than 825,000 jobs.

The manufacturing share of the gross national product, as measured
in actual dollars, declined from 28 percent in the mid-1960s to roughly
19 percent in 1989. The manufacturing share of the state gross product
declined in 42 states over the past decade. And the net fixed U.S. in-
vestment, as a share of the GNP, has declined steadily since 1989.

This measures and reflects itself in our trade balances, obviously.
Between 1983 and 1991, the United States accumulated a manufactur-
ing trade deficit of $739 billion. Between 1980 and 1991, the United
States manufacturing trade deficit with Japan was $590 billion. When
we take a look at Japan and Germany and exclude them in the period
1980 to 1991, the United States actually had a manufacturing trade sur-
plus. It really says that our competitors are getting real benefits from
their investments and activities.

What are the consequences of this? I think there are several, and I
will expand on others, which are not my comments. First of all, the
manufacturing base by being strong and growing, as is happening in
Germany and Japan, is a major source of wealth creation.

Second, it underpins the service base. Increasingly, what we see as
foreign companies move abroad with a manufacturing base, they bring
service industries: architectural services, engineering services, financial
services. If you lose your manufacturing base, it will not necessarily be
replaced by the high value-added business service base.
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When we take a look at the Japanese in our markets today, we find,
for example, that they now do roughly 16 percent of all of the commer-
cial banking. They've brought their banking system with them. In Cali-
fornia they now do roughly 36 percent of all of the commercial banking
activities.

SENATOR SARBANES. That is what the British thought they would do,
and it did not work.

MR. CHOATE. Absolutely.
SENATOR SARBANES. The British thought that manufacturing goes

somewhere else, but they would do the banking, and the insurance, and
the legal work. They did it for awhile. They had a lag, but then it just
de-routed right away and went right to the manufacturing base, didn't
it?

MR. CHOATE. Absolutely. And it is particularly critical in economies,
such as in Germany and in Japan, where you are dealing with these
large conglomerates, where all of the the elements-manufacturing,
service, architect, engineering-are found within one financial or eco-
nomic group itself-the Kereitsu relationship. As you lose the manu-
facturing base, you have a diminished capacity to create jobs and,
particularly, to create jobs in certain parts of the country where you
want and need jobs, as in the urban areas.

Fourth, as you lose the manufacturing base you lose a certain know-
how. As a consequence of that, you lose succeeding generations of
technology. For example, as the United States has moved out of the
consumer electronics industry, we have lost the capacity to go to the
succeeding ways of consumer electronics industries.

Fifth, as you lose wealth creation, you lose a certain political influ-
ence in the world. I believe that we are at a point now, at the end of the
post-Cold War period, that political influence is going to come more
from economics and science and technology and wealth creation than it
is from the tools of war. We see ourselves already in a diminished ca-
pacity, vis-a-vis Europe and Japan because of the weakening of our
economy, vis-a-vis their economy.

And, sixth, and perhaps most importantly, we lose our capacity as a
society to undertake and make certain social investments that we need,
in truth because of the weakened condition of our economy. Over a
long period of time as a country, we have been unable to make the nec-
essary investments that we need, the training that we need in infrastruc-
ture, that we need in housing.

As to some actions that are required, above and beyond the micro-
economic measures that have been discussed many times here before
this Committee, I would bring attention to three actions that require
special attention if we are going to have the levels of investment that
we need.

The first is that we must reduce the pressures on American business
to go for the short-term results. As I trace this out-and I have testified
before this Committee before on this-the primary source of those
pressures for short-term results is found in the operation today of the
New York capital markets.
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What we now find is a circumstance in which the majority of the

shares of our 200 largest corporations are owned by institutions, pen-
sion funds, insurance companies, etc. Pension funds and institutions
own 39 percent of the equities listed on the New York Stock Exchange.
Since 1921, institutions have been given exemptions from certain taxes
on the assumption that they would be the most patient of capital, that
they would think in the long term.

What we have seen over the past 12 or 15 years, is that they have
been the most impatient of capital. Today, institutional investors do
roughly 90 percent- of all of the trades on the New York Stock Ex-
change, we find, from the mid-1980s to the present. Where in the
mid-1960s, for example, institutional investors were doing nine large
block transactions a day. That's 10,000 shares. By 1980 they were do-
ing slightly less than 600 per day. We are now to a point where they are
doing roughly 4,000 per day.

We find a circumstance in the 1960s and 1970s where the total value
of the New York Stock Exchange was turning over roughly every four
or five years. It is now turning over roughly every 24 months. This is
the source of pressure on companies. Their owners, which are the insti-
tutions, are demanding short-term results, and if they do not give those
results, they will walk away from them.

Now, that must be solved if we are going to have the long-term, pa-
tient investment that is required to compete with the Japanese and
Europeans.

The second major area is an area that received a great deal of atten-
tion early on in this century, but over the past 20 or 30 years has fallen
out of disfavor for discussion. That is, competitive policy, particularly
as it pertains to cartels.

As we now look around the world, what we find is that large num-
bers of our competitors operate in cartels. And what we also find is that
those cartels are sanctioned and supported by the state. Time and again,
in industry after industry, these cartels, working with their govern-
ments, have been able to close off their market from foreign competi-
tion, earn substantial monopoly profits, take those monopoly profits,
and then target industries and countries and be able to subsidize market
penetration, dumping and other anticompetitive actions by market
share, and take over industry.

Now, for roughly 20 years, the policies of the United States govern-
ment has been, by and large, to overlook those cartels and those ac-
tions, even when they extend their operations into the United States.

I am suggesting that if we are going to have an environment that will
permit American companies to invest, it requires now that the United
States make an aggressive attack upon those cartels, particularly when
they are operating within our economy.

And, finally, what we require now that the Cold War is over is a ma-
jor re-thinking of American trade policy. In the Cold-War era, we could
have a trade policy that, in effect, said that we wished other countries
to alter their institutions, financial organizations and approaches so that
they would be like the United States. We would make that demand un-
der the assumption that others may or may not do it but we could
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overlook the fact that they didn't do it because we wanted to maintain
them into the strategic lines against the Soviet Union.

We're now at the point where we know that other economies are es-
sentially organized around four different types of economic models: a
communist model, a mixed model in Europe, a network capitalist
model in Japan, and then a more or less market economy here. The
Japanese, the Europeans and others are not going to make the funda-
mental shifts in their institutions so that they can be like us and have
theoretical free trade.

The question for us then is to think our way through on how we are
going to expend trade with other countries and play by whatever rules
they want to play with. If, with the Canadians, you can have a free-
trade agreement, free trade makes sense. If, with the Europeans, a
mixed trade arrangement is necessary, some free trade, some managed
trade, then we should have that. And with the Japanese and other
economies where free trade is simply impossible, then it becomes nec-
essary for us to find a way to have a relationship that accepts their eco-
nomic model as it is, but expands trade and does not sacrifice the
interest of our companies and our workers.

Thank you.
[The prepared statement of Mr. Choate, together with attachment,

follows:]
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PREPARED STATEMENT OF PAT CHOATE

Mr. Chairman and Members of the Committee:

I am pleased to have this opportunity to share some thoughts with you on American
investment. manufacturing and jobs.

As part of my testimony, I am attaching a compendium of statistics that
will be part of a forthcoming report The Status of American Manufacturing andJobs. For
today's hearing, information is provided on the status of manufacturing in the home states
of each Member of this Committee.

HIGHLIGHTS OF AMERICAN MANUFACTURING TODAY

The United States has a strong and diverse manufacturing base. Yet, it is neither keeping
pace with either its prior performance nor with that of its competitors. As a consequence,
the job and tax base of the nation, and particularly many of our major urban areas, are
threatened.

Specifically:

*Nanufacturine has fallen from 23 percent of all jobs in 1969 to less than 14
percent today;

* Government now accounts for more jobs in the United States than
manufacturing;

-* \ore manufacturing jobs were lost than gained by the nation's twenty
largest metropolitan areas between 1969-89. Nine cities lost a total of 2
million manufacturing jobs and eleven cities gained 825 thousand jobs;

* The manufacturing share of the Gross National Product (GNP), as
measured in actual dollars, declined from 28 percent in 1965 to 19 percent
in 1989:

* The manufacturing share of the Gross State Product (GSP) declined in 42
states between 1979 and 1989;

Net fixed U.S. investment as a share of GNP has declined steadily since
1985.
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* Between 1983 and 1991, the United States accumulated a manufacturing
trade deficit of $739 billion.

e Between 1980-9 1, the U.S. manufacturing trade deficit with Japan
amounted to $590 billion.

* Excluding Japan and Germany, the United States had a manufacturing trade
surplus between 1980-91.

WHAT MUST BE DONE

If America is to have a strong manufacturing base in its future, the nation urgently needs to
increase its investment in manufacturing. Beyond increasing savings, three other actions
are required if this is to happen -- reduce the pressures on companies for short-term results,
attack foreign cartels, and adopt pragmatic trade policies.

Reduce Pressures for Short-Term Results

If American manufacturers are to make the investments that are required to remain
competitive, they require an economic environment that permits and encourages long-term
action. The creation of such an environment hinges on a reduction in the demands of
investors for immediate returns, regardless of longer-term consequences.

In turn, this requires a recognition that control of America's major corporations has steadily
shifted from individual investors to financial institutions -- pension funds, insurance
companies. foundations, investment companies, educational endowments, trust funds, and
banks. This shift has far-reaching consequences, because individuals and institutions
invest in the stock market for sharply different reasons: individuals are primarily investors
looking for long-term performance; institutions are pursuing short-term profits. Thus, at a
time w hen U.S. manufacturers need to be making long-term investments to meet global
competition. the new owners -- the institutions -- are pressing for quick results.

Institutions now hold so much equity and are such a powerful presence in stock markets
that most corporations must respond-to these demands. Specifically, institutions hold more
than 39 percent of all equities listed on the New York Stock Exchange (NYSE) and hold
half to two-thirds of the stock of the nation's 200 largest corporations.

Yet. their biggest impact comes not through mere ownership but through the growing pace
of their transactions. In 1953, when institutions controlled about 15 percent of the equities
listed on the NYSE. their trades constituted a quarter of stock market transactions. Today,
institutional trades constitute almost 90 percent of transactions.

As a result of such hyperactive trading, the fundamental focus of the stock market has been
transformed from long-term investing to short-term speculation. This shift can be gauged
by both the rising volume of large-block stock transactions (10,000 shares or more) by
institutions. and the quickening pace at which the entire value of stocks listed on the NYSE
is traded.

The exchange reports a two decade trend of steady increases of large-block transactions,
and they are overwhelmingly by institutions. In 1965 there were, on average, only nine
large-block transactions a day, constituting 3 percent of the daily volume of the market. By
1980 the average number had risen to 528 per day. By 1991, it had risen to more than
3,878 per day. or half of the total volume on the NYSE.
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Because institutions own such a large share of all stock, and trade that stock so zealously,
there has been a sharp increase in the turnover rate of the entire NYSE (the pace at which
the total value of stocks listed on the exchange is traded). Until a decade ago, the turnover
rate was less than 20 percent a year. By 1991, it was up to 48 percent. At the 1970s pace,
it took 5 v ears for the entire value of the stock market to rum over, but today it takes only
24 months. This is speculation, not investing.

In the speculative. short-term-oriented equity markets that now exist, only a few American
firms have sufficient profits and assets to make the commitments that long-term global
competitiveness requires without sacrificing shorter-term earnings. Most companies are
obliged to focus their efforts and resources on results that can bolster the price of their
stock.

Fast results and short-term earnings have become the obsessive goal of too many American
companies. The pursuit of these objectives diverts resources from investment in modem
plant and equipment, research. technology and training to clever financial manipulations. It
sacrifices market share to high quarterly earnings. And it discourages workers from
making long-term commitments to companies.

The solution is relative simple. Create an environment that will encourage institutional
investors to invest rather than speculate. Two possibilities would be to impose a stock
transfer tax or impose a capital gains tax on the short-term trading profits of institutions.
Either approach will encourage long-term investment.

Attack Foreign Cartels

A growing body of evidence reveals the existence of anti-competitive cartels in other
nations.

As these foreign companies have extended their investments and operations inside the
U nited States. thev have brought their cartels and anti-competitive practices with them.

Generallv. these cartels are tolerated, even sanctioned, by their home governments. Often,
they are supported by their governments with policies that restrict foreign imports, thereby
allowine the cartels to generate monopoly profits that can be used to subsidize dumping and
other predatory practices in targeted markets.

When targeted b\ a cartel and its mother country, American manufacturers are vulnerable,
and as the experiences of the U.S. consumer electronics industry reveal, they can be
destroyed.

The United States Government has long been hesitant to investigate antitrust violations by
foreign cartels. es en those operating inside the United States. For many years, the guiding
principle adopted by a succession of Administrations has been to ignore predatory pricing
and related anticompetitive practices as long as no harm was done to consumers.
Recently. the U.S. Justice Department has indicated that it may alter this position.

Yet, the principal action taken to date has been to encourage foreign governments to enforce
their antitrust laws on their own companies.

If American manufacturers are to make the investments that are necessary to meet the global
competition that they face, they require assurances that foreign cartels cannot operate with
impunity inside the United States.
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Adopt Pragmatic Trade Policies

American manufacturers do well in the global marketplace. But if they are to continue to do
well and provide the profits that they need for additional investment, the United States
requires trade policies which recognize and accept the fact that other nations have organized
their economies in wavs that are both manifestly and subtly dissimilar from ours, reflecting
inherent differences in history, national aspirations, and institutions.

The structure and dynamics of the various national economies -- what for simplicity can be
called rules -- can basically be classified as either operating by American rules, European
rules. Japanese rules or Communist rules.

Communist rules foster a command economy in which the state owns the means of
production and makes virtually all of the decisions on outputs and distribution. European
rules nurture a mixed economy. American rules foster market capitalism. Japanese rules
foster what economists call "network capitalism" -- an approach to production, distribution
and competition that closely blends the power of the state with the flexibility of the
marketplace.

It is unlikelv that other nations will reorganize their production and distribution systems.
their industrial structures, their financial methods and their business-govemment
relationships so that they simulate America's and thereby adopt a free trade international
trade regime.

The practical solution, of course, is for America to deal with other nations as they are and
not as we wish them to be. For those nations that organize their economies with American
rules. or something close to them such as Canada. we can pursue a free trade strategy.
Managed trade is required with those nations that operate under Japanese rules. For
Europe. the answer is some combination of free and managed trade.

The goal. in all cases. is to expand trade with other nations for the mutual benefits that can
he created. and do so without punishing others for their success or sacrificing the interests
of American workers and industry.

A more pracncal trade policy will provide an environment that will allow American
manufacturers to invest with greater confidence.

CONCLUS IO\

Mlanufacturing is a primary source of America's wealth, but it is now being seriously
challenged by foreign competitors. If this challenge is to be successfully met, U.S.
industry must produce fully competitive goods and American government must create an
economic environment that enables manufacturers to innovate, invest, and quickly take a
product from development to market domination.

Nothin2 less will do.
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THE STATUS OF

AMERICAN MANUFACTURING AND JOBS,

Charles W. McMillion
MBG-Washington

An Overview

1. United States Business Cycles and Job Growth: Three Recent Economic Expansions
* In the 1982-89 economic expansion. manufacturing jobs growth was the slowest on record.

^ High wage durable manufacturing experienced especially sluggish growth.

2 Charting Job Loss in Manufacturing: 1969-1992
Manufacturing has fallen from 23% of all jobs in 1969 to less than 14% today.

'There are now fewer jobs in manufacturing than at any time since the mid-1960s.

3. Recent U.S. Manufacturing Job Loss: 1985-90
Manufacturing employment declined in the five years leading to the 1990-91 recession.

Job losses in manufacturing were led by electronics and machinery.

4. Manufacturing Job Losses Continue in the Recovery Year to March. 1992
'A traditional engine-of recovery. 194 000 durable goods jobs were lost in the past year.

IMachinery, electronics and precision instruments have accounted for most job losses.

5 The State of the States Manufacturing Job Loss/Gain. Year to February. 1992.

New Mexico. Rhode Island. Maryland and Massachusetts suffered the most severe job losses.

Several smaller states continue to create small numbers of manufacturing jobs.

6 Employment Structure in the 20 Largest Metropolitan Areas: 1969-89
New York. lost 750.000 manufacturing jobs between 1969-89.
Los Angeles: manufacturing fell from 25% of all jobs in 1969 to 16% in 1989.

Chicago: lost 380.000 manufacturing jobs in the twenty years to 1989.
San Francisco: manufacturing job growth has not quite kept up with overall growth.

Philadelphia: lost 240.000 jobs in manufacturing from 1969-89.
Detroit: lost 33.000 jobs between 1969-79 but lost more than 141 000 from 1979 to 1989.

Boston: added manufacturing jobs in the 1970s but lost 47.000 from 1979-89.
Washington. D.C.: manufacturing jobs have remained about 3.3% of total jobs since 1969.

Dallas-Fort Worth: manufacturing job growth has not kept up with total growth.
Houston: added manufacturing jobs in the 1970s but lost jobs in the 1980s.
Miami: added manufacturing jobs in the 1970s but lost jobs in the 1980s.

'Atlanta: manufacturing jobs have fallen from 20%. of all jobs in 1969 to 10% in 1989.

Cleveland: lost more than 150.000 manufacturing jobs in the 20 years to 1989.
Seattle: manufacturing jobs have not kept up with total job growth.
San Diego: manufacturing jobs increased by almost 70.000 between 1969-89.

* Minneapolis-St. Paul: Total job growth has outstripped manufacturing job growth.

'St. Louis: the share of total jobs accounted for by manufacturing declined from 27% to 16%.

'Baltimore: manufacturing fell from 21o to 9.59% of total jobs between 1969-89.
Pittsburgh: between 1969-89. manufacturing fell from 29% to 12% of total jobs.

Phoenix: total job growth has outstripped manufacturing job growth.



54

7. U.S. Job Structure: March. 1992
Government now accounts for more jobs than manufacturing.
Services and Retail 'Wholesale trade accounts for 50% of nonfarm jobs.

8. Employment Structure in the States
Manufacturing accounts for more than 2000 of jobs in only 14 states.

* Services account for less than 20% of jobs in only 3 states.

9. Net Fixed Investment and Business Investment in the U.S.
* Net fixed investment as a share of GNP has fallen well below trend since 1981.

Business investment in new plant and equipment have declined sharply since the 1960s.

10. U.S. Manufacturing Trade Imbalance
* Between 1983 and 1991. the U.S. accumulated manufacturing trade deficits of $739 billion.

Improvement since 1988 has come principally from sluggish imports rather than export growth.

11. U.S. Manufacturing Trade by Industry: 1991
* Clothing, new cars from Japan and telecommunications equipment account for the entire deficit.
* Airplanes provide the U.S. with a $21 billion trade surplus.

12. U.S. Manufacturing Trade Deficits with Japan and Germany
Between 1980-91 U.S. manufacturing deficits with Japan amounted to S590 billion.

* At S60 billion in 1991. the deficit with Japan exceeds the entire U.S. manufacturing trade deficit.
Excluding Japan and Germany. the U.S. had a manufacturing trade surplus between t980-91.

13. Major U.S. Imports to and Exports from Japan
* Autos, electronics and nuclear reactors account for 72% of U.S. imports from Japan.
* Nuclear reactors. electronics and aircrah account for 27% of U.S. exports to Japan.

14. Major U.S. Imports to and Exports from Germany
* Nuclear reactors. autos and electronics account for 57%. of U.S. imports from Germany.
* Nuclear reactors. aircrah and electronics account for 50% of U.S. exports to Germany.

15 Manufacturing Share of Gross-National Product
The actual dollar share of manufacturing declined from 28% of GNP in 1965 to 19% in 1989.

* So-called constant output measures of manufacturing share of GNP are severely flawed.

16 Manufacturing Decline: Graphing the shares of GSP in the States
* Indiana and Ohio
* Massachusetts and Maine

Wisconsin and Delaware
* Tennessee and New Hampshire
* Maryland and Florida

Texas and New York
Idaho and California
Nevada and New Mexico

17. Manufacturing Growth and Decline: Share of GSP in the States. 1979-89
New Mexico. the Dakotas and Mississippi saw manufacturing rise of GSP share in the 1980s.

* Maryland. New York and Connecticut suffered steep decline in manufactunng dunng the 1980s.

18. Manufacturing Decline in the States: Full Table of Manufacturing Share of Gross State Product
* Seven states had manufacturing sectors account for more than 25% of GSP in 1989.

In 1989. manufacturing accounted for less than 1 0% of GSP in 9 states.
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UNITED STATES BUSINESS CYCLES AND JOB GROWTH
THREE RECENT ECONOMIC EXPANSIONS

INDUSTRIES/SECTORS
ANNUAL JOB GROWTH SHAE OF JOS GROWTH

1582-89 1975-79 1970-73 1069-89 1975-79 1970-73

TOTAL EMPLOYMENT GROWTHIYEAR 3.254.043 3.613.625 2.367.233 100.20t 100.00% 100.00%
WAGE AND SALARY 2.712.s57 3.147.750 1.9o4.333 N3.37% 67.11% .82.98%

PROPRIETORS 545.166 465.875 402.900 16.63 12.89-. 17.02-.
FARM 164 714 125.000) 121.6671 - 8.s9% -0.69% -0 92%

MINING (62.300i 63.675 6.700 -. t01% 1.76% 028%
CONSTRUCTION 266.011 307.100 229.300 618% 6.50% 9 69%
GENERAL BUILDING CONTRACTORS 71.2e6 91.975 65.400 2tl9% 2.54% 3 61%

HEAVYCONSTRUCTIONCONTRACTORS 111.1141 45.175 18.900 -0.34% 1.25% 080%
SPECIAL TRADE CONTRACTORS 205.900 170.050 125.000 6.33% 4.715. 5.26%
MANUFACTURING 107.214 707.575 245.867 3at 5 9.5% 10.39%
NONDURABLE GOODS 46.857 173.475 31.833 t.44% 4.60% 1 34%
FOOD ANO KINDRED PRODUCTS 29 17.200 122.671 0.00% 0.48% -0.97%
TEXTILE MILL PRODUCTS 14.2866 5.275 6.900 -0.13% 0.15% 0.71%
APPARELANDOTHERTEXTILE PRODUCTS 19.4571 19175 15.033 -0.26% 0.45% 0964%
PAPER AND ALLIED PRODUCTS 4686 '6.250 6675 0.14% 0.45% -003%
PRINTING AND PUBLISHING 47.771 45.125 4.833 1.47% I 25% 0 20%
CHEMICALS AND ALUED PRODUCTS 1 0861 23.625 i52233) -0.03% 0o65% -0.22-.
PETROLEUM AND COAL PRODUCTS 156286) 4 550 tl.200) -0.59% 0.13% -0 05%
TOBACCO PRODUCTS 2.2711 '975) 16671 -0.07% -0.03% -0 03%
RUBBER AND MISC PLASTICS PRODUCTS 28.557 46 025 32.767 o.0% 1 27% 1 38%
LEATHER AND LEATHER PRODUCTS ill 8001 225 16.9671 -0.36% 0 o1 *. -0 29%
DURABLE GOODS 60.357 534.100 214.033 5.85% 14.78% 9.04%
LUMBER AND WOOD PRODUCTS 27 986 40 950 23.433 O".66 1 I3. 0 99%
FURNITURE AND FIXTURES 13.829 19.750 25.633 0.42% o55S'. 1 09%
PRIMARY METAL INDUSTRIES 22 614. 27.250 2.233 -0.69% 0o75% 0o09%
FABRICATED METAL PRODUCTS 2 386 63.150 40.033 0.07% 1 75% 1 69%
MACHKNERY AND COMPUTER EOUIPMENT -14 800 1 I o000 36.433 -0.45% 3.07% l 54%'

ELECTRONIC ECU:° EXC COMPUTER EQUIP 39 a29s 106.225 35.667 -l.19t 2.94% I 51%
TYANSPORT EQUIP EXCL MOTOR VEHICLES 23.400 41 750 119.9671 0.72% I.16% -0 84%
MOTOR VEHICLES AND EQUIPMENT 23 414 53 350 51.600 0.63% 1 48% 2 18%
STONE CLAY AND GLASS PRODUCTS 3.586 21 400 17.600 0.11% 0.59% 0 74%

NSTRUblENS _ E'D RATED PRODUCS 45.600 35.525 10.033 1.40% 0.98% 0 42%
'.ISC MNi,,UFACT-',N3 INCLUSTRES 600. 13 750 12.333 -0.02% 0.38% 0 52%
TRANSPORTATION -NdD 'U:ELC JTILITIES 10 957 61 275 71.067 3.38% 4.46% 3 oo0.

COMMUNICAT:ONS 76711 34 350 18.467 -0.54% 0.95% 0 79'
.VMOLES L4E D0 140 543 200 325 120.533 4 32% 5.54% 5 09%
RETAIL TRADE 642 000 653 500 445.800 19.73% 18.08% 19 63%
FINANCE INS,.A\CE ;-NO REAL ESTATE 316 029 357 025 270.667 9.71% 9.88% 1 143%
SERVICES I433 .043 956.850 744.800 44.04% 26.48% 21 46%
HOTELS AND DT-ER _ '3 PLACES 64 557 37 775 38.133 2.11% 1.05% 1 61.
PERSONAL SEP:tES 6l 514 47525 116.600) 1.89% 1.32-6 -070%
PRIVATE HOUSEOZ-S 128.7141 i30.500) (61.000) -0.88% -0.84% -2 58%
BUSINESS SERlOCES 275 971 288.300 153.333 8.48% 7 98% 6 48'.
AMUSEMENT aND REC .-T__N SERVICES 93.043 45.050 52.500 2.88% 1.25% 2.22-.
MOTION PICTURES 43 771 4*200 1.967 1.35% 0.12% 0 08%
HEALTH SERV'CES 285.757 239.125 289.533 8.78% 6.62% 12.23%
LEGAL SERV.CES 56 896 38.650 29.833 1.75% I 07% 1 26-.
ECUCATICNAL SE;V:CS 58 443 21 325 41.100 1.80- 0.59% 1 74'.

GOVERNMENTAND ZZSERNrJENT ENTERPRISES 310.857 185.000 224.000 9.55% 5.12% 946'.
FEDERAL. CIVIL!AN 37143 9.750 121.000) 1.14% 0.27% -0.89'.
MIIUTARY 21 571 57,7501 1155.3331 0.66% -1.60% -6.56%.
STATE AND LOCAL 252.143 233.000 400.333 7.75% 6 45% 16 91'.

MBG-Washington end the U S. Depetment of Commerce. BEA: All Full and Pair TIme Employment _ _ -
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U.S. MANUFACTURING JOBS
Share of Total U.S. Jobs
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RECENT U.S. MANUFACTURING JOB LOSS

NET JOB CREATION

INDUSTRY/SECTOR 1985-90

TOTAL EMPLOYMENT 13,977.600
WAGE AND SALARY 12,478,000
PROPRIETORS 1,499,600
FARM (353,000)

NONFARM 14,330,600
PRIVATE 12,454.600
MINING (274,200)
COAL MINING (49.100)
OIL AND GAS EXTRACTION (233,200)

CONSTRUCTION 826,900
GENERAL BUILDING CONTRACTORS 146,600
HEAVY CONSTRUCTION CONTRACTORS (36,100)
SPECIAL TRADE CONTRACTORS 716,400
MANUFACTURING (21,800)
NONDURABLE GOODS 296.400
FOOD AND KINDRED PRODUCTS 68,500
TEXTILE MILL PRODUCTS (1.500)
APPAREL AND OTHER TEXTILE PRODUCTS (73,400)
PAPER AND ALLIED PRODUCTS 21,700
PRINTING AND PUBLISHING 194,200

CHEMICALS AND ALLIED PRODUCTS 45,000
PETROLEUM AND COAL PRODUCTS (21,100)
TOBACCO PRODUCTS (10,000)
RUBBER AND MISC. PLASTICS PRODUCTS 104,800

LEATHER AND LEATHER PRODUCTS (31,800)
DURABLE GOODS (318,200)
LUMBER AND WOOD PRODUCTS 62,000
FURNITURE AND FIXTURES 15,000
PRIMARY METAL INDUSTRIES (53,700)
FABRICATED METAL PRODUCTS (51,800)
MACHINERY AND COMPUTER EQUIPMENT (77,200)
ELECTRONIC EQUIPMENT, EXC. COMPUTER EQUIP. (514,600)
TRANSPORTATION EQUIP. EXCL. MOTOR VEHICLES 79,300
MOTOR VEHICLES AND EQUIPMENT -(55,100)
STONE. CLAY. AND GLASS PRODUCTS (6,800)
INSTRUMENTS AND RELATED PRODUCTS 286,100
MISCELLANEOUS MANUFACTURING INDUSTRIES (1,400)

TRANSPORTATION AND PUBLIC UTILITIES 652,800

WHOLESALE TRADE 508,400
RETAIL TRADE 2:534,800

FINANCE. INSURANCE. AND REAL ESTATE 1,071.300

SERVICES 6,910.300
HEALTH SERVICES 1.774.600

GOVERNMENT AND GOVERNMENT ENTERPRISES 1,876,000

FEDERAL, CIVILIAN 224,000
MILITARY (70,000)

STATE AND LOCAL 1,722,000
MBG-Washington and U.S. Department of Commerce, BEA.

All full and part-time jobs.
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RECOVERY YEAR TO MARCH, 1992
MANUFACTURING JOB LOSS CONTINUES

NET JOB PERCENT
INDUSTRY GAIN/LOSS GAIN/LOSS

Total ....... .,,, . ... ...... ,, ,. ........ (16.000) -0.01°o
Total private .. ...... . , , .. ......... .. (159.000) -0.18°o
Goods-producing industries .......................... (385.000) -1.61°o
M ining .. .......... .......... ..... (55.000) -7.70%

Oil and gas extraction. .............. .................... (37.000) -9 20%
Construction .............. .... . .. ..... (136.000) -2.880.

General building contractors ....................... (68.000) -5.69%.
Manufacturing ..................................... (194.000) -1.05%

Production workers ..................................... (50.000) -0.40%'
Durable goods ... ................. ...................... .... (203.000) - 1.92%

Production workers.. ... ...... ... . . (70.000) -1.01%
Lumber and wood products ............................ 14.000 2.02%
Furniture and fixtures ................ .................... 1.000 0.21o %
Stone. clay. and glass products ....................... (6.000) -1 15%
Primary metal industries ......... .......................... (24.000) -3.31 %

Blast furnaces and basic steel products (8.000) -305%
Fabricated metal products ............... . ......... (19.000) -1 40%
Industrial machinery and equipment ... ............ (89.000) -440%
Electronic and other electrical equipm ........ (44.000) -2.75%
Transportation equipment ......................... (1.000) -0.05%

Motor vehicles and equipment ......... ... 73.000 9.89%
Instruments and ielated products .. ... . (32.000) -327%
Miscellaneous manufacturing .. ((3.000) -0.82%
Nondurable goods ........... . . 9.000 0.11eO

Production workers ..... 20.000 0.37%
Fooo and kindred products (12.000) -0.71%
-Textile mill products .. .. 16,000 2.42%
Apparel and other textile products 27.000 2.68%
Paper and allieo products (3.000) -043%
POinting and publishing (32.000) -207°%
Cnemicals and alliec products. 1.000 0.09%
Petroleum ano coal products ... (1.000) -0.63%
Rubier and misc plastics pi oucts 15000 1.76%
Leatner and leather products. (2.000) -1 65%

Saiv':e-producing industries.. 369.000 0.43%.
Transdortation and public utilities. ........... (27.000) -0.46%

T'ansportation ........... .... . 22.000 0.62%
Comnmunications and public utilities . ..... (49.000) -2.15%

VWnoaesale trade .... . ....... (118.000) -1 93%
Duiac:e goods .......... .. .... .. (108.000) -304%,.
Noncurable goods . . (10.000) -0.39%

R e ta i . ad e ... .. .. .. .. .. .. .. .. .. .. .. ... .. . .. ... . .. ... (1 1 0.000) - 0.57°o
General merchandise stores .......... . .. (71.000) -2.960%
FooZ stores. .. . . ...... (47.000) -1.45°o
Automotive deale:s and service station . (2.000) -0.10%
Eating and diinking places .... ...... .. ........... 31.000 0.47%

Finance. insurance. and real estate . (29.000) -0.43%
Fnance.. ........... . , . . .... 3.000 0.09%
Insurance ..... ..................... (25.000) -1.17%
Real estate .... .. .. ....... .. . . ....... ..... (7.000) -0.54°o

Sei vices ....... ....... .............. ...... ..... ........ . 510.000 1 .78%
Business services ............ . 73.000 1.39%
Health services . ........ .. ... ... ...... . ... .. . . 384.000 4.73%

Government . . .... ..... 143.000 0 78%
Federal ... . . ............. 29.000 0.98%
State ... . ........... (10.000) -0.23%
Local ... . , . , ,,.. 124.000 1.1.12%o

MBG-Washington and the U.S. Department of Labor, BLS.
Nonfarm Establishment Survey, Seasonally Adjusted.
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U.S. MANUFACTURING JOBS
THE STATE OF THE STATES

JANUARY FEBRUARY CHANGE: YEAR TO
STATES 1991 1992 1991 1992 1-1992 2-1992

(Thousands) (Thousands) (Percent)
1 New Mexico ................ 42.6 395 42.4 39.4 -7.28% -7.08%
2 Rhode Island .......... ,. 93.0 88.2 92.8 87.5 -5.16% -5.71%
3 Marylano . ............... 197.1 186.2 194.4 183.8 -5.53% -5.45%
4 Massachusetts ............. 496.9 470.3 492.3 466.7 -5.35% -5.20%
5 Arizona . ................ 181.0 171.0 179.5 170.3 -5.52% -5.13%
6 Oklahoma ............... 167.7 166.2 169.6 161.4 -0.89% -4.83%
7 New Jersey .............. 561.2 539.0 562.6 535.8 -3.96% -4.7B%
8 District of Columbia. 15.0 14.5 15.2 14.5 -3.33% -4.61%
9 New York ................. 1057.9 1013.0 1059.3 1013.8 -4.24% -4.30%

10 California ................. 2041.8 1964.1 2039.3 1959.4 -3.81% -3.92%
11 Connecticut ................. 330.3 318.2 327.3 316.1 -3.66% -3.42%
12 Utah . ................ 106.8 103.2 106.8 103.6 -3.37% -3.00%
13 Hawaii ................. 20.8 196 20.7 20.1 -5.77% -2.90%
14 Pennsylvania ................ 988.2 957.1 976.2 951.9 -3.15% -2.49%
15 Oregon . ................ 208.7 202.5 208.0 203.0 -2.97% -2.40%
16 New Hampshire ........... 100.2 97.1 98.8 96.5 -3.09% -2.33%
17 Vermont ............ ..... 44.2 42.7 43.7 42.7 -3.39% -2.29%
18 West Virginia ............... 844 823 83.9 82.1 -2.49% -2.15%
19 Florida ..... 502. 489.7 499.5 489.0 -2.4796 -2.10%
20 Illinois ........ ......... 954,1 9323 949.1 929.3 -2.28% -2.09%
21 Maine ...... ........... 97.4 95.1 96.0 94.2 -2.36% -1.88%
22 lowa ......... ............ 232.4 225.1 231.3 227.4 -3.14% -1.69%
23 Louisiana ............. 1845 185.6 185.4 182.7 0.60%t -1.46%
24 Virginia ............. 4149 405.9 411.2 405.4 -2.17% -1.41%
25 Washington ............ 346.5 3432 346.8 342.0 -0.95% -1.38%
26 Colorado .......... .. 1864 184.2 185.1 182.8 -1.18% -1.24%
27 Ohio ... 10739 1046.1 1058.9 1046.4 -2.59% -1.18%
28 North Dakota . 179 176 17.9 17.7 -1.68% -1.12%
29 Wyoming... 9.5 9.4 9.2 9.1 -1.05% -1.09%
30 Nebraska .... ...... 98.8 98.9 99.6 98.7 0.10% -0.90%
31 Texas .. 989.8 978.8 986.3 977.7 -1.11% -0.87%
32 Nevada ........ ........... 264 25.9 26.2 26.0 -1.89% -0.76%
33 South Carolina............. 371.4 367.5 368.6 366.1 -1.05% -0.68%
34 Missouri. .... 415.7 404.8 411 8 410.3 -2.62% -0.36%
35 Minnesota . ... .......... 392.2 387.6 387.9 387.9 -1.17% 0.00%
36 Montana ........... 21.7 21.6 21.4 21.4 -0.46% .0.00%
37 North Caroliia ..... 8302 828.9 823.9 824.8 -0.16% 0.11%
38 Tennessee .5................ 00.3 501.0 497.8 499.2 0.14% 0.28%
39 Kentucky ...... - 277.9 279 2 279.0 279.8 0.47% 0.29%
40 Georgia ...... ...... 541.3 543.7 537.1 539.4 0.44% 0.43%
41 Michigan ................. 895.4 876.2 884.9 890.0 -2.14% 0.58%
42 Wisconsin ......... 5...... 542.0 540.4 536.8 540.0 -0.30%. 0.60%
43 Indiana ---.. . .... 615.1 610.5 606.3 610.3 -0.75% 0.66%
44 Alabama ................. 376.8 378.2 374.8 377.3 0.37% 0.67%
45 Kansas . . 181.9 183.2 181.9 183.2 0.71% 0.71%
46 Mississippi ............. 243.7 248.3 241.1 247.0 1.89% 2.45%
47 Arkansas ......... ,.,. 229.6 235.3 229.1 234.8 2.48% 2.49%
48 Idaho . ................ 61.1 63.1 61.3 62.9 3.27% 2.61%
49 Delaware . ............ 71.4 69.3 66.0 69.0 -2.94% 4.55%
50 Alaska . ............ 13.3 14.0 14.7 15.5 5.26% 5.44%
51 South Dakota ............... 33.9 36.3 34.2 36.5 7.08% 6.73%

MBG-Washington and the U.S. Department of Labor. BLS
Nonfarm Establishment Series: Not Seasonally Adjusted
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NEW YORK-N. NEW JERSEY-LONG ISLAND, NY-NJ-CT (CMSA)
FULL & PART TIME JOBS SHARE OF TOTAL JOO GROWTH

SECTORIINDUSTRY 1969 1979 1969 969 1971 1o98 196_-79 1979-69

TOTAL EUPLOYLIENT 8348696 8584531 10211154 000'. 100'. 1000.. 235135 1626823
-',-GE AND SALARY '684963 7704445 8 96 1- 592O' 00 7'. 8f'. "9462 1 182.989
IROPNETORS 663 733 000 086 1 244 740 0 0-. 9 3'. 122-. 136.3 45 865
fARM PROPET0PS 6708 O0' 57.27 37. 01 0 1. 277 11 481
NONFARM PRO6ETCRS O9 506935 7920 ' 'ao '1 09. 62' I ' t36076 .4 5002

TOTAL 74634 14842 15 400 11 37 027. 02', 0 76 .30963
TOTAL NONF0RL61 8324054 0.69021 101990617 99"68'. 068. 2'99. 235.077 '88w56
PR4A6TE 7158952 r311220 8J 33419 asi'. S isv. a' 7 15238 1522 199

A06SER FORFIS 461 O*T0E0 30545 30654 43000 4. 05"I 06'. 009 23348
1II1N4NO 30 0454 7.3875 01- 01 I., I.849 1419
; 6N7TRUCTO1 132 765 205 592 460 029 *0'I 33'. 46'. 147.1731 1702237
UANUFACTU84lO 1 980.328 I 596.79 I* 255 178 23 % 1786% I2.3% (318.5595 (341.6101
7.7ANSPORTAT.014 60 AN6D 2 U LTIES 575 803 '49 *)0 572 779 69 . 04- 56'. 4266334 23 609
.-IOLESALE TPA0E 536 782 607 024 1,I 950 6 I.. T 1. 6 Y0232 8 926
RETAIL 7T405 160040 1200121 ' ,92941 '40'. 10' . 738. 22.09T 192870
,l7ANCE INISURANC2E 4143 OE*L ESTATE '22 684 796006 '91 0a7. 9 3% 10 r. 73496 301 371

SERvICES 10,04772 2227 320 32 41a-9 216'. 2 59. 32 1. 432236 105709
.3O'ERNMENT S GOT ENTERPRISES I:.,5 102 12 911 2 6 S 98 I n I'. 147 '. 124'3 82109 00.3817
'EDEPAL Cl2-11 91 a87 1''765 its6) 2 2 7O'. 1 1616) 5867

'-r.75 ''9T73 0 .4 71 41'*:. 08'. I07'. 446 7881 2463
i .TE4A1OLCZAL "4.1148 1" i12 2 1''2259 '04-, 10'. 170-. 745914 108 919

LOS ANGELES-ANAHEIM-RIVERSIDE, CA (CMSA)
FULL & PART TIME JOBS SHARE OF TOTAL JOB GROWTH

SECTORIINOUSTRY 1969 1979 7989 7969 1979 1999 T96979 979-89

'TCAL E7LPLO.1LE14T *'L S 1 7.5lJ7r ; 1`0' . '000-': 7060'. 70606 70411
:ANDE 452 SALARI 3 9i86 45 50 35,75 ',5, i 57 i% 087' 87 d . 7338784 163 1 5289
4P.A7ET ASOR9 4 *9 1' .,',. 52'. 13 '3 10'. 272935 427886
'A66'I PAD0IE0 0'S 594 _ '217 '2:. 02 2 . 01'. 995 303

701FAR1I P.Oq.E': =S 55 972 2922 ' 14" 90I. 1 1-. 13 8'. 277 940 42743
4L41 f-. :,It 7 '40I5 I4 I 3. I 7'. 05'. 2.520 26474

:. F.7./Il ' ;; 415 i"' 44: 410321 490'. 093'. 0 0'. 7 7. 70 7 045836

L:E J.9O ,': 7' ''1 ,44 637. 067'. * 740.789029 78$7473
-5 ;Ez~ Fse ; '- -C-' 2 .0 d 2 ' 1- 09'. I . 28441 32874

':a 7154',3;s '49 14'. 0 4: 0 2' 2.715 13 808
: T:2C~'7'l 9.~d;-I 3:2'' e4 ' ''.X 44', 57'. I2.852 "4I782

UAtNUfACIUR70G 7 400 755 1 286472 1 37..65a 250% 21 1 I 16.0% 16.697 65.2"
-"S,:~_ _~.il-': '. _ . 3 .: '9125 51 3. 4 6 . 4 7 . 58.8 001 933
-LES.SE -:0DE 25' ' '' - '270 53 58'. 5'. 76583 775226

:. 70572 703 34 9'
5 5

' ' 3 '5' '60'. 755'. 260165 274703
:':-11;_ '.5.4.'.: s-'' - 2 3015 472244 6:'. 70' I 0', 20306 2719528

'IES '3 314 .49:927 :''' -1 2' . 249', 308'. 507 040600
;:.E5 2,7. E $. '-'' 's i:16 720 '93 569 ,! 2' l2 5 4. ' 32, . .441 7283

4-D6260 '.''' '9200 'flis l ' e: 25'. 78'. 15'. 07 72800
11, L'v !.I220 58 I 25e 2 '. '4'. I *-. 435337 25403
S-7E A - 446748 590469 .'4 10 207'. 100'. 87'. 751791 _ 86096

M80-WssIIhno ond 7h. 0 S II.p.77--.. AT C..-...EA. 8 T.bl. CA25 Full' Pon T... Ep OYm A. 01 ____ -
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DETROIT-ANN ARBOR, Ml (CMSA)
FUILL £ PART TIME JOBSE SHARE OF TOTAL JOB GROWTH

_SECTORIINOUSTRY ices 1sis i9ns sgoo 9On IW.s Losa- s 9ssa
TOTAL EM71.OYUE.T 1976376 2234W" 2443156 :666' iwoW. 1'. 2"e. ns mjij"
WAGE6 AND SALAT 1632121 2096272 2164736 921%: 921', MIS', ma61T 136527
FARM67694365 7682 2841 7'. 6', 10'. 22.767 7175FARM P807676T065 ~~~~~ ~~~~9706 954 8244 05% 04%. OP. 11411 072217
NONFARM P60767ET095 134739 16.-as7 240179 48'. 75P. 9'. =2216 73.106

TOTAL FARM 749.4 130 1114$ S6.- 06', 05%. II.'67 .2.35)TOANONFARMI 1662 231664 2Am,3 992'. 914'.: 66o' m2an 210649PAIVATE 170m48 1914261 2'm22 NW. 8 57% ' . me5W. 21008 20682,
40 BEEF 006 FiSH 4740077,676 4255 7421 72~~~~ ~~508 02 03' P 08'. 26 6137

161660 1~~~ ~ ~~~~~ ~~~~~755 2367 2649 01: 07'. 0.1% 67 6
CO748T87CT)ON 66064 67057 92062 S5% 20-. 36'. 71.0371 6035MA4SUFAC7UIJNO 6770145 843806 502595 34.3% 26.8% 26A% C12,473) p14ij0iiT

RA
5
45

0
0R

T
AT7O7)A7. PUBLIC UTILITES 4077 97487 96842 46. 44'. 40'.. 2.344 6161S

4090LESALE TRADE 4074 1056510 727087 I6'. 46'. 90% 72.4961 14.57766E4. TRDE 304487 34186 42680S 754% 163'. 776'. 96.709 6467,9
F1764NCE.19INSURANCE. ANOAREAL ESTATE 4U241, 72386 767,080 52'. a O.. 68'. 21.347 32.672
SERVICES 220062 40i372 697048 'O P. 26.7% 06I.2. 132.076 22116081

00O887.L7ENT A000 ETER~PRISES 257691 306773 306707 71.1. 13 7% 72.1'. 48.8 2929
FEDERAL. C-4LiA 023N43 25309 I% 70' 75' 41.33) 572
1.4U0T46 6,954 72217 72306 70'l, O:'. 0P. (64) 8
STATE A)D LOCAL 257?2 259519 20758 03'. 77' 707'. 5874.7 '671

BOSTON -LAWRENCE- SALEM, MA- NH (CMSA)
FULL & PART TIME JOBS SHARE OF TOTAL JOB GROWTHSECTOROINDUSTRY Ioss isis 19es 1oes Is7s 1509 1999- 79 1575-as

TOTAL Et.77L07170'T 7 ',G977 27) 4 2 ,)3, . '97654 71~0. 7056'. 7966'. 20026 537790
.4064Al 0 SALA- 6 7T064 7M9695 '1258753 926'. 906'., 875'. 2723 .-2 396306

780I6'0ET PS732937 793799 323647 74% 9 2'. 725'. 57062w 735462
F4877 780F`RT: AS 2754 I'll, '8,0 0 7'. 0 '. 07'. 11747 77677
60777407 P0:.-"AETi)8S 73076 07 (27602 72'. 91'. 724'. 97436 733.643

TOTAL 74477 4027 726? 25:5 023'. 032'7 03% 737 71653)
TOTAL NFAV)00' I~44 I,4474 2587859 057'. 997', go5'. 2983 535443
I'A7i7 TE 1466637 '3-2112 2287775 a 84'. 0377. 8800. 225.481 5299003

A03SEA, 771c;. I It- UD TE 172 7195 7740 34'. 0 57 0 7'. 2.326 7570
.'7741.3 '. '1 782 50 '. 70'W. 071'. 296 670

MANUFACTURIN 0O 035319 006685 362638 22% 9.6% 4..OIL 6.144 8.79
TR1A;S07374-.'.- -tic :.0,0.z '700 30.-24 "Il53 `.9,95 497 46, 369'. S735 0236

0.-16324AL -D'E 172842 , '82 130254 505'. 5 3. 57'. 0.752l 7387
FEjT01 -CE2 "4l7i7 2,2725 '34V6 764I'. 758', 752'. ."'5 09607777601 '5.f.7 .- i74tl:.-j7T ' 722 '' 4 ., 229405 6 5'. 70%~ 8 6'. 27.672 8264
584721.0 4'29370 195543 '56407 23 7'. 264'. 3546'. 755.373 326078l

3: a:'- 27.7 0.""= 31.5 290252 y7y,4 S4 '4' 9 147', I776'. 34 052 4440
7 E0E8 …:, 53355 VlS 40683 36'. 2?3, 79 V 6.774) 78
17757407 5)452 20,4081 3090 2 V'. 74'. 2%. (21.864) 7037
STATE A00 .7- 63445 225655 227 585 9 7. 776'. 88'. 82.37 I910

WASHINGTON, DC- MD-_VA (MSA)
PULL A PART TIME JOBS SHARE OF TOTAL .2oe GROWTH

SECTORI)NOUSTRY 1996 7979 7688 7980 7979 lo85 i5,69-79 1975 -89
TOTALO7I7L.P717011 7527337 7346049 2754970 1050O'. 7960', 1006', 426672 806967I
I OA3E A74054LO 74-1 25452 ''039540 2407343 037'. 9789'. 69 2', 36404 6447893
PA079E'095 2',935 '580,, 297567 9 3'. 87.. 700' 8,262.4 139 008
70674 P0'3P870TC0S 523o 0044 5793 '74'. 0 3'. 0 2'. 406 834577
7.0674877 P60771.7000 89700 '5,9,5 291774 56'1. 76'. 706'. 82275 7959TOTAL FAR7M '.239 7,4 57 0 7% 06'7 or3. 576 1225971

T0:TAL "09FARI 1577)09 '937202 27,48500 96?3. 99 4'. 967'. 426.063 809296
P0115ATE II56= 12,74108 2045603 59 6'. 65 4'. 743% 207.7891 777565a
40! SERl72 F 30.FS -7(007770 0378 70254 79275 0 4'. 05'. 07'. 4 276 9047
'57490a 7077 7W.7 2306 0 7'. 0I' 01.. 70 356
CONSTRUCTIOT) 85425 '2832 7I94 56'. 50' a65. 23.0g6 7725
MANU4FACTURING 53572 64111 00772 3.5% 323% 3.2% 79235 27.3617410T410 A7)OPU6UCUT7LUT7ES .720 007 '200 7'. 4 0'. 46'. 7,4.48 4220
.7HOLESALE 76A06 42455 5680. 7444 28a- 30'.- I7 63 25 540
RETAIL.TRADE 217095 2'017 13 395497 36'. I4 2'. 74. 54,479 779324
F(76A1CE, iNSURANCE. AND6REALOESTATE S88m t35523 274996 95. 70', 76'. 4068 79143
SERVICES 545470 539423 092002 227'. 277' 33.6'. 703,613 391479%

GOVER6).7E6T A003'T ENTERPRISES 470 63694 '00807 397. 346O'. 2394% 54.927 37.773
FEDERAL. C(07)J4A) 4,041 3"6.95 380762 227'-. 196G.. 1364% 45679 77.797)

IIIUTARY 727670 71464~~~~~~~~~~~~JS 57628 65% 46'. 35', (44388) 221t35
ITATE AND OLCAL '4534 203045 222477 96'. 04'. 67', 57.697 19.372Mao-Waem.gicn,4w ME. U." 96.6, SECo .. BA. r66b4 CA25: 74 A Pan r- A mew Si. -

69-451 - 93 - 3
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CHICAGO-GARY-LAKE COUNTY, IL-IN-WI (CMSA)
FULL A PART TIME JOBS SHARE OF TOTAL JOB GROWTH

SECTOR(INDUSTRY --- 1"9 1979 19" 19" 1979 _Im 1"g 79 IL-89

TOTAL EMPLOYMENT 3 619.m , 09,907 A 543 300 0D 0-m 0001. 'Gov. 418.912 479.401
.V.GE AND SAL' 3,;"612 3.79D.00I 1013 41 131�, 22 01. 193% 335,4011 313.327
PAOPAIETOPS 0,2181 V1 925 11; 9W I I I 0-: 100 1 83.443 163,0
FARM PROPRI11,11IS 313 9 319 0?s . J:: 02. 2% MO i22411

I PROPRIETORS 233.070 1:: ID,? 1� In I �", I I 1. W. 04.4V 1.31
IWAL IAR" 16 542 12 - 0 1;: II
TOTAL NONFARM 3673.413 '022 6110 1571:12 .", .,. 911,1% "11,23aw?, AI:1.4m

PRIVATE JjIS23I 3 W4.919 1.013006 of,-, as r. =.a% 451,819 Basin
AG SE RIAOR.RSH .AND OTHE R :442 12210 23.456 0 2-- 03-. 03% !kSU 11246
1.1.1 No I 7.1 I 075 5.60 02-, 02'. 03% us 11.4611
CONSTRUCTION "7 183,123 21329- 1 ll:� I s.. A P. ?n 29a"
MANUFACTURING .,26.157 1.012.179 W.Oat 30.3% 244% Isis (113.9m am�ANM
TRANSPORTATION AND PU8L.C UTILITIES 130 625 229 776 254 403 .6 W, 5 G., 5 GA. 41AM 26027
I.OLESALE TRADE 2�1219 .15, 840 316.620 6 61, 6 O', 6 9% 31.421 34.7118
PETAL TRADE 556 m "3 29.1 1�5 9?0 .1 I., 15 P. 104'. 86.37, '02.673
FIN,49CEANSURANCE AND REAL ESTATE 219�15 313 163 390143 $ V, ? 6% I 5% TD.T46 "MO
SEROCES GS as, m 339 6.0 :7 71. V 1-. 292-. 229AXI .56,351
GovERNLIENT & GOVT ENTERPRISES '62 5n ;51 5"AIG 2 V. 12 a'. 11 S.. Ay.sm 3�215

EDERAL.Cl-L-N 80 `2 1053 316 2 2'. 'Ir. I?% (7.9m 3.353
..IIU tA� Vp, Qul .8.15, I $1. 10 24.076) 5 310
StA Te MID LOCAL 30 103 W9 95, Doug a I.. W 0% air. loolu IN

-- .- -_SAN FRANCISCO-OAKLAND-SAN JOSE, CA (CMSA)
FULL & PART TIME JOBS SHARE OF TOTAL JOB GROWTH

SECTORIINDUSTRY 1969 1979 1989 1969 1979 1049 1969-79 1979-89

TC,'-L EMPLO-ENT 2 133 789 2 W� 693 3 a,'$ We Wo�- MO.. 10001. 'W 90. 934203
- SE Al D S.LAR� 1 �69 025 503 12� 3 295 619 wz-- 63 -� 85 W. 623.299 102 Sn
PAOPPIETORS 213 26.I �S, 50 , 53 J29 9 a;, I I V. 15 O., 13,76A 231.750
FIR, I POOPPIETORS ).52 9 9S9 -") 0- 0 3'. 0 3, 707 (211"
'aallW` PROM-ETCAS 20�.712 a' W3 589 9 11 6'. 14.0% I36An 23,47%

1 ',IAI 11 AP' 1. "I 11 511 I O' 01% 1310 12.024T-L:40"FAAll 1131 �'; . ., 92 JOG O.: 3'. 254 30 3"
TE 1 69, 370 2 �32 d 1 323 -5 77 6: 62 6'. 85.7'. 731,32i ago 28,P ') 3 8 �2 :. I W.
E CR �S. .:,O :-ER 2 i5 52 0 a-. I 0-i O On 'S ?W

0 2'. 0 2'. .We 2150
C3 809 W .. , 256� � a V. 5 I., 37.403 56 72

AIANU ACTURING 361.5m 480.9al 541..al 16 S% 16.3% 14 P% 113.3015 60.500
lljSP�PTITIO%�:,Z) P,5,.,: 7,L--,.ES 16, 574 :'.3", 3' 6"� 5 5 Vi 1 s.. 3.4" O 559

..,SLES-LE TAAG 5 O., 35AM 9:=
L-� , AGE j 5 7-. 1561.

E P , J5 G! 653 ".la$ '40 509-EL. ES74-E - 02.WCE 16I.-CE 1645.0 ';,7 !�2 5 1 8 9'. 9 3% 99.641
SEP.--ES 1.3 4 �3 61, 9 V, .5 2'. 30 7'. 289096 448 62-
S i IER'll' 1EN7 . a �, T E7 SE S 'W, ge 22, 2%31 46 025
"CEPLL Cl.'L.-N 112.1 ��6. 97 53,7 51;: 3 2 1:: ,I? "41 2,923
;.llUT- 922 I 6'. 135273) 65M31 t;STATE A110 LO-'AL 2. 041 3 AS 205 1: S% 75.570 3, W4

PHILADELPHIA-WILMINGTON-TRENTON, PA-NJ-DE-MD (CMSA)
FULL & PART TIME JOBS SHARE OF TOTAL JOB GROWTH

SECTOR/INOUSTRY 1969 1979 I 989 1969 1979 1989. 19fo-79 !qnq-j�q

TS 'IL VJPLO�l IENT 26 27� 7 32 100 W, 100 O'. IWO'- 133.445 5Q.-
.,A SE AND S.LAPY 00" 5031 3 291.220 92 2;; 91 J. us% 98254 � 067
PROIRETOAS 2011,2 239881 386203 -5:, a", 11 2% 33 412 126 32

;AAl I PROPRIETOR 3 ,NIT asS., 01, 1:: 123: MM 0 3751
_N iNFAAII PROPMET �PS 23M.' 3586 v Xi72 127 702

AL F.All 2;025 7 0 9" 0 V, 0 S', ("m '1039
-'.L J010.111.1 M.- 2,2704 262196 99 12: 99 2- 99 5'. 13.249 535:450
;-.,.TE 2 ,6 I I go ZZ912JI 28;315 92 V: 53 V: as V. 13AA33 3119M
Li SEAV -A FIS. AND OT.EP ,;221 3�5! O' 0" S -,5 _7 20%:,'"No . ,3 , , 0 1 m

CONSTRUCTION '2.381 '2-6 5 4'. 02m) 51,26
MANUFACTU NO MIST SaSm 416 164 27,7 21.3% 14.6% (138�17111I (tol.r"7PAljSPOArATlllN AND PUBLIC UTILITIES :3�50 3M2 'G" 5 z, 49.: 2 3 7123., ":I"

-OLESALE TRADE 2�7'9 1125M 175388 1 V, 5 2:. 7 li=
RET At TRADE 38,125 IU603 5232" . G., 'S& 'a O.. 53.4;8 ""'
FINANCE,.INSUAANCE. AND REAL ESTATE 14,350 189"; 271900 5 V. 6 W. 0 W. 4,7441 62-617
SERACE 5 ISm 66745 009207 :: 577t 24.3- 30.V. IS2.5W 34I!
3VAERNLIENT A OOVr ENTEAPAISES A30m 13:81' 1�%137 % 5 ?.: 13.7% 914
FEDERAL C"ALIAN of,97 6 124 90205 3 9-: 3 O' 2.7. (20.0M ::762
,.IlUrARY 98854 .762 51290 JO' I W: 14 6,111121 'W
STATE AND LOCAL 230348 joXQ7 307u, B B.. 111% II :: '3.059 2 234

M80 -W.M.V- W dW U.S. Dpawo� .1 C- .SEA. Tb* CA25: F.2 & Pad T- EpkV.WA. kill U�lg
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DALLAS-FORT WORTH, TX (CMSA)
PULL &1 PART TIME JOBS SHARE OP TOTAL JO GROWTH

S ECTORfL N- ~s-TFY 7963 19fl - 98 m9 -" -- lop..gin-n9 in7-S

TOTAL E6PLOYS7ENO 7713m11 70647063 2f3l442 7000'. 7000'. 7060'. Smut WS"
(SAGE AND SALARY 7,024130 7,456020 79620749 099'. a8?-. 667A. 431.700 53.L3PNORETORS 775.059 '6313 378663 to 7'. 77 3'. 13.7. 70.7? 730A157
FARM PROPFETOAS '0076 77633 0652 70'.. 0 7.. OJ5% St7 71.7877
740747407 P6OP9IETORS 754.743 146003 306)47 971'. '06. 73.3% 69A= 73015

TOTALPFARM 757146 74662 125337 73', 0 9'. 0 5'. 3647 (23257TOTAL NONFARM 7 24.752 707 03 26605 667'. 99.P% III6.. SSI MtAG
PNVATE 907 77 737-56 200724 670. 876 66 U% 44647,49 672.730
AS SEEP .FOR PISO..AND OTHER 3157 6.451 13.006 03%. 04%. 049. 2156 7777
MINING0 72.69 26406 357102 77'. 77% 7. 15 75.560 6066
CONSTRUCTION 67666 I02666 703.473 60'., 6'. A45% 34731. 797
MANUPACT7UPNO 270.3211 377.600 307.052 23.7% 761%l 712% 46.5T2 39.452T6ANSOPRTATOO73AND2PUOUCUTILITES 70.6 96.766 142.634 A'22% 56'. 87. 26.72 45666a
WH7OLESALE TRADE 066249 30506 154.045 76'.. 76'. 6.m 6059 241'37
RETAIL TRADE 7666426 267.37 397.005 (50W. 1777. 7669% 706563 706664
FINA74CE. (7N0UR67CER AND REAL ESTATE 62.702 '36525 23150 7 3'. 64'. 70W.% 55123 07.05
SERVICES 275922 347270 027656 la66.. 2016'. 273%. 725016 2210665
GOVERNMENTSA GOVT ENYE6RPRIOES 7433562 706.474 247.767 7 I'm I77'. 707'. 55.53 5r7707FEDERAL dOVLAR 24.392 33275 42426 27'. 20'. 76%. 66071 69A3
MILTARY 277103 74661 273~03 70'. 06'. 069% (6 206) 640
STATE AN4DLOCAL 68067? 47244 1034152 77P. 6a' l- 70'. 53739 462.

HOUSTON-GALVESTON-BRAZORIA, TX (MSA)
FULL & PART TIME JOBS SHARE OP TOTAL JO09 GROWTH

SECTORIINDUSTRY 7969 7079 7969 7969 7079 799 09-70 L7979-6I9

TOTAL E74PL00.EN4 503 399 (o81697 907, 700 7000 * 000'. 72007. 73226 266.000
WAOEANOSLRy 871330 '522484 I `172070 o07'. 90 3'. 666r. 640.724 79011595
PRPRIETORS go0035 603 27 200027 9 3. 9 7'. tar'. 73.168 674741FARM 70PROPET0AS 66330 '234 04.4 00'. a.'. 03'. 7.700 1015
N40NFA077 PROPRIETORS A 0000 5 973 754 757 07', 93% 756 77173 6676

TOTAL FARM. 9 393 '0337 a7704 70W. 06'. 0 4% g 9 I4 1153)
TOTAL P4ONFA0771 9549006 (075344 972935 900'. 094% 096'. 727.33 297.502

RIVATE0 834 532 '4I4715 U 77351 06'. 87'I., 8771'. 060.103 230.640
A3 SEA, FOR F(5S7 *74D0T"0 4909 '49 917 7 05'. 04'. 06% 2.50 4 839
1.171.483 306BO6 '479 146 3 2'. 40'- 36' 47033 17 7731

CONSTRUICTIONJ 53 005 54 ,30629 70' 70 4'. 70'. 92.563 31n.30
MANU2FAC 1RING 767.772 244.707 70.7 79 4% 9.7% 92.80 2.877R4745P'297AT1D7J474D7.IBL.C 47141001 '0~029 :! "A6 1744A 7'3'. 6s 3. 707 730
..ROLESALE TRADE 72779 124670 24,3202 'S7. 74'. or. 13.437 (79043
RETOIL '4ADE Iii 399 207 264 414077 15 7.. 55'. 750'. 21695 53473
FINA7,CE iNSURAtSCE 4742 9544 091STL 500c37 7(9(44 10434 98.60 I '. 6 2'. 67.647 42702
SERVICES 202 770 372 720 577 032 27 0': 227.. 26 4'. 770.072 2080041
30VE0N7iEN0T 43 l' ENT(0- Sk 1 77474 '50 629 747' S8t 124', 707.. 720'-, 677055 566952
FEDERAL. CI.1.L.41J 79404 27235 24942 233.. 73' 7'. 17747 57?077097400I 7744 ' 7292 403 I 06. 07' (1.5456 46
_STATIEAN4DLO,.AL 503 472 250 2 0. 70-4'. 6066 566162-

MIAMI-FORT LAUDERDALE, FL (CMSA)
FULL IL PART TIME JOBS SHARE OF TOTAL JOB GROWTH

_SECTORIINOUSTRY 7069 7079 7089 7069 17919 .t.9Y. :99- 1767-69

TOTAL EL(PLOYI0ENT 035379 7203373 1,732632W 7000', 7000'. 7020'. 438.024 440 270
.'.3E AND FlyP 74940 10906596 459464 096'. W66'. 84 2'. 348AM 362.700
PROPMETOR 00679- 164075 2fl37E4 (04'. 73?2. 750'. 72.666 7064693

FARM PROPROTORS 1220 1039 1964 O37. 07".. 07% 60) I35
74ONFARMPROPOI.E(ORS 85350 78404 27720 707'. 730' 75. 79360 726356TOTALFARM SO9l 7039 7278 00' 06O'. 0 4'. 7.946 220
TATL NONFAR7I 630220 7250334 7725374 9 g4. 94' go06. 42'76 8040
PP74ATE 7244716 '0684 753207 068' 07 6. 06' 36.4 426.7176
AG.SE~rV.FOR PF5S7 470DOT.ER 6406 4472 17597 28' 06'. 771% 3.374 0 779
MINING4 (224 44 2-272 07' 07% 4.1% 243 003
CONSTRUCTION 06703 7496 07357 V9. 671'. 50'. 7337 7655
MA5RUFACTUJRRG 707746 742303 707047 7271% I77.3% S.7%L 47.09 7.767t)
TRANSPORTATION At4DPOUBLC U TiL(IES 056 900 (42 73, 7'. Or. 00.577 73.277,S77OLESALE TRADE 45235 8309n 7774 5-. 04. 7 30.074 34438
ROYAILTRAIDE 75303 237008 323904 704'. 760'.. 67% 630974 66060e
FINANCE. INSUREANCE. AND REAL ESTATE 07973 I(9416 I77355 74'. SS?. 102'. 57.514 57 870
SEOICES 222775 345632 557033 20 7% 2374% 3768% 730.607 205.477

GOVERkINE0TAO.3VT E74TERPRSES 701332 749494 793356 726'. 770A'. 77 2. 44.142 43A62
FEDERAL 047674 74563 (7785 2534 I7' 74'. 7 3.222 7.555
74(UTARY 76001 (3735 120 23O'. 70.: 07'. 73.6731 1751
STATEAN4OLOCA 7306 ,0567 753063 60'. 94% 669'. 44.53 304MS W7 . d. 876.6. op9606' RE C6m6. MEA. Tab6 CA25: Pd4 & FM T ~ 6 n- top6996.N --1 1
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ATLANTA, GA (MSA)
FULL A PART TIME64JOB8 SHARE OF ToTAL Joe GROWTH

SECTORIINDUSTRY i9on ustg ion t9gs en7 fMg 1lm-79 1970-89

TOTAL EMPLOYLUENT 622205 16IS= 148t656 ¶00)G., '009r 166576 3m497 Gus"5
W6AGE AND0ALARY 7516572 ¶041156 1591564 923'. go0O.. -628.0 2911.184 564436
PROPMETO RS 6323 ¶16546 224954 7% torW. 624%. 532313 tAm.ES
FA*M160PO1El068 5123 62WB 54601 06 ,: o. oa3 i.5s ISM6
NONFARM 9P616RITORS 54110 I16338 2¶939 7t.;, 95'1. ILI% Szm tugs.9

7074T4AL FAM77111 6.46 73445 00'. or'. 94'. 731 (1.104)
TOTAL "O674PA 9¶4.7 1t5525 ¶9020 991S% N93'. Un.f 380.7111 652500

PmIVATE 69364 971156 ¶567336 64 4'. ad4:. 6636. 56516 566 tE
AG0SER.709FSH -NO9 OT07E( 204 4047 14625 02Z. 03'. 6,57. 5=6O1 ¶576
7M4464 920 lilt 2t56 01 01%ol 0.1% 571 655
CONSTRUC4(7)N 49377 6359 07on 8' 5 4'. sr'. 13117 44532
MANUF7ACTURIN6G 16381 I2C 14011 99% 140% 11,1t1 (9.0 51A19
TRANSPORTATION9AND PUSU~CUtILTI1ES 04646 90190 ¶3M24 79'. 781%' 7 319 2501 42034
WHIOLESALE TRADE 7)337 tt4674 'G""4 8 7'. 66'. 93'. 4327 54700
6ETAILTRD 790 23381 23 ¶61256 iti ¶50. ¶64% 17.1% 6715 119.36
S174664(6 9094( 220AE7AE 553 66&410 ¶8961) 47. 63' 93% 41.5 72.493SCEACES ¶92466 254389 480309 ¶98~~~~~~~~~~~~~~ ~~~~,: 2SIV. 5641. 91t 2259t2
GOVERNM.EN4TA&GOVT ENTERPRISES ¶25645 t7709 241862 ¶47 5' . 132% 5625 64.770
7606941 Cr01149 28530 34810 45)9 3 5'. 20' 25%- 6.3156 ¶0 36
-'¶UTA9 ¶6ao, 1921 2826 2 O'. to. I 8'. (4172 ¶6,340
STATE 47401LOCAL `55t4 ¶50279 ¶66403 32'- ¶ ¶1 2'¾ 93 54; 765 59 ¶24

CLEVELAND-AKRON-LORAIN, OH (MSA)
FULL a PART TIME JOBS9 SHARE OF TOTAL. JO6 GROWTH

SECTORIINDUSTRY 1669 ¶679 1969 1909 9?97 I989 1063-76 ¶979-a6

TOTAL E¶¶-1417'T ¶5542671 ¶4924.3 ¶ SIt9 1000', ¶090O'. 10957. 16172 623800
-4AE ANDO 5AL40 )26''8' 1329349 43I5447 93 1'. 9t 5', 885'P. 68.188 26,094
PROP ET AS 93136 ¶234.20 '59372 6 9'. 8 5¾ ¶025% 29.654 36 252
FA9¶t P9390E7C9 2,..893 5!5 49¶4 3or. 04'.. o3. ¶.210 test)
¶I0¶1FA6¶.¶ P.67081ET09S ¶92t3 ¶¶W It 54458 66S', 81. to0a.. 28.1411 6 2877

TTrFAL l¶ !33 61.48 70.3W 4'.6 26% 05'. 1.077 (It.48
T.T.LNONFAA¶I ¶149636 -1383¶ '>57)659 4 04' 994'. 966'. 97.056 939a2a
0017.76T ¶117569 ¶280)55 ¶1V2411 6 7T'. 87 2'. 878'.. 78.tf St 269

43SE09, FOP -.5. 4.63(74t.E6 3563 S4 04,72 2 3'. 04'. or. 1871g 5828
_'IllS 2742 2 75 2 I 02'. 0 2'. 02'. 370 lA6t)

$1j57V3T.¶. ¶7~~~~~~~~~~4'86 ¶2043 i35.5 tO0'. 43W. 43' 5299 3200
MA6UFACTUAIN9 65695 160470 30617 3371% 27.0% MS2 (52184) (981824)
T4AIISO oT4.T-1.h~-100201-C I, T~oTE S :5433 ;.AA; 4i,4 5 6'. 4 91 4 3% Ml.9 19453t
..))CLESALE T04:E "Igoe ¶4717 8709¶ 5 3'. 58O'. 5.7% 12.9111 2304
OIETA.'. 727 200934 2319¶72 2003¶9 ¶5'. ¶84'.1 ¶7.2. 56.346 22.¶47

-'Z.0 .SOIO A~Fl .(,ES'-E 0635 878 070 49. 8. or 2083 5¶2
5E9.1CES 2333 109 I0¶5 7' 2¶' 3'. 9' 75.706 O"99
'O 051E¶NI'E' LD 2.1 C'I!E- SES 58767. '7079 .54.235 '' 22'. ¶15% ¶8,00 2 559
FE TEPAL .. ,2641 24¶63 24433 IS'. ¶ 7'. 18% 0.9761 270

1)157497 ¶t636 9700 8403 26% 06'. oam 0r. a.846 1387)
STATE 4¶)0 LCC. ¶2099 t4423 47369 86: ¶0O 9-7% 23.733_ 2678

SEATTLE-TACOMA, WA (MSA)
FULL & PART TIME JOBS SHARE OF TOTAL JOB GROWTH

SECTORJ)NDLUSTRY lose 1979 9989 1966 1976 99 im ti9666-76 1679-8

TOTAL E.IPLO L:ENT 660069 ttl¶626 5543(4 1090O'. 1000'.. t090'. 221.827 4426801
'ASE 4905LA-) 7855461 904480 ¶337069 07 4'. as146 s% 165 916.797 352.581
'01"I 'T AS 742761 ¶2,7t 3 2t7237 8 6% ¶14'. 140%. 53.6 50099
FAFt¶ 7610PR8)7!73 2851 4423 W,2 223'. 04'. 03% 1.572 516
NONFARM. P60791ET075S 7527 '22715 2t2218 82'. I¶10'. 131% 91.11 09.501

T-OTAL FARMJ 0¶4 22 05 07¾' or. or 12 18
T31AL909749¶.¶ 053655 ¶92409~~~~~~~~~~~~~'O W55¶6 9% 99 2. 994'.. 284 4.5

P61/ATE 659954 4)I3838 ¶3¶$4¶6 79 7'. 92.2'. 040'. 254.10 40 'g576
4.O SER,/.FOR 'IST A.7.20796 5352 ¶I¶257 2042t 0 6'. I¶0'. ¶3'. 5.80 6 ¶04
.1174N0 725 ¶0 287 07'. 0 1'. 6I.. 271 284
CON4STRUCTION 43279 87 298 got8 50'. 81'.. 558% 54210 23.529
IMANUFIACTU6ING '1866m 164865 244422 21m I 7.5% 'S. 7% 6*65 46.439
TRANSPOROTATION4At4D7O6UCOUuTIUE S 4931I 87178' 0Olg 57'. 55'. 5 2'. ¶1.967 ¶9.20
.V8OLESALE TRADE 45351 67739 855t8 553'. 8 1'. 20'.. 2226811 17TM
RETAIL T9ADE 123410 ¶90343 253379 ¶45' ¶631% ¶63% 989033 730n
FINANCE (504944CE. AND REAL ESTATE 0033 0t902 I30347 '0'O- 63'. 84'. 3570 38.4"5
SERVICES ¶45370 238145 4t20211 'S09. 2t 4'. 2565% 92.m7 173.883
000VE7NLtENT A30VT ENTEAPF4S68 100297 686562 23740 22 6'. ¶70'. ¶48O'. 45.7351 38.178
FEDERAL CIVILIAN 28579 28907 32387 2 3'. 2 6'. 231% 736 3.410
7127467R 60597 37853 43408 810'. 34'.1 28'. "135794 5151
STATE A4D LOCAL 67481 ¶217)2 50963 It ' ¶'O S .' 4.3 65

M80-W..8*.90.. s~~d 8.. U.8~ 0.psmswoI Cw~s..in. 866. 7466005:7466 PsI lb.. ~~p~16S16. .-. 9669.



65

SAN DIEGO, CA (MSA)
FULL aI PART TIME JOBS9 SHOARE OF TOTAL JOB6 GROWTh

SECTORIINDUSTRY 5869 1979 9806 5965 5079 Imes wigs-n one

TOTAL ELIFLOY93ENT 935403 9~~~~~~ ~ ~~3).139 I 0038 0%OP 10904. 100.9'. 28157 4493163
.VAGE AND0SALARY 250422 013. 19 11483 0)69'. 8173% 114.% miss 3839
PROPRETOR 51,010 117050 2038)89 8 I. 12 7 108 816 68

FARIA PRO8EO RS283 58 97I 05%. 0. 94'. 3m7y )
NOW... 9PROP0160095 4a227 112079 191623 79'. '20'. ¶4 j% 43152 03344

TOTAL. FARM '2 35 .7)3 1888 20 I 8'. I2' 4.717 (3375
TOTALW 600439.1934 914484 I 383 04 g6O.. Ilr. 8A-. 394170 440309

PRIvATE 149845 645783 I 1047250 554'. 8)41% 15.96 29SS 48.478
40G 6 StVFOR.FISH. N T0079R 4808 10035 8s003 0O'. I1% aj S=m 768
10)8140 0594 S1182 1688ll 0 1% 0 1% 4i 48"
CONSTRUCTION 2509 5.324 9448 4..0% 59. 8' 27.55 133.8
MAO8UFAC MG91 19.255 103.4880 "amF8 1).1% 11.1% 58.5% 33,017 35.373
TRANSPORTATIO NDI429UCOTIUOES 709 93 A,6115 40887 22'. 33'. 2.5% :0.752 8.912
.VHOLESALE T8A0E '5)103 2880 4710t'3 24'. 29'. 3.4% I1701 20.8
RETAIL TRADE 92 303 '4 7,57 2)9.40 130% 155' 55.9. 80.434 7486'43
FINANCE. INSURANCE AND0 REAL ESTATE 28 975 02 209 4% 7' .% 4.4 11
SERVICES 1022511 21 9374 3745 83%2' 22 2% 2723% 180.83 1688382

207ER9).IENT AGOVT E9TERPRSES 269829 268A221 3)8245 Q426'. 288%~ 22.5% (01118 485802
FEDERAL C1011.9N 39 II8 40991 499047 90'. A44. 33% 28903 5 086
.3UT RV I72 148 127 739 :144511 2723. 137%. 105'. 1844,018) 9772
STATE A09D LOCAL 1)0953 995$0' 25887. 53'. ¶0 7'. 8I. 4053 26)80

MINNEAPOLIS-ST. PAUL, MN-WI (MSA)
FULL A FART TIME JOSS SHARE OF TOTAL JOB GROWTH

SECTOFUINDUSTRY 5060 1070 1085 I1069 1979 5955 9065-79 1079-80

TOT4LEIPILOYIE19T 400 1 265 162 I 602949 1990'. 99' M. 9096o 317.492 337 794
,,AGE AN4DSALAOY I,4 559 I I I14709 141O3 92 3% 908%. .86 274240 287238
PPIOPRETOR73SI 11383 '69099 77' 92'. 17% 43252 "054

FA9fA PROPPRIltORS I. 5 ~ a )10 1i O-:1 0' r. 3.332 1484)
SO NF.AOI PROPRET OS 92 533 .'3 453 751 43 699'. 8 2'. iog9. 909120 72.0501
TATLFARII 141 17 1.6 I'l 4 .911 I 6'. 14%. O.% 2.704 12.7001

TOTALIN014FA0II 132853 :2,I: ii 1' 90835 904'. 99'. 991% 3)9488 34804
PRIVATE 1,2 142 I '80353 I397 535 946'. 95 4% 67.2% 278.7)) 316.68

40 SEP: FOR00 11' 901160. 2 362 5.124 9 234 0 2'. 04'. 05% 2.682 3,2)0
1l9193 61 I ., 129 I' 0)'. 05% 420 5

:0)4r01._T T.1J 1251 193) 195 16 5 3'. 47'. 4.5% 9.574 118981
MAN8UFACTORINO 231.094 258.109 271.19) 24.4% 202% 58.8% flSfl "A.9
lTAI;SP:tI0'3

1
2..... 2 121 569 3. 01293 S59'. 5 5*' SI'. ?.80 1? 5

.t.-OLEOA,.6 70426 5 93551 8S 90 M291 9 7'. 88B.. 8,0. 22.34 109i09
0ET-IL70-L 34l :5 215 445S 21-2135 '6 3'. 17 3'. (704. 4.34) 5 44)0
F.1401130 :,1,960.76 P. - 66167 93911 ,3607, 3744~5 64' 79'.. 88% 33.096 41.578
SER417ES *'9 766 .0925 4V.215 lO'. 228O'. 29 5% 111.408 108.981
302601111E'JT 4 1 7'~ S36 1331711 '11698 .'3300 '398'. 73 2'. 119%. 350917 23.802
FiCEPAL C,.. ~ 209062 209633 22161 2 2'. 27 14'. I1% 201 128
'114T497 19917 119672 1100 I'. 0 9'. 0.7% 15.245) 218

STATE-1JL12C4, 33 132 134 393 '56 5 981'. 109% 99a'. 4~1261 ?22058

ST. LOUIS, MO-IL (MSA)
FULL & PART TI ME JOBS SHARE OF TOTAL JOB GROWTH

SECTOR/INDUSTRY 7900 1010 198 1969 198 970 1989 1069-79 10790-9

7TC.AL EIIA..36'E!I "SO0443 1313a15 14;37 49) 190'0. '500'. 1009'. 150.412 209846
.'AGE ANO 94140, V9I 432 1101 11 '5095) 9 18'. 8995'. 57.0% 110.33 149664"

PR : RETC PS 20 9-1 '2942 1)a991 0 92. lOS'. 1390. 408857 57782
FARI.)PRPDRIETZ

4
O 1303 11991 9002 I 0' 09% 086'. 798 2 069)

9091091.1 PROFPRI E-O PS I's964 11 7037 177 969 73'. 99'. 124'. 392690 59 871
To0TA1F094 '2 919 15.153 II1U9 I2'. I2'. 08a'. 2.175 13 8051
TCTAL NOlJFARI I 1, 7425 1 2159062 14I29113 0680'. 908S'. 993'. 148237 210451
P9,.A TE 91 079 I1059 527 1257)47 049' 05'. 85 704. 1340)I8 20662
AG SEP: FOR 015S1 41.2 DTOER 240 4488 95I 0 2'. 04' Di% 2.003 3 393
:11911 2745119 4499 290 -33'. 04'. 03%. 1.749 1212)
CO9STEUCTI0IJ 30250 600902 746903 47. 4 9'. 52% 10.322 13780o
IANJLIFACTUFUNO 288.639 264.715 231.160 28,1% 252% 18.51% (24.124) (5325)
TRAASPCORTATIO4 A)40 PUBLIC EnTUDES 1240 10 C668 23.749 6o. 03'. 5r. 5.886 58810
.'.IOLESALE TRADE 62 258 73 139 '69379 58$2. 55', 53% 10.031 324
9ETAIL TRADE '62593 159) 249202 151'. 1I.: 173'. 35)058 50)14)
F114N900 NSURANCE.AND PEAL.ESTATE 13 177 9) 872 "39.605 591', 67% 79% 9.695 27733
SERITCES 210 996 284 7a9 420826 '255'. 23I% 23'. 73I3 358
ODVER ENfET3 G OVT ENTERPROSES 1 O 35 196 4' 13 4'. 18' 13719 8303
FOEDERAL CIOLUAI) 4104" as375)9 3790)6" 3 9'. 29'. 20 S45.42 I 9682
1014TA61 '97.27 199025 23.039 1 7'. .3'. 16'. 12.702 7
STA70E 01MID LOCL 133.5 112.93) '06079 9 4'. 92'. 7.5'. 21~.D80 '46

A_
Mso -WA8.4gR96 50. U.S. GAPal- R Coamm. SEA9 Tbl. 0425: P.0 A PMas Ti6 E.psi. Ly . -. 585.

69-451 - 93 - 4
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BALTIMORE, MD (MSA)

FULL £ PART TIME JOBS SNARE OF TOTAL JO GROWTH

SEkCTORIINOUSTRY 7069 1979 89019 9899 19?9 lIose ~7 19

TOTAL100" IRC1iO4T swill4 7713004 : 7075 740'. Iwo0.. 7000. i78306 276095

.3A06 A00ASAL"' 973 770 7930452 I245402 932'. 470' 80ff IZL.73 20002

0ROP9ETO4S 64906 94542 642 372 6O'. 0 I'. 115' 27.24 67 771

fARiJPC78IOPPET
0
S 404 45 63 34 a, O. il 300)

I9074F40I.7 FOCA.37035 621~~~~~~~42 8953 57863. 9. 72' 2M 4077

70TALF4044 838 06; O36 9.: 34; 09. 6 74

TO0tAL TIC, WART7 9730 5272 1.4067 907. 99 3'. 10' 728.710 272500

PRIVATE 14720 872 33 I 2750 76. 77?. 8i' 725.483 20065

AG SF03 FOR FtS. 674 37T.EP 3,09 5373 10 427 54'. 05'.. 07' i.04 5054

7717493 ~~~~ ~~~~ ~~~~~~~533 48a, 1. 40. 0' 2 253
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U.S. JOB STRUCTURE
(March, 1992)
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MBG-Washington and U.S. Dept. of Labor
TCU: Transport, Communication, Utilities
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EMPLOYMENT STRUCTURE IN THE STATES
TOTAL Empleoymes- 00t6

STATE EMPLOYMENT constr. Miging TCU Trade FIlR sermi.t. Gowerf"tI.

Alabma e643 500 4 62. 23.07'. 5 09'. 21 70'. 4:*2% 20.02% 20 30%
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NET FIXED INVESTMENT IN THE U.S.

Share of GNP
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U.S. MANUFACTURING TRADE IMBALANCE
5-~~~~~~~~~~~~~~~~~~~~~~~~~~~.;

5* ** .

0

0

MILLIONS OF U.S. DOLLARS EXPORT

YEAR EXPORTS IMPORTS BALANCE GROWTH

1970 $31.720.1 S27,332.0 $4.388.1 N/A

1971 532.904.6 S32.103.7 $800.9 3.73%

1972 S36.5032 $39,710.0 ($3.208.8) 10.94%

1973 S48.467.7 S47,130.6 $1,337.1 32.78%

1974 S68.512-6 $57.829.7 $10.682.9 41.36%

1975 576,869.5 $54.004.0 $22,865.5 12.20%

1976 S83.120.2 $67.631.8 $15,488.4 8.13%

1977 $88.901.7 $80.504.0 $8,397.7 6.96%

1978 S103.633.8 $104,334.4 ($700.6) 16.57%

1979 S1l32.745.4 $117,130.9 $15,614.5 28.09%

1980 S i60.651.4 $132,986.5 $27,664.9 21.02%

1981 S I71.749.3 $149,752.1 $21,997.2 8.91%

1982 S 155,305.4 $151,727.9 $3,577.5 -9.57%
1983 S148,664.7 $170,865.2 ($22,200.5) -4.28%

1984 51 64.071.3 $230,909.6 ($66,838.3) 10.36%

1985 $168,025.0 $257,477.6 ($89,452.6) 2.41%

1986 5179.818.6 $296.652.7 ($116,834.1) 7.02%
1987 $199,883.5 $324,443.9 ($124,580.4) 11.16%

1988 $255,638.7 $361,381.0 ($105,742.3) 27.89%

1989 $287,017.5 $379,425.4 ($92,407.9) 12.27%

1990 $315,747.3 $388,806.2 ($73,058.9) 10.01%
1991 $345,377.0 $393,070.0 ($47,693.01 9.38%

MBG-Washiflgtonl and the U.S. Department of Commerce. ITA. ____
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U.S. MANUFACTURING TRADE: 1991
(MILLIONS OF DOLLARS)

INDUSTRY EXPORTS IMPORTS BALANCE

TOTAL. S345 377 0 S393.070.0 (S47.693 0)
Clothing . S32116 S26.205 8 (S22.994 2)
Vehicles new oars - Sapan. S497.3 S20.387.7 ($19.8904)
Telecommunications equip S9.965 8 523.469.0 (S13.503.2)
Footwear $542 5 S9.561 0 (S9.018.5)
Vehicles nerw cars - O 'er 53077 2 $10 853.1 (S7.775.9)
Veniclesnewcars - Canaaa . S6.1895 S13.5436 (57.354 1)
Toys games sporting goods S2.085 5 S8.8236 (S6.738. 1)
Electrical machinery .5... . 29.935 2 S35S103.1 (55.167.9)
Other manufactured goods S25.108 7 S30.064.2 (S4.955.5)
Vehicles trucks 3. . 869 2 S8.261.4 (54.392.2)
ADP equip. office macn S25.953.6 S30.064.3 (54.110.7)
Iron and steel mill prod. ........ S4.214.1 S8.312.3 (54.098.2)
Gem diamonds. S209 2 S4.006.1 (S3.796.9)
Furniture and parts S2 t13 2 S49383 (S2.825 1)
Travelgoods 51590 S23453 (S2.1863)
Paper and paperooaro SS 961 8 S8.024 4 (S2.062.6)
Watches clocks parts S225 3 S2.286 6 (S2.0613)
Textile yarn fabric. . S5457 1 S6.990.8 (St.533.7)
Platinum S3138 S.6639 (S1.350.1)
Metal manufactures. n es 5.1692 S63762 (S1.207 0)
Pottery S87 1 S1.244 8 (S1 157 7)
Ruboer ires anc t-oes St 272 7 S2.310 2 (St 037 5)
Metalworking rnacnineiy S2 706 3 S3622 6 (S9163)
Plastic aiiciaes n e s $2 236 7 S3.115 4 (S878.7)
Nickel S27 9 51.062 7 (S844.8)
Opceal goons . S711 5 S1.485 5 ($774.0)
Artwork anltques S1 240 2 S1 980 8 (S740.6)
untno rauzc e^oner 52.926 2 S3 652 7 (726.5)
WVco mai'ufacls es S 244 0 S1 907 8 (56638)
Basretware e-: St 2886 51.9130 (S624.4)
Z ̂ * S39 4 S651 5 (S612.1)

G assware S447 9 5938 0 (S490 1)
:n-!ot .. _: 5874 0 51 247 2 (S373.2)

Moron::9 es iCyies S1 302 6 S1 635 9 (S333 3)
C__se, Si1325 6 S1 600 9 (S275.3)

Vet Laes -: 2aShs conles 5239 9 S406,8 (S166.9)
Rtober aities n es 574 5 S704 8 (S130.3)
S ave c ann S238 8 S366 2 (5127.4)

5s 143015 S140730 S2285
Crer e -a ;eing 516475 1 S1.4158 S2317
Soacec:.-- S257 3 -) 5257.3

G;as. Si 1278 57707 S3571
Alumir-..- S3124 6 52.409 1 S715.5
C.e rica - nc;i9roc S4 1020 S32987 S8033
S Ins coaos 51.154 3 S248.1 S9062
CGemr:aas - -u:-e- $2360 8 S1 417 3 S943,5
Gold nonmcne:ary S3.295 1 51.934 8 51.360.3
Zeccrqs ra: e!0 r..-eaa S4 263 0 52.786.5 S1.47685
Crer,-a:s - :-e' n4i S4 606 2 S3.052.8 S1.553.4
uiii-teo inur. a~e'a s .25 S3.578 8 1 .705.3 S1.873 5

Criemicas - 'sirilzars S29800 59192 S2.0608
General ndustrial macn S17 107 1 S14.422.5 S2.684.6
Power generating mach S186.967.5 S14.230.3 52.737.2
Chemicals - organic 51092789 S.156.8 S2.771 1

Chemicals - n a s S6 019 8 S2.123.0 S3.89658
Specializedirn macn S165652 S10.9142 S5.651.0
Airplane parts Si 02636 S4.085.4 S6.1782
Chemicals - plastics S10.322 4 S3.785.1 S6.537 3
Scientific instruments 5 13 487.6 S6.757 4 S6.730 2
Airplanes S24 1582 S3.436.1 520722.1
M lrh -W- rstroa li 1 S Ilr.S r icp. ol Com-m u-r .. .l... o. ( C ......rh.o ( 1c900
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U.S. MANUFACTURING TRADE DEFICITS
WITH JAPAN AND GERMANY :

--

_ . . a,

Deficit With Japan Deficit With Germany

MILLIONS OF U.S. DOLLARS
EXPORTS TO IMPORTS FROM BALANCE WITH YEN PER

Ycar JAPAN JAPAN JAPAN DOLLAR

1980 $8.947 $30,471 ($21.524) 225.7
1981 $10,080 $37.285 ($27.205) 220.8
1982 $9.984 $37.365 ($27,381) 248.8
1983 $10.815 $40,731 ($29,916) 237.5
1984 $12.161 S56.535 ($44.374) 237.5
1985 $12.368 368.093 ($55,725) 238.7
1986 $16.871 $81.202 ($64.331). 168.4
1987 $16.317 $83,868 ($67.551) 144.5
1988 $21.948 $89.123 ($67,175) 128.2
1989 526,982 $92.925 ($65,943) 138.1
1990 $30.904 $89.086 (558.182) 144.9
1991 $31,385 $91,006 ($59,621) 134.6 __

MILLIONS OF U.S. DOLLARS
EXPORTS TO IMPORTS FROM BALANCE WITH DMARKS PER

YEAR GERMANY GERMANY GERMANY DOLLAR

1980 $8,000
1981 ' 57,623
1982 $7,050
1983 S6.489
1984 $7.372
1985 $7,493
1986 $8.809
1987 $9.784
1988 $12,184
1989 $14.894
1990 $16,665
1991 $19,442

MBG-Washington and the U.S.

$11,449 ($3,449) 1.815
$10,884 ($3,261) 2.254
$11,450 ($4,400) 2.428
$12.089 ($5.600) 2.554
$16,427 ($9.055) 2.845
$19.527 ($12.034) 2.942
$24,398 ($15.589) 2.170
$26,421 ($16.637) 1.798
$25.901 ($13,717) 1.757
$24,206 ($9,312) 1.881
$27,449 ($10.784) 1.617
$25.489 ($6.047) 1.661

Department of Commerce, ITA.
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MAJOR U.S. IMPORTS FROM JAPAN
TH0SA180 DOLLARS SHARE OF TOTALINCDUSTRY (CIisoms - 'iaL s19s, sO g seas -9@ saM- saga se9a

ALLCOJMODOTMES S74017 012 M0883279 S94 81.78 DD08o. 900 D-. 400DD%87_-VIESlCLES CCEPTRAILWAYORTRAUWAT AND0P7ATS ETC Y 24 we25 s 29334 228 SW as 22 33 3s. 3302. 33 24'.sS--ELECTRUCLAC4HIERYETC SOU50 EOUIP IV00P0PTS 54S500ISO 5418547292 S'S 78280 2121. 20W. 2189..::_NUCLEARREACTORS BOILERS MAC.INERYETC PARTS SlimS SW SI8 731275 3190858s 208O 210W. 2744.sO--0PTC.PH4OTOETC MEoDCORSURGOCAL 4STr ENTSETC S480881? Ss 3224 $5122.000 SAW. 577.. 5so'.95_ TOYS, GAMESASPOATEOUIPMJEOIT PARTSACCESSOR1ES S$124418 52507980 £2.041233 18W. 282" 228'.72- -_IRO AND STEEL SI 40704 5S 5.532? $1808388 52 .% 47. 2 05'.73-- -RTICLE8 OF IONOR STEEL s1074 $9 351. 919 s0 40 784 4 4. I sr2. 1 53.29--ORGAN0CCHEI"CALS S58A5127 5692882 $10712815 4W2-.111% I I'.O- -8RUBBER MI0DART1CLES THEREOF 178858 I 508 age S044 8.45 I0ob 5 20W. * 22'.37 --PHOTOGRAPHIC400A CIN091ATOGRAPH4C GOODS 5787 85 409321? 588883 40or. I101'. OW9.:Js- -PLASTICS AN0 ARTICLES NE5R7 E G0F6 $7S5250 $ 443 $884 740 O4 .. I C8. 0 9 '.98- -SPECIAL CLASSRFCATION P801S8085 89SOI a888254 38318 5581428 022. 0 98'. 083%82 -TOOLS CUTLERY ETC OF BAsE IUETAL & PARTS THEREOF 95583 53 80422 S500738 0 74'. 04 4 053.4--OLOCSMDWATATCESSANOPARTSTHEREOF S4832 $g3991 s244888 90s or. 045'. 027%Be--_ AIRCRAFT SPACECRAFT AltO PARTS THEREOF S457279 $44408 S184 127 0o61% 0 S'. 0 3'.SS--SPECIAL EPORTPAO9IS-O"S NESO S"4l4 529s542 0470860 059%. OW . 05 1.96--8SCELLANEOUSMAN FACTUREDARTICLES s3065e $32.151 $348438 0 44% 0 39 . 034.69--cE0Au4oP 8.RO UCSXO 1808 s58218 S5'4.2 044. 0 43% 0 45'92---USICAL NSTRUUENTS PARTS ANOACCESSORIES THEREOF S257849 4324 S378.416 038% T37'. 4 0o-.54--4.4A9ADOEIL8AIENTS 4NCLU0t60YARNS0 4O2ENABR9OS 529 129 $ 22225 524a88 0 28% 025'. 027%94--FURNITURE BEDINGETC L814P$S4IE50 E9TC PR14A480 $233320 3312 I $; S170223 0 27'. 02 . 472- T427NG 0CDYE EXTETC DYE PAINT PUTTYVETC 1-S i.95356 s. d $494 029 0 02. 0 0048'.0- .SOELLAEO4SEC CHMICAL PRO$UCTS184942 13484 so$451010 025'. 0723' 09.8--PAPERBA PPER GAR 0 ARTICLES GF PAPA M ULP ARTLI $1882 44925 s2295342 024% o 22, $25',MI-SC5ELLANEO0US A.9T4CLES 078B.SE METAL 547 503 5232.028 5208 003 034%t 0 29-. 02'

MAJOR U.S. EXPORTS TO JAPAN
THSHOUSAND DOLLAR5

INDUSTRY (FAS Value) 1994 7990 7989
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MAJOR U.S. IMPORTS FROM GERMANY*
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MANUFACTURING'S SHARE OF GROSS NATIONAL PRODUCT
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*the formidabte statistical problems of measuring pnces of many iS-
ices are still present in the new ('Constant Output') estimates: only a
substantial research eflort over many years holds any promise of over-
coming these statistical problems

Frank de Leeuw. Michael Mohr. and Robert P. Parker. %Grous
Product by Industry. 1977-88. A Progress Report on Improving
the Estimates. in the SURVEY OF CURRENT BUSINifESl
January. 1991. p.26



MANUFACTURING DECLINE IN THE STATES
SHARE OF GROSS STATE PRODUCT
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MANUFACTURING GROWTH AND DECLINE

SHARE OF SHARE OF CHANGE
STATE/REGION GSP: 1979 GSP: 1989 IN SHARE

NEW MEXICO 5.57% 6 64% 19.24'.
SOUTH DAKOTA 8 46% 982%. 16 20%
NORTH DAKOTA 5 25%. 6 01% 14.49%
MISSISSIPPI 24.42. 2757%. 1290%
IDAHO 16.98-. 18.31. 8.2tX-
UTAH 1561% 16.47% 5.50%
LOUISIANA 1497%. 1566. 4.59%
ROCKY MTN 12.90% 13.16% 1.99%
DIST OF COLUMBIA 3.26-. 3 32% 1.87%
ARKANSAS 25.39%. 25 00%. -1.53%
MINNESOTA 21 50% 21 13% -1.75%
WYOMING 3.92% 3.81% -257%
PLAINS 20.51% 19 76% -3.64%
MISSOURI 23.63% 22.69e. -3.98%
OKLAHOMA 1488-. 14 20%. -458e
COLORADO 1377-, 1312% -4.77%
KANSAS 19 59%. 18 52% -5 50%
NEBRASKA 1463%. 1349. -780%
SOUTHWEST 1686-. 1547% -822%
ALABAMA 25 27% 2318%. -8B28%
DELAWARE 31 39% 28 72%. -8.50%
CALIFORNIA 18 49. 16.89% -8.66%
TEXAS 1853%. 1686% -903%
FLORIDA 1127% 10.19% -953%
IOWA 24 15%. 21 68% - 10.25%
ARIZONA 14 19-. 12711% -10.44%
FAR WEST 18.72. 16 63% -11.19%
NORTH CAROLINA 33 93O. 29.96% -11.70%;
SOUTHEAST 2223'. 1963% -11.72e.
ALASKA 550-. 4810, -12.53%
TENNESSEE 2750% 2402%. -12.66%
KENTUCKY 27 140o 2348%. -13.51%
WISCONSIN 3219'. 2769'. -13.99%
WASHINGTON 19 90' 16 75. -15.87%
SOUTH CAROLINA 30.67'. 25 67'. -16.29%
GEORGIA 2300'° 1923', -16.39%.
NEW HAMPSHIRE 28 54'O 23.55'. -17.50%-
INDIANA 35 31, 2894%. -18.06%
UNITED STATES 22.85% 18.70% -18.16%
OREGON 24 01'. 19 62. -18.27'.
VIRGiNIA 19 63', 16.04'. -18.31%
NEVADA 5.08'° 4 08. -19.80%
VERMONT 24,72'. 19.74', -20.13%
MAINE 2424', 1929'. -2044%
HAWAII 5 39'- 4 25'. -21 15%
OHIO 3492'. 27.53'. -21.17',
GREAT LAKES 32 44', 25.38'. -21.75%
MONTANA 989'. 771'. -22.07%
WESTVIRGINIA 2003'o 1559'. -22.19'.
MICHIGAN 3612', 2743'. -24.05%
ILLINOIS 26 37', 19,85'. - 24.72'.
PENNSYLVANIA 2908', 21 58-. -25.81'.
NEW ENGLAND 27 06'. 20.06'. -25.87%
MASSACHUSETTS 25 37', 18.74'. -26.16'.
RHODE ISLAND 29 00'. 21 27'. -2066'.
NEWJERSEY 25 77'. 18.41'. -28s56%
MIDEAST 22 52'. 16 07% -2863'.
CONNECTICUT 3004-. 21 25'. -2925'.
NEWYORK 2013'. 1406'. -30.15%
MARYLAND 15.65'. 10.63'. -3210'_.

MBG-Washing1on and the U. S. Department of Commerce, BEA.
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MANUFACTURING DECUNE IN THE STATES
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SENATOR SARBANES. Thank you very much. It was a very helpful pres-

entation. I am going to yield to Congressman Obey to take the first
round.

REPRESENTATIVE OBEY. I'm sorry. I have to leave very quickly and I
didn't think I would stay to ask questions. Let me ask a quick one.

You indicated in your statement, Pat, that two possibilities would be
to impose a stop transfer tax, or capital gains tax, on short-term profits
of trading institutions. The argument raised against the transfer tax is
that the action will just move to some place else outside of the country.
How do you respond to that argument?

MR. CHOATE. On the stop transfer tax, you may have some of that ac-
tion, but if you impose a capital gains tax, you don't really care. Who-
ever holds that, you're going to be able to take a tax if they sell it, let's
say, within two years or three years. The other point that comes to it is
that most of this is done by our own institutions, our own pension
funds.

Now, what is ironic is that when I take a look at this over the decade
of the 1980s, the institutions, when measured on a performance basis
on the S&P 500, these folks fell below the standard of the S&P 500.
Here they are making the market, and most of them are not hitting the
averages. Now, what it really means is that it is not only causing devi-
ant behavior, I would call it, on behalf of corporate America, they're
not even getting their returns. They would be better off on returns if
they would hold their portfolios long term and help grow the economy
and the underlying companies.

REPRESENTATIVE OBEY. Thank you, Mr. Chairman.
SENATOR SARBANES. I think it is a very powerful point. In fact, I am

just going to read into the record two paragraphs of your statement that
you moved over, because I think they are very important.

I am now quoting you.
In the speculative, short-term-oriented equity markets that now ex-
ist, only a few American firms have sufficient profits and assets to
make the commitments that long-term global competitiveness re-
quires without sacrificing shorter-term earnings. Most companies
are obliged to focus their efforts and resources on results that can
bolster the price of their stock.

Fast results and short-term earnings have become the obsessive
goal of too many American companies. The pursuit of these objec-
tives diverts resources from investment in modem plant and equip-
ment, research, technology and training to clever financial
manipulations. It sacrifices market share to high quarterly earn-
ings. And it discourages workers from making long term commit-
ments to companies.

Now, let me ask this question: Do you correlate and trace this move-
ment-fast results, short-term earnings-to the nature of the ownership
in the marketplace?

MR. CHOATE. Yes, sir.
SENATOR SARBANES. How much of a correlation do you put on that and

how much do you think that it is a factor, as compared with other fac-
tors?
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MR. CHOATE. I think it is a major factor. When we go back, for exam-
ple, into the early 1950s, what we saw is that institutions owned
roughly a fifth of the equities on the New York Stock Exchange. Now,
that has only risen to about 39 percent. It is less the ownership, which
is large, but it is what these owners are doing with their portfolios, that
you measure by the large block transactions and by the turnover rates
on the total value of stocks held in the New York Stock Exchange.

What you see is that this really began to take off in the late 1970s
and then it really picked up speed in the 1980s where you had these
takeovers, these buyouts, and the churning like activities. The New
York Stock Exchange, in the late 1980s, did a survey of 353 portfolio
managers as to what they were looking towards. Roughly 80 percent of
them said they didn't even look at the company, didn't look at the in-
vestment, didn't look at the products, didn't look at their market share,
they only looked at the numbers, quarterly numbers.

So what you have here is a circumstance where productivity, growth,
union agreements, all of the basics that one would take a look at on a
long-term basis, are simply discounted. The reason that this occurs and
the reason that this can appen is because pension funds pay no taxes.
There is no penalty in the current system.

My preference would be a capital gains tax on pension funds and in-
stitutions. You buy the stock, you sell it within a year's period of time,
you're going to pay a 20 or 30 percent tax rate. If you hold it over that
period of time, there will be no tax rate, in other words. So the pension
funds and others that are holding and investing long term are really in-
vesting rather than speculating. It won't effect them at all, but it will say
to the others that are speculating, if you want to do it you can do it, if it
makes business sense. You're also saying to them that we are going to
bias the rules to the long term over the short term.

What is now happening with our capital markets is that they are re-
sponding as rational people in response to the rules that now exist. If
we want a long-term attitude and a long-term performance, we have to
change the rules, and the capital markets will respond, I think, very
profitably to that, and not only to themselves but to society as a whole.

SENATOR SARBANES. I am reminded by your reference that they do not
look at the company or its products, but just at the numbers. The same
thing, of course, was happening in the S & Ls with the brokered depos-
its that were coming out of the big investment houses. They did not
look at the soundness and the effectiveness of these at all. All they did
is find the S&L that was paying the highest rate, and then they made
sure that their clients were not already in that S & L so that they had
exhausted their Federal Deposit Insurance or their FSLIC insurance
coverage. Then they would go ahead and place the deposits to draw the
highest return, in effect putting them in the weakest institutions-those
that were paying these high returns in order to get an inflow of deposits
in order to keep going. If it did not work, then the taxpayer, as we have
unfortunately discovered, would end up carrying the burden to honor
the insurance.
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Again, there was no evaluation of the institution. There was only the

attempt to find the highest rate, making sure that the client had not used
up his or her insurance coverage, and then funneling the deposit.

MR. CHOATE. That is analogous to what has happened here, the cut re-
search that Ken talks about. You have firms, so they can get their quar-
terly earnings up, the easiest way to get your quarterly earnings up is to
hold back on research. Just cut back on your R&D activity and that will
go straight to your bottom line.

You also see another misuse of capital, When they have a cash re-
serve, they're out buying back their own stock so that they will have
fewer shares of stock, and their earnings will have a higher ratio to
push up the price of stock.

So, rather than investing in modem plant equipment and R&D, we
see these companies spending five hundred million dollars or a billion
dollars buying back stock. That is not a way to prepare for the future.
That is simply to torque yourself up a little bit as a company so that you
look good to the stock market.

MR. BARFIELD. I'm not an expert on capital markets, but on the last
point, I would like to make a comment. All of the studies that I know of
that were done in the 1980s, which took a look at the impact on R&D
by mergers and acquisitions, did not find that R&D had been affected
greatly. In fact, it was a wash.

The idea that the fact that you loaded up with debt because of the
takeover, using junk bonds or whatever, and that, in turn, had some di-
rect effect on R&D, is just not shown by the empirical evidence.

Now, I make no judgment beyond that, to the larger questions that
Pat was talking about, except to say this: Without being qualified to
speak about the impact that the tax he proposes would have, I would
suggest that the issue on which this is put forward for the short term,
quarter-to-quarter, goes much deeper into American capitalism. There
are other intrinsic characteristics that the tax may not get at. The way
our corporate governance has been handled, our laws about the rights
of stock holders vis-a-vis the governing board, the way that our manag-
ers operate. In other words, I don't think that this is any panacea to the
question of short-termism. They are not all just dependent on the turn-
over of stock.

SENATOR SARBANES. I understand that, but the factors you are now
pointing to have been constant throughout this period. The factors that
Mr. Choate was pointing to have changed over this period.

MR. BARFIELD. We may be saying the same thing, Senator, in the
sense that I'm saying, if the constant is there, this doesn't have much
impact on it. You still may have a set of factors that are constant and
may not be effected by the changes that Pat suggests. I'm just saying
that this is a more difficult and a more complex question that will not
lend itselfjust to a change in the taxes.

SENATOR SARBANES. All questions are difficult and complex. But, if
you have had a trend that you regard as negative, and you have a factor
that was present throughout, and you have another factor that changed,
it is reasonable to look at the latter factor. That does not mean that the
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former factor may not also have had an impact, but it would seem to me
to be less directly connected.

Mr. Courtis, I wanted to ask you, how long have you been in Japan?
MR. COURTIS. I first started working in Japan when I was in the strate-

gic management consulting business in the 1970s. I then taught at To-
kyo University from 1983 to 1986, and I have been in this current
position with Deutsche Bank in the global strategy group since the end
of 1987, and continue to teach at Tokyo University. So off and on, it
could be a decade.

SENATOR SARBANES. How important is this interrelationship that we
read and hear about between the government and industry in Japan, in
terms of enabling them to mount an overall worldwide economic strat-
egy?

MR. COURTIs. The member of the Committee who had to leave early
mentioned Adam Smith, and he said, if we started with Adam Smith we
would be in good shape.

That's basically what the Japanese Government also believes. They
believe that the role of government is to play the role that Adam Smith
indicated, and that is, in a sense, to help formulate the consensus to
help build the leadership, to help in the process of determining how
strategic resources should be allocated, but leave the actual allocation
of those strategic resources to the big corporate groups, to the Kereitsu
groups. I think you have a similar situation in a number of European
countries.

So the government is not really involved in the implementation of
the decision, and you can see that very clearly in the R&D. In fact, in
America the government is much more involved in R&D than the gov-
ernment is in Japan. The role of the government then is to essentially
provide leadership, bring companies together on major issues of long-
term significance.

The other issue that I think is important in this regard, Mr. Chairman,
is that the Japanese Government believes that ownership is very impor-
tant. In Japan, for example, we have the shares in the stock market,
rather than being constantly traded and washed, and are largely held by
other companies. You have this cross-ownership structure that is very
important, and in many respects, it is America that is the anomaly.
America is the only economy in the world where ownership is con-
stantly up for grabs. It is constantly thrown like dice on the table.

Among the competitors of America that are doing best ownership is
very stable and that stable ownership, that long-term ownership, with
capital gains tax and indeed the whole tax structure to promote long-
term stable ownership, you have a structure where risk is shared among
companies. Where companies share a common objective of building
their long-term competitive position because they believe that it is
through this long-term, patient investment in R&D, over the long term,
they can be competitive.

SENATOR SARBANES. It is your view that that characterizes not only Ja-
pan but the European community as well?

MR. CouR-ns. There are nuances from one country to another, but the
pattern is, in some sense, similar. In Japan, it is the big Kereitsu groups.
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You take the six biggest Kereitsu, they represent 20 percent of GNP.
That is where the key strategic decisions are made. Once the big
Kereitsu get on site, the key ministries-MITI, FINATS and the central
bank-plus the academic community, pull the rest of the economy with
it.

In Germany and France, you have a slightly different system, but it
essentially gets to the same point. In France it is the strategic core hold-
ings around the big banks, and I suppose in Germany it is also around
the big banks where it occurs.

I want to submit for the record, Mr. Chairman, that what I think is
important in these investment in R&D numbers is that there seems to
be a tremendous consensus in Japan that this is important. There seems
to be also in Europe a consensus that investment like this and research
at this level is important for their future.

What surprises me in the debate in America is that there is still a de-
bate about this, that there is still a question about this that we don't
have to make these levels of investments to maintain the standard of
living that this economy has. I find that paradox extremely curious.

SENATOR SARBANES. A couple of years ago, the Committee did a study
that indicated that the percent of GNP committed to civilian research
and development was significantly greater in both Germany and Japan
than in the United States. Part of the problem is that we have a heavy
commitment to military R&D.

We also have had testimony before this Committee that the transfer
from military R&D to the civilian sector is much less now than it used
to be. It has become much more highly specialized. There is still some
transfer, but there is much less, and we do not get the same benefit in
the civilian sector out of the military R&D that we might have at earlier
times when the military R&D was less specialized.

MR. BARFIELD. I would like to add just a word about that. I think you
have to parse this a little bit further. I agree. I think we need to look at
those numbers a little bit.

As Mr. Courtis has said, and I don't think it has been picked up on, a
key characteristic that is ignored when we talk about competing with
Japan, particularly when people talk about targeting, is that the target-
ing, certainly since the 1960s, whether you say it has been done by the
Kereitsu or individual firms, targeting has been done by the private sec-
tor. The Japanese Government public investment in R&D is much less
in Japan than it is in the United States, or most other industrial coun-
tries.

And then I think you take that a step further and look at the nuances
of the European experience where you have had high public investment
and a high degree of

MR. BARFIELD. This is private investment. This is not the government
investing.

SENATOR SARBANES. Are you including investment in military R&D
when you make that statement?

MR. BARFIELD. Sure. In Japan, you don't have investment in much
military.
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SENATOR SARBANES. That is right. So, if you compared investment in

R&D in Japan with the U.S. investment, obviously the U.S. investment
is much greater because we have a heavy military component.

MR. BARFIELD. Even if you take that out, it is still greater. The point is
that the investment in Japan has by and large been private investment,
and there is a commitment and a consensus that the government-this
gets back to the question of investment here-ought to give incentives
and to have an economy that allows private companies to invest.

The French have had a very different experience and one in which I
would suggest is not the way that we want to go when one thinks about
investment. There has been a great deal of public investment. There is a
lot of discussion about the EC having spent billions of dollars in elec-
tronics, or billions of dollars in Jesse or Esprit. None of these are pub-
lic subsidy programs. None of those programs actually is working out
very well, and they are now in process of rethinking.

So I think that my point is that, in terms of our thinking about the
United States economy, we ought to be thinking about how one induces
more private investment, not necessarily more public investment.

So, as you come down off of that defense slope with defense R&D
coming down, it ought not be substituted, it seems to me, in the first in-
stance by public subsidy or public investment, but by inducement of
private investment.

SENATOR SARBANES. Maybe, we need both.
MR. BARFIELD. I don't doubt that you do, but by and large, I don't

think economists would disagree with this, that direct private invest-
ment has a much greater payoff to society, to an economy, than public
investment.

SENATOR SARBANES. I do not know. We get disturbing testimony about
the state of higher education in this country and the impact of that on
developing the next generation of scientists. Did you want to comment
on that, Mr. Choate?

MR. CHOATE. I would like to comment. I would argue, I think, along
the lines of MR. BARFIELD. That the United States does it in the most ex-
pensive and the least effective way going.

But an advantage that our competitors in Japan have over us is, yes,
their government will put money into research project, but their govern-
ment will also bring together the companies so that when the compa-
nies are putting money into a project, at least at the pre-competition
stage, they are not duplicating each other and wasting money. In many
cases, it is a government formed research cartel that is operating so that
all of the results are shared, so when benefits come out there will be a
patent pool, and everyone gets the advantages of it, and the government
will play the role of coordinator on that.

The companies themselves who are engaged in these processes
know, as Mr. Courtis suggests, that they are part of a stable group
where 60-plus percent of the stock will be held inside the family of cor-
porations. So there is no risk of take over and just given their sheer
size, they will be able to fully exploit the technology.

It seems to me that what we must do in this country is first find ways
to be able to work together. And, second, I do think that we have an
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enormous backlog of investments that we have to make, not only in our
infrastructure of activities, but putting money into what are going to be
the cutting-edge technologies that Mr. Courtis refers to, that we're fal-
ling behind in in the 1990s.

SENATOR SARBANES. I am going to yield to Senator Bingaman now.
Before I do that, Mr. Barfield, I would be less than candid with you if I
did not tell you that I remain disturbed by this use of the 1980 year in
your chart. In your other charts, you use 1979 to 1989. I think, in terms
of picking points in the business cycle that are roughly comparable, the
use of 1979 and 1989 is appropriate. I do not think that the 1980 to
1989 reference is appropriate, and we have some federal figures from
the Federal Reserve index of manufacturing output, which is the sub-
ject of your first chart that indicates that from 1979 to 1980 it, in fact,
dropped 21/2 percent. If the comparison were made between 1979 and
1989 instead of 1980 to 1989, it would be six-tenths of a point less.
And if your figure was brought down six-tenths of a point less, instead
of a comparison that had U.S. growth at 3.8 percent and the rest of the
world at 3.5 percent, it would be 3.2 and 3.5 percent.

You could ask if a 3.5 percent figure still holds, changing the refer-
ence date from 1980 to 1979. I do not have those figures, although my
guess is that the rest of the world was not in a comparable downturn
from 1979 to 1980. A change of that reference point by one year would
completely alter the message of your chart, and I just want to make that
point to you.

MR. BARFIELD. Let me add finally that I am very much aware of the
years and everything I do, or that we do, that we try to do comparable
points. This was a U.S. Trade Representatives chart that I was using. I
will go back and find that out. I agree that it makes no sense to go from
a trough to a peak. It has to go to comparable years.

SENATOR SARBANES. Thank you very much. Senator Bingaman, please
proceed.

SENATOR BINGAMAN. Mr. Courtis, let me ask a couple of questions
about the charts that you have provided us. This chart on capital invest-
ment, Japan and U.S. capital investment to GNP, it shows that Japan is
making something around twice the capital investment that we are.

This investment gap, just as a general matter, to put this in some con-
text, are we out of step with the rest of the industrialized world, or is
Japan?

MR. COURTIs. I think we are out of step in North America, and I just
brought the figures for other countries. Let me just take the 1991 fig-
ures. Canada was 15 percent. Korea was 29 percent. Germany was 15
percent-16.2 percent, actually. So it seems to me that the slip is in
America.

There was some confusion earlier about research and investment,
and it got mixed up. So let me also put the record straight on that. For
civilian, nonmilitary R&D in 1991, the United States invested $400 per
capita. Japan invested $685 per capita. In 1991 Japan invested, for
capital equipment, $5,320 per capita and America $2,174 per capita.

SENATOR BINGAMAN. And those figures combine the public- and
private-sector investments?
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MR. COURTIS. No. This is only private-sector plant and equipment-

$5,320 per capita versus $2,174 per capita.
SENATOR BINGAMAN. And the R&D figures were also private-sector

R&D figures?
MR. COURTIS. Private sector, nonmilitary R&D.
SENATOR BINGAMAN. Let me ask about another issue that is not part of

what you describe, but see if you can tell us anything about it.
I would assume that your ability to maintain a robust economy and

generate decent paying jobs also ties to investment in skill training, job
training, and education generally. Is there anything that you can tell us
by way of comparison between ourselves and the Japanese, with regard
to those kinds of investments?

MR. COURTIS. Yes, I can, Senator. In 1990 the United States had re-
search scientists and engineers working in research in the private sec-
tor. Seventy-seven people for every 10,000 workers. The Japanese had
89. The Japanese policy target for the year 2000 is to have 110 scien-
tists-research scientists and engineers engaged in private-sector re-
search for every 10,000 workers.

I don't know what the policy target for the United States is, or indeed
if there is one, but if I look at what universities are planning, my figure
is that the United States would have about 85 engineers and scientists
per 10,000 versus 77 today. Japan would go from 89 to 110. So they
have an increase of about 25 percent and America would have an in-
crease of about 10 percent.

SENATOR BINGAMAN. Let me shift to another subject-
MR. BARFIELD. That was private sector.
MR. COuRTIs. Yes, that was private sector.
MR. BARFIELD. If you take the total public and private and the number

of technology-type technologists, I think it is higher in the United
States. It has traditionally been substantially higher.

MR. COURTIS. I don't have those figures with me. I have the overall
number of engineers and scientists engaged-

MR. BARFIELD. I think his point is a correct one. It goes back to my
point about the private sector. The usual figure given for a nation in-
cludes both the scientists and engineers who are working in govern-
ment laboratories, which are not included in that.

MR. CouRTIs. The figures I have are for the overall number of scien-
tists and engineers engaged in research and development for the two
economies. In Japan, in 1990, it was 210,000, so it's over all sectors. In
the United States, 138,000. In the year 2000, Japan is projecting to
have 365,000 scientists and engineers engaged in all activities of re-
search, all sectors. My estimate for the United States is about 180,000.

SENATOR BINGAMAN. Let me ask about this other subject, and get any
of you to comment. I guess, Mr. Courtis, I would be interested in your
view on it.

I have the distinct impression that investment in high technology
manufacturing capability today is not the same kind of investment in
manufacturing capability that we faced ten years ago, 20 years ago, in
previous periods.
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For example, if you want to put in a plant to produce state-of-the-art

semiconductors, or microprocessors, or flat-panel displays, the invest-
ment is enormous today. In order to do that the entry barrier is substan-
tially greater than it ever has been.

What that leads me to is a concern that gaining an advantage in
manufacturing capability, as the Japanese have in some areas, such as
flat-panel displays, gaining that advantage gives them a capability to
maintain an advantage that didn't exist in previous periods. It gives
them an ability to maintain it because they have the availability of cash
from the sales, the capital generation that they develop from that. The
technology needed to stay at the forefront is difficult and the capital
cost of building the plant is just prohibitive.

As I see it, that is why none of our major companies have been will-
ing to invest in flat-panel display production. They can not see any way
to get in there and compete, considering the size of the investment that
is required.

Give us any thoughts on the general problem of what kind of an ad-
vantage being ahead gives us, in the present context, in which we find
ourselves.

MR. COURTIs. The liquid-crystal display market is an interesting mar-
ket, because by the mid-1990s we won't buy a computer that doesn't
have a flat screen, and by the late-1990s we won't buy a television that
doesn't have a flat screen. That is a $7 billion market that we estimate
for 1996. There are 52 Japanese companies fighting for that market. I
believe there are four American companies involved in that market.

Take the leader in that field for the moment-Sharp. They have al-
ready invested $1 billion in R&D in that field, and they are committed
to putting another $600 million in R&D and manufacturing capability
between now and 1994. So that is an effort of $1.6 billion.

What we see emerging in these new high-tech information-intensive
industries is that the separation between R&D and advance manufactur-
ing is collapsing. That the manufacturing technology that is required to
produce these new products, based on these new technologies, is in-
creasingly in itself being generated by the R&D effort. There is a merg-
ing of the two. For example, the 50 largest Japanese industrial
companies have research projects that are now bigger than their invest-
ment budgets. What we see here is a cumulative effect that puts the en-
try barrier higher and higher and higher.

There is some debate recently, which has occurred in Japan and is
being picked up internationally, that Japanese companies in the future
will be less and less interested in market share. Nothing could be fur-
ther from the truth. You have to, in these industries, have a world mar-
ket base and be competitive on a world scale to remain competitive.

Let's take the example of biotechnology. Over the 1990s, leading-
edge biotechnology companies, I estimate, will have to commit to R&D
between 16 and 18 percent of their sales on a global basis. But if you
aren't competitive on a global basis and you're only working within one
market, you will have to fund the same amount of R&D, but only on
the revenues coming from one market. So if North American compa-
nies fall behind and are pushed out of third markets, pushed out of Asia
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and Europe, they will have to fund the same amount, carry the same
amount of R&D, but on a shrinking revenue base.

That's where it starts, where we go from a cumulative gap to what
becomes a qualitative gap, and I think that that's where we are now.
That's why it is so important to start to reverse the course.

SENATOR BINGAMAN. Let me ask just a general question. The obvious
point that you are making very strongly, Mr. Choate, is that we need to
find ways to move from a consumption-based system to much more
concentration of an investment for the future.

I guess the idea is that we can do this in our federal budgeting of re-
sources through the tax code. For the private sector, we can build in-
centives in such things as Mr. Choate referred to, to give the private
sector the nudge that they need to look long term and make investments
rather than engage in short-term consumption.

I don't know if any of you have things to say about additional ac-
tions, or an overall strategy, to get us from such a focus on immediate
consumption to long-term investment, but I think that is the crux of
where we are falling down.

MR. CouRTis. Senator, I think it is not one policy or another. I watch
things in this country from afar, but I am struck by the way the debate
often seems to go. It is this policy, or it is more money for research, or
it is that tax credit, or it is this change in the banking law that allows
the banks to be more actively involved in company ownership, or it is
that change in antitrust law.

My sense is that it's not that at all. It is all of it and more. In a sense,
it seems to me that we in America have been dealing with this issue on
an ad hoc basis. You could deal with these issues on an ad hoc basis
when you had the power, the power that America had in the 1950s,
1960s and 1970s.

Just think of it, in 1960-not going from the base year just after the
war, but after the rest of the world was largely on a course of rebuilding
itself-America represented 34 percent of world GNP and Japan three
percent. In 1990 America was 21 percent of world GNP and Japan at
16 percent. By the year 2002, if you take the IMF figures, the United
States will be 18 or 19 percent of world GNP and Japan will be 18 or
19 percent of world GNP. And you have similar developments in
Europe.

In this world, you can't take ad hoc decisions. You can not take run-
off decisions. Voluntary export restraints were going to solve the car
problem. Plaza devaluation was going to solve another problem. Semi-
conductor agreements were going to solve another problem.

What we need now in America, I think, is an overall economic strat-
egy that brings together the resources of this country. Tax policy needs
to be mobilized, but trade policy has to be mobilized. Technology pol-
icy, education policy, competitive policy, microeconomic policy-it
has to be put together in an overall coherence.

The key issue is leadership. Government can't do it. Government
can't make the decisions. But what government can do is to provide the
leadership, as Smith said, to represent the future to the present, to build
a consensus around these long-term goals of rebuilding this economy
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so that the issues of environment, of the cities, of education, can be
dealt with.

It is not only that the Japanese or the Europeans are putting more
capital into the hands of their workers but they are also putting more
capital into the hands of workers who benefit from more training, who
benefit from more intense education, and who work from a stronger in-
frastructure basis.

It is the whole together, I think, that is now the issue. Now that we
are in the post-Cold War era, the issue really is what is America's num-
ber one strategic priority? I submit respectfully that the number one
strategic priority of America is rebuilding its economic security.

SENATOR BINGAMAN. Mr. Choate, did you want to comment on any of
that?

MR. CHOATE. No. I fully agree. Competitiveness is ultimately a pack-
age of measures, and that must be our primary national goal in the
1990s.

SENATOR BINGAMAN. Mr. Barfield, do you have a comment?
MR. BARFIELD. We would probably disagree strongly with some

pieces of how you got to that, but you cannot disagree that we need a
competitiveness package.

I will say, though, on a more pessimistic note, that what Mr. Courtis
and even Pat did not say is that, it seems to me, we are still far from a
consensus on that. What is the right combination of strategies. It is not,
I think, just a question of the fact that we have a President from one
party and a Congress from another.

When you get to the specifics of what you would talk about to induce
savings and investment-and you may say that this comes back to a
failure of political leadership, without assigning blame in any sort of
partisan way-the country is ready to turn from consumption to invest-
ment, or to reign in those elements of the federal budget that might free
up elements to do other things for investment. Whether you're talking
about capital gains tax or something else, you're talking about cuts in
entitlements.

This gets back to the issues that you guys face up here all the time.
Mr. Courtis sounded a clarion call. When you get down to the nitty
gritty you're talking about the individual tax bills and entitlements, and
what you do about subsidies or trade policies. That kind of thing. I see
no sense, yet, that there is a consensus on that.

MR. CHOATE. May I bring a bit of a more optimistic note? As I take a
look back over this century, what I observe is that the policy shifts that
come when you're going to have a major shift of national direction do
not come incrementally. They literally come almost in a seismic shift.
That's what happened in 1913 with Woodrow Wilson and the New
Freedom: In 1933, with the New Deal and Franklin Roosevelt; in
1980-81, with the Reagan revolution. You get a package of measures.

It seems to me that we are at a point in our national life where such a
shift is going to come. Be it 1993 or 1995 or 1997, it's going to come
because it has to come, and we can't run with $400 billion budget defi-
cits.
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The question is, is what should be in that package of measures? That,
it seems to me, is the real challenge. Is to fill up the intellectual cup-
board so that when that time comes that our policymakers and our opin-
ion makers can have agreement because ultimately that shift is going to
come because it has to come, because we cannot operate much longer
in the way that we are now operating.

SENATOR SARBANES. Perhaps. But I am struck by your discussion on
the trade question, which I thought was very sensible. You head it
"Adopt Pragmatic Trade Policies."

My perception of what has happened in this country is that, unfortu-
nately, it used to be that we regarded the Europeans as caught up in
dogma and ideology, so they would not really deal with the real world
in a practical, common sense way. They came with ideological fixes,
and that is what they tried to impose. Therefore, they had problems.
The United States, on the other hand, was pragmatic and practical.

My perception is that, to some extent, that has reversed itself. You
talk about free trade, meaning expanding the open-world trading envi-
ronment, the basic thrust of which is correct. But how to achieve it, as
you point out, with others appearing to play by different sets of rules, is
a different problem.

The one encouraging sign that I see is that the implosion of the So-
viet Union has offered an opportunity, not heretofore present through-
out the postwar period, to radically change where we commit our
resources, what burdens we bear, how we reallocate those burdens in-
ternationally, and what we do with our resources.

But I think, regarding many of the specifics that Mr. Barfield focused
on, where there might be disagreement, the extent of the disagreement
is heightened if we do not get this basic framework of changes into
proper balance.

I think it is very tough on our competitive industries if they are com-
peting on a playing field that is not level because of the way the other
economies are working, in particular because of the government's in-
volvement.

We give the Exim Bank a war chest to try to fight the underwrite,
which these countries use in their aid program in order to gain the con-
tracts. Our competitors ask, what can we do? We can beat them on cost
and quality, and then they take the contract away from us because their
government comes to the bargaining table and says to some developing
country, if you give us the contract to develop this communications net-
work for your country, we will give you $50 billion, or $100 million, or
$200 million of aid.

You do not want them to do that. But if they will not back out, I
think that you have to fight fire with fire, and that is why we gave the
war chest.

I'm sorry; Jeff?
MR. BARFIELD. I would like to interject on the trade issue. It may not

be popular here, but I think, as to pragmatic ideology, we can defend
the trade policy, with both parties as highly pragmatic, since 1945. We
have greatly benefited by the multilateral system. We have greatly
benefited by trading, by gradually moving tariffs down and then
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gradually moving to try to do something about nontariff barriers. You
would have to go back to the so-called golden age between 1870-1914
to see economies benefiting as much as they have since 1945.

It is simply not true, and it is a delusion to think that our problems
are because we do not have level playing fields. We have uneven ways
of screwing things up over here, with buy America products and volun-
tary export agreements, and all kinds of ways that we try to manage
trade. Our competitors are saying, you guys are screwing around with
the system, too. The point is not to look at the way that people distort
trade, but to try to find ways to get out of doing that.

To come back to your point, it is certainly a delusion for the United
States to think that if somehow the trade practices of Japan or Brazil or
whatever country were changed that we would be more competitive.
That starts with the trade balance. Our trade problems in the 1980s,
which produced so much discussion, were basically a result of micro-
economic factors. And some, you are getting at, and I applaud you in
this hearing; that is, that we did not save to-cover our investments and
expenditures. If you don't do that, the money comes in to help you out.
We were lucky to have that. It was not because of some uneven playing
field.

SENATOR SARBANES. The difficulty I have with that analysis is that it is
searching for a factor, and my view is that there are many factors. Of
the many factors, I am sure you would agree with a great number of the
ones that I would detail. We probably differ in that I think that the other
countries have played the trade rules.

MR. BARFIELD. A minor factor.
SENATOR SARBANES. The PRC has a surplus. Our trade balance is the

second largest negative trade balance with the People's Republic of
China. Next week, we are going to have testimony from Secretary Mol-
ford, required under the 1988 Trade Act, about countries that are ma-
nipulating the currencies and trading arrangements in order to gain
advantage.

When he reported six months ago, the PRC was highlighted as a na-
tion that was doing exactly that through their licensing process and
their currency process. They have gone from a roughly equal trade bal-
ance in 1986 to where they are going to have a $15 billion trade surplus
with the United States. That is only one example. I can cite others. Tai-
wan, which had begun to improve its position, is now lapsing back, and
I can go through the list for you.

I am not asserting that that is the only cause of the trade imbalance
and, in fact, I think that there are other very significant causes. We have
been touching, I think, on a lot of those here today as the focus of this
hearing. But I do not accept the proposition that that is not relevant.

MR. CHOATE. I would argue that it is very relevant. You see slave la-
bor with the economies, you see child labor, but with the Japanese and
the Europeans you see a fundamentally different economic structure.
For example, Japanese manufacturers have open access to buy manu-
facturing capacities, to locate facilities and to sell here. Sixteen percent
of our manufacturing base is foreign owned. Less than eight-tenths of I
percent of the Japanese manufacturing base is foreign owned.
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SENATOR SARBANES. Eight-tenths of 1 percent?
MR. CHOATE. We have open distribution systems here. You have ex-

clusionary control distribution systems there. We wind up here where
banks cannot own and hold major equity. The banks stand at the center
of the Kereitsu relationship inside Japan. So what we are really seeing
here are economies that are fundamentally organized differently. It has
a major effect upon not only trade, but investment as well.

It seems to me that our challenge, now that we are freed up from the
Cold War, is one of three things. One, we ignore the differences, but I
think it will cost us greatly. Second, we attempt to bully the Japanese
and others into being like us, which is going to cause enormous fric-
tions and I think is most inappropriate. Or, third, we find a way to deal
with them as they are and not as we want them to be.

The objective is to expand trade, not to impose a free-trade model.
We equate free trade with expanding trade. We can get expanding trade
in ways other than free trade. If the Japanese and Korean and Taiwan-
ese economies are not structurally possible of having free trade, then
the question for us pragmatically is to figure out a way to expand trade
with them.

SENATOR SARBANES. Mr. Courtis, you said in your statement that you
expect Japan to surpass the United States as the world's largest econ-
omy in the next decade. Then you said that that would, perhaps, leave
the United States as the leading political power, but it would mean that
America would have slipped to second place as a world economic
power.

I have to say I have my doubts about how long you can remain the
leading world power if you have lost your economic position-particu-
larly in a world which hopefully appears to be changing in the direction
where military power will be less relevant, because you do not confront
another hostile superpower in which you then assume the leadership of
the other block in containing that superpower.

If that position fades, it seems to me that the competition in the fu-

ture is going to be more and more in the economic arena, or at least that
is going to be an essential underpinning. I am deeply concerned that the
United States has moved from being a creditor to being a debtor nation,
beginning in the late 1970s and then intensifying through the 1980s,
with these large trade imbalances. It is hard to stand tall in the saddle if
you owe money to everybody you see as you ride into town.

I think that we find ourselves in that position, so I have a little more
concern about this than the "perhaps" comment would indicate in your
statement. Do you have any reaction to that?

MR. COURTIS. I agree totally with you, Senator. I would go further and
say that if this were to happen, we would be setting ourselves up for a
great deal of instability in the world, because my view of the way
things are evolving is that it is not obvious that we can depend on Ja-
pan, at this juncture, of being willing and ready to step in and assume a
political center of gravity for the international political system in this
eventuality.

Indeed, were they to step in they would, of course, do it on their own
terms and with their own values, and America would have to deal with
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that. America would have to deal with the issue of control, where an in-
creasing element of control over major strategic decisions about tech-
nology, industrial base, financial decisions would be made elsewhere.

Small countries have had to deal with that. My country, Canada,
lives with that. Belgium lives with that, but they don't have the preten-
sion and they don't have the responsibility of being the ballast for the
international political system. So, if we get ourselves into that situation,
then what could become a golden era with the end of communism could
very quickly slip through our fingers and, like in a fog, it would be dif-
ficult to find that opportunity again.

That's why I think it is so fundamentally important for America-and
I say that as a non-American-to address this issue today, because, in a
sense, what is going to happen through the mid-1990s is already de-
cided. It is already in the pipeline. So, if America does not address this
issue and turn the ship of state in a new direction from an international
competitiveness perspective, the next decade will be over before it be-
gins.

SENATOR SARBANES. I think that that is a very perceptive point. I
heard Shirley Williams speak on this issue, and she said that no one but
the United States could play this leadership role. No one else. The other
countries do not want to play it, as a general proposition, and, if they
tried to play it, they would get a negative reaction' from a number of
other countries.

It is interesting now that the Europeans want the United States to
continue its presence in Europe because they perceive it as an impor-
tant balance in that environment. My own view is that the American
people are prepared to meet that responsibility, but it has to be in a con-
text that is broad enough to encompass meeting what they perceive to
be our domestic needs as well.

In other words, I do not think that there is a strong "America first"
sentiment, but there is the notion that America ought to be equal. Our
own domestic needs need to be addressed at the same time that we meet
our international responsibilities. If we fail to meet the domestic needs
that we have been talking about today, we will lose the capacity over
time to meet our international responsibilities.

Domestic and international responsibilities are interrelated, and our
ability to address the competitiveness and productivity questions here
at home, these investment questions that you are talking about, are di-
rectly related not only to our own internal standard of living, but our
ability to help sustain a peaceful and prosperous world environment in
which to move forward.

Gentlemen, we thank you very much. It was a very helpful panel, and
we appreciate it. The Committee stands adjourned.

[Whereupon, at 12:15 p.m., the Committee adjourned, subject to the
call of the Chair.]
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