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ITntenductian

Acrording co wost cyclical indicatees, the U.%. sconomy 25 cojoying ics
fodtth consecutive year of recovery and the Eantfure looks beight. Inflatlonm
has been curbed, inferest pates are way down, the federzl defisir has hegun co
drcline as a share of GHWP, apd the dollar has Eallen, improving the
competizive pesition of U.5. sroducers on wetld markebs. The scock marker has
responded to all this good news by staging dramatic gains Juring the last
several months, leading to & cremendous gain In wealth. The signs for the
fauture appear bright.

Behlnd rhese gond omens, however, are some significant Crends that woroy
4 number of policymakers and academic economizcs. To ses these trends, one
must loak beyond che domestic economle situation ko the world ecrnomy and the
U.5. pesition in it. From such an intertnatipnal pevspeccive, the future scems
Fraught with potent{al pitfalls, both for the U-.5. and For the rest of the
warld. These pitfalls are rocted in a series of profound changes and growing
imbalances that have rocked the world trading and financial syastems in recent
years. Therefore, bo uiderscand che ecoamiele problems of the Futwure, 1t is
negessary to study the internaciensl sconomic developments of the recent past

and the changing position of the U.E. in che world economy.

I. <hanges in the World £concomic Environment

The last decade and one hall have witnessed dramaciec chonges {a the world
aconony Wich profound consequences for individual pacinons.  Some of Chese
changes, such as technolagical developments in prodociion, transpocbation and

communications and cheic incegrating offects on product and capital mackets,
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are permaoent and are net dizectly ried to che policy cholces of any natiecn or
graup of natloms. Ocbers, such as anprecedented wolstility in exchangse rcates
and related changes in the magnitode and direction of glebal eapircal flows,
man be traced to policies of individual nations or groups af nations in which
the .5, has played a4 major role becawse of its deominant econonic and
policical power. Alrhough chece have Been 2 hose of permanent and
policy—induced changes, Tive stand out az central deberminants of recenc
economic histeory and Future econcmic performance:  dramatie changes 1o the
torng nf trade betwesn commodities and manutactured poods; major changses io
world credit market conditions ineluding dramatie swipgs in real intersst
rates; 3 major increase io global capital flows, sed major shifrs in che
diraction of such flows; & dramatic increase In the volatiliey of exchange
rates and in the influsnce of capital marker forces as opposed to goods marvker
forces on exchange trate determinartien; the rise of the developmental states
and the growth of protecciondst pressuates 1o world trade; and the growing
mobilicy of produccive capital, information, and tachnolagy across national
horders.

Led by ail preices, overall cowmtodity prices rose sharply telative oo
manufacrured goods prices in tne eatly to mid 1%¥ds. By 1977, howewver, the
collapse of nor—oil commodity prices had alceady begun, jolned after 1940 by
the graduaal and then speciacular collapse of oil prices. According to Drucker
(1986}, by L9846 raw material prices werce at their Lowest level in recarcded
nistory ian relacion co Eae prices of manufactared goods and services =— dn
dencral as low ag che levels realizmed in the Great Depressicon and even lower
for some commodities. Ho ooe who lecks carefolly ai the experience ol che

bAast tweoty vears can fgnore the pilvotal role of il prices in incernational



eeonioilec developments and in the econemic pecformance of individual nations.
0il price increases encouraged a ceallecation of resources Lo Snergy
development, resuleed in major changes in the profitability of diffcrent
industries, prodocers, and gountries, fueled che Inflatiomary surge <f the
13705, generated stagflacionmary condicricns in the developed economies, and
praduced the ail suroluses that fipanced the ill-fated growch of commercilal
bank iendlng to developing gountries.

The zecond surge of oil prices in 1978-7% triggered the imposicion of
conkractionary demand policies cheoughoub the develeoped warld. These policies
caused the despasc and mosc prolonged regession in world geowth and trade
sipee the Great Depression. The heads of state of mosc of the developed
econonics lost power bo new leaders as part of this gencral policy shifc. 1In
the U.%. and in sevaeral Eurepean countries, a pew cra of economic conmervatcism
dawned in which che strupgle against inflation was accorded prievity owver che
rradizional tiberal goxls of Eoll employment and greaccer distribational
cquity. Between (980 znd 986, mubscancial progress in the war againsc
inflation was achicved, Lo an imporfant «xCeot because of che slowdown and
reversal ot il and other comandity priges -— and im the d.5. becaase of the
dollar zppreeciacion =— but ooc wicthour signlficant losses in ouwbpab and
unemploynent vates Chat were higher than ab any Time zince fthe Great
Depressicons To part as a reselt of che 1%21-83 recession gnd in part as a
resylt nt the feagsn budset reveolutipn, $he percentage of the aopulation
living helow the poverty level increased and ehe distribution of family
[neomes became more wnaqual in the U.5.

Dverall, wecent econcmic nistory confirms the existence of & painful

tradeaff betwern Inflacion and outrput in marker agonomies. Clearly, che



axtent of che cradecff is Fensiciwe Eo lnflationary expectetions and ko
supply=gide shocks For such pririecal commodiries as oil. after a prolonged
pericd of econcmic =lack, sheorc=run progress in reducing inflacionary
expectationg has beon achieyad, bub it is not certain how Long—Llived such
progress will ba.  Except for what may turm out Lo be an ephems2ral change in
lnflarionary expectabions, sirtwally nothing has becn done Lo foprove the
tradeptf becwecn Inflation and ppeput over cChe long tunm. In particular, there
have been ne institutional {pnevatlons in labot or produck markées, such as =
mgvement away from wage Lo Ingome—sharing concraets, the introduction of
cax—based ipcome pelicies, or the strengthening of Labor adjuStmenc programs
that oight nawve weakened the links between demand growth and apward presssure
on wages and prices in the furcuree.

The switch En ﬂnti—iﬂflationary manetarty policies in the developed market
economies along with the decgline in the surpluses of che oll-exporting
counkties pushed real interesc races up sharply. Borrowing decisinns thac had
seemed prudeat given high inflaction, low interesk tates and high oil prices
suddenly became disasCrous. Tn che U.5., che consequences of such decisions
showed up in a record oumber of hankrupbcies, hank failures and bailours, and
prowing economic difflculeies in regleons dependent on oll, agricnlture and
other natural rescurces.

Higher teal inkerest rates and weak demand in developed countrey markets
together fostered growing debt vepayment difficulties throughout che
developing world. For oil rich countries, like Mexico, Nigeria and Yenczuela,
che fall in oil prices added an extra blew. Whezcas during the 1370-80
paciod, cacal aet real fimsaneial flows to the developing countrles grow by

9. 1% a year, they Fell by oaarly FOX betwasn 1980 and 1%84, Confroneed with
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the need co E£inance 3 net tranafer ko chele credircors, west Ladebted
developing cowtrices were forced inte austerity and even chen Sometimes found
chenselves mablie o service their debr.

Meanwhile, as the devaloping countrics of the world found chemselves
inereasingly starved of capiczl, ooe of the richest counkries ian the world
bugan to artttzct buge capital inflews. The resalt waz a dramacic shife in the
direction af inrernacional capital flows aleng with contimued growth in their
slwe. Althowgh capival flight feom lndebred developing countrles played some
role in the Elow of gapical ea rhe U.5., much more significant was the rise in
pelative real interest caCes and other real raktes of returia In che U.5. The
eliminarien &r liberalization of capital eontrels In the developed economies,
exfending even to Japan by 19851-87, alaagr with advances in telecommunicacions
and innovations in bauking, provided che institutilonal framewory withla which
investors oould move huge amounrcs of funds across npacional borders to chase
higher returns. The rezulricg capital flows dwarfed trade flnows by
compariscn. By 1385, the gnpwal walue of transactions oo che London
Eurcdollar market reached 515 trillisn, ar lLeast 25 times the value of world
trade. Lapital mobilicy, as expected, created strong links hebwoen internsc
rates around che werld. Thus the upward thrusec of inteeesc ratez in che 17.5.
cxetrbed apward pressure on iatercst rales in Curope aad Japan, thus
reskrigting the abvility of individual countries to pursve independent
ifnterest—rate Cargets.

A third area af chanme in the werld seooomy == aond one thag is glearlwy
t=lated ko greater capital mpoibilicy =— Iz che behaviotr of exchange rates.
Short—tetm wolacillty of exchanpge tates, hoth in real amd ic tominal Lerms,

has boen omne of $he most striking fearures of the Flexible exchanus race



gystem. This wplatiliey io turn has resulted from the growing influence of
capital-market conditions as opposed bo goods—macker condibions on exchange
rate gdetetmination. While short—-run changes in real exchange rares caused by
changing capital market conditions intreduce short-rum volabiliby inte rceal
exehanges rtates, existing empirical evidence sugzests thae such woelarility
poses no Cthreat to the international trading system becmuse Forward cxchange
vrradlng allows imporiers and expocters to hedge the tisks of such wolabllity
{¥enen ang Rodrik, in Ohsrfeld). What does pesa a severe Chrest, howewver, are
legng-term misalignments of exchange ratex Ecom purchasing power parity levels
caused by capital market comdiclens. With flexible exchange rates, the
fraquency of real exchange rarte cyeles has increased as bas che frequency with
whirh the real econonic costs of misalignment have becn Lacurcted.

The dramarie real appreciacion of the dollar wis—a-vis the Europcan and
Japanese currencies between 1980 and mid—1985% i a scunning example of such
misnlignment. Thera iz widespread agrcement chat che dollar has been
"overvalued" relative to levels that reflect underlying compatitive gonditions
i0 Uas. and lafelen goods warkecs for acr least six vears. There iz alse
widespread agrescnent chat this avervaluation relative tn purchasing power
parity has resultad from the bidding up of the dollar’s walue on world capital
matkets. The scrength and loogewviey of the dollac's ceal appreciation has had
profound real econcmic effects boch in the U.53- economy and around Ene world.
In tne parlance of aconomists, & "shoek" in assers mackets has produaced o
gevete "shock™ in product markets. Bur whereas assct amarkebs can adjust
quickly ta disrurbances in goods mackcees, the situstion does pot apply io Che
reverse, Jobs leost, fagkories shar down, sroduccion locatced anroad Aand crade

pattarns chaaged in cespense bo the higher dellar hawve imposed substancial



manufactured goods orobected by nan-taciff rescrictions increased from 208 in
1980 co 353 in 1982,

The growing importance of pon—taciff trade barriers has also rvesulted
from the growing share of world trade accopunted for by rChe developmental
staces of Tast Asia, patticularly Japan, Korea, and Taiwan. A crivical
fearure of these states is the conscious use of a variety cf domeseic cCax,
credie, tegulatory, and spending policies to oromote cxparts and te limic
domestic mather aceess to foreipgn producers.  AastaciCy orograms have
strengthened similar pelicies in indebrtad developing councries in other parts
of che world.

The fifth pnd arguably most Fundamental set ot changes in the world
economy stems from underlying changes in production and communicationsg
techaologies. The new technologies permit net only the incccasing fntegratfion
of world fapital markers bur also much greacer decentralization of productiom
and distripution facilities scross narilonzl boundaries. Joos thabt previously
had te be located close Lo one another can now be widely scatterad throughout
the world- Thus the new tfechoologies bhave bastenad the agtomacion of
labor=intensive jobs wichin the developed countrices and the migration of many
Iow-wage, low-skill jobs from these countries $o the develoyping world.

In the aew tecnnolegical environment, the production location decisicns
aof large maltioational companies that Aaccount: for a large shace of world crade
Elows are fnceeasinzly driven by considerations of labor qosts and government
policies ia differenl countries. From a nactional perspective, with physizal
capital and the rechrnology embodied in it moce mowile acress national
goundatias, compecicivencss in world warkets depends increasingly on Cche

price, graduccivicy and skills af labar and an goverowment oelicies that affeet



the relative accrvacclveness of locating production facilities in a particular
country- in this new global epvironment, the scope tor petential gonmflicrs
between the profic sbjectives of mulcinational companies and the production,
egployaent and trade objectives of nakional govecnoencs becomes even greaiet
rhan It hag been jin the past.

The greater international mwobility of capital and technology and Che
decencralizacion of produckion it entails tequires a rethioklng of Ehe forces
upnderiying national crading patterns. Im a world whers labor is the only
immaobile factor of production, standard theoties of compacratlive advantage may
net be relevant- 1In a world where che afwestC pracess or product technolegy
diffuses rapidly accoss natienal borders, often as a result of the global
production strategics of aulrinational firms, the standacd product-eycle
thesry of trade pust also be te—examined. In such A& world, che ability of an
innovater to capture the tefuras Ca a new product of process depends mok
gimnly on being the firse co marcker bub oo romaining compebitive in
incernational markets as the innovation diffuses o ather producers and
logatiens throaghoor the woarkd. Ar a natiomal lewcl, the fmplications of
these rrends are clear: mnaintaining or streagthening A compefifive advantaps
basaed nn technolagigal inmovation will be an insuffisienc fouadacion Eor
continued growech in nationmal income and for maincainiog an vxcernal trade
balance. Wicthour a "cowplemcacary™ compebitive advancage in relaked
mwanafacturing capabilities (Teece, 12A5}, inaovating countrics stand to lose &
latge share pf the commercial returns to their eescarvch eftorts Eo other
countries with superior manufacturing perlormance.

Pimally, the growing Importance of hiph cechnolopy peoducts in £otal

warld Eeade, particnlarly among the advanced industcrcial councrics and between
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them and the newly fndusteializing countcies, calls into question the
presumotiaon bhat a policy of free trade is always welfare-improving at the
national level. &8s rhe new trade theories develpped by Helpmann and Krugman
(19243 and cochers indigate, under condictions of imperfect cempetition or
externalities — conditions that are characteristic of high tech prade — a3
cempotacy government pelley of ilmpori prokection or cxport prometicon can
generate a long—term gain in national welfare. & recent study of Japanese
poliey toward the sealconductor industry provides a tellios example rhat
ihlustrates chis theoretical proposition (Borrus, Tyson and Zyaman, 1985].
Oversll, Tecent technological developments bave begun to change the
pattern of trade flows among countries and will ceontinue o do so even more
significantly in the Future. This iz aot surprising once one regognizas chat
what s at work is not siaply a gseries of small technelogical adjustaents but
a Fundamental rechoological tevolucion {(Cohen and Zyszan, L98B). (More om
inplicacions for patterns of compebition, or nmeed for inscirutional

1o0ovALLom. )

11. The Changing Positicon of the U.5. dn che Wocld Ecoaomy

Looking ar the position of the 0.5. in the changing pglobal oeonomy during
che last ik wears, two hasie featnres emerpge. First, the lonpg-—term dasline
in U.2. international compebitivensess thabt began ia the lare 19605 has
aontinned, ocbsgored in part by the strengch of the shorc-tecm cyckical
recovery in 1984-§5%. Second, as in the past bub with potentially more
dangerous leng—term ecesulcs, U.e%. policymakers have continued bo exhibilf a
"serene irresponsibility” to the effects af domescice policy cholce on the U5

compecitive position in the world econowy, oo ecconowic conditiens in che resc
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af the warld, and on the scabilicy of the ilaternational trading and financgial
gysbem {Garten, L985; Schoidt, L98&£). The insensitivity of che Reagan
adminsitracion and Copgrags to these effects is all rthe moee dramatic when
confrascred with the cleat lessons of growing global interdependence thar
emerged from the experience »f che 1970s. Instead of fashigning policies of
greater international coordipation and negotiation to gope with the coscs aund
reap the potentfal benefits of such interdependence, the U.3. undec Reagan's
leadership set oub ba reazsect J.5. auconomy In ecoppmic as welil as in
wilitary affzirs, unmindfal of the constraints posed by growing economic
intetdependcnce,

The mosi dramatic evidence that U.5., policy cholces during the last six
¥ears were nol consisfent with ics compecicivensss and its internapianal
responsioflities over the longer run is the dramatic increase in the T.3.
trade deficit and in U.8. borrowing [rom the resc of the world. During the
1980—-585 pericd, there was 4 massive deterioracion fn che U 5. trade defigir.
By 1983, the trade deficit was double the level rhat had prevailed duting che
previons Five years amd was nearly double che largest crade deficic ever fun
by che Uaited Stares or by any other country. Berwees L98% and 198%, the 1.5,
trade deficit mearly deubled in size Again, teaching a recocd 3124 bI1lion by
the year's end. The detericration in the 1.5, erade posicion was droad based,
oceursing {0 mosSC major oroducts, even tnose such as high technalegy oroduceks
in which the J.5. has kraditipnally run a surplus, and wich all major tradiog
parkbners, even those such as the BEuropean cconomies wich which the U5, has
tradirionally run a surplus.

Massive trade deficlts were warcched by locressing infleows of Foreigo

gapital that covered rhe difference betwecn the walue of what ehe U5, sold to
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the rest of the world as exports and the waloe of what ic purchased Crom the
rest of the world as imparts. &y 1934, rhe rate of U.3. mwet nacional
borrowing as a percentage of GNP exceeded that of Brazil and financed over
gne=rhird of .5. net national investmeat. As 3 result of huge capital
inflows, U.5. liabilicies vis—a~vis the test of che world incrteased sharply,
and by mid-1935 they exceeded U.5. assets in che rest of the world, thus
making the 1.5. a net debkor for the Eirse time since §917. In a Eew short
years, the U.%. had sguandered the accumuluted [oreign assets of 71 years as
net creditor, Fo become the largest debtor nacion In che world.

During the period of mounting trade deficts and massive capital inflows,
the openness of the [.H. economy concinued to grow. Trades 3s a share of GHE
ineragsad to sboaur I1E by 1935%, op from only 9% twn decadss age. By 1936, an
estimated TO¥ of [0.5. manufacturing curpur was sdbject o internacicmal
competition, and neaely 40% of i.5. agricultural sales went o foreign
marhkels, PFor purposes of both analysis and pelicy making the U.5. ecoaomy
could no longet bhe Eteated a3 a large economy for which trade was relativelyw
umimportank.

Domestic economic policy cholces were the major cause of the msuncing
N.53. trade defieics of ehe last s=ix years. Uodee che gulse of supply—side
egonomics, the fFiscal policy concocted by the Reagan adminlstration, with the
consclous or unconscious help of Coogress led te budget delficics of
unprecedented lavels. By 1985, the budper defiecic reached 5.5%% ot gross
national product. The interaction of the deficic with 0.5, monebary
conditions became the major fnfluence on the world econcmy and on the UG5,

pesition In ic.
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Domestic fiscal aod soactary coadicions were the singie most impoctant
dorarminanr of the trade deficit inm the short run. Fiscal seimulus co che
coonemny from tax cuts Aand Increases in government spending fueled a Keynesian
demand expansion that propelled the UV.5. recovery begioning in 13683, The
cxpansion in U-5. incomes and speonding predictably spilled over inte growth in
l.%. imports. At the same time, contioued stagnent aor recessionary coaditions
thioughout Europe and fapan restrained demand [oe 5. expotts. The restraint
wAY even greator in zeveral developleg councries, incluodiag Braxil, Mexien,
Arzentina ang Chile, where debt repayment difliculties requirced major cukbbachks
in imports, a latge Eraciion of whigh game Etom the U.2. The lacgesc debror
developing countries, including Korea also meunted majer expoct drives co the
inited States == o of chelr wain export markets —— In order to earn the
forelgn exchange required co servlee thelr debe.  Hearly 3% of the increase
in exports from Lacin American debbor countries during the 1981-E4 pertiod went
to the U.5. According to estimates made by the Council of Economic advisers,
pechaps as ouchh as ope=fuarcer of che deterioration in the U.3. trade deficit
in 1984 pay fave beep the resdalt af the dedr crisis In Lating America and its
affects on U.5. impores and exports.

Damestie monecary znd [{scal policies were alsc a major impetus boehind
che dollar’s appreciacion Wwhleh i1s eccecdiced by many economistes as cesponsible
far at least ane—half and perchanps as much as cwo—thicds of the increase in the
crade deficic beorween 1HEC and 1985, LSrowing [lscal deficits foreed che
federal goverament to becowe a major boreower on .5, credlt markers, while
momeracy policy followed 3 rescrictive or at least cautigusly expAarsionary
course that kept ceoedis warket conditioos Cight end liwited the avallabilicy

of fendz. TIight supply condicions on domestic credit markats, comnained wich



rapidly growing credic demand [ucled by Ehe fedeval deficlt, drove real
intersst rates up, and higher real isterest rates in turn acted as a magnet
for foreign capical. TDeregularion, changes in tox policy, and the sbroog 1.5,
recavery after 1932 alse made 0.5. finaocial instruments more accractlive to
Foreigners. Foreipgn demand far 0.5. debt and equity investments was Che
principal force behind ehe appreciation of the dollar.

The lioks between the government deficie, the trade deficlit and foreign
capital iaflows are also spparent in national accounting {dencities. The
axcess of domestic invescment over domestie privace and government saving (oo
dizsaving in the casas of & deficlt) asust equal the amount of bacrowiog £rom
the resr of che wnreld or the current scegunt deficit. During che 19860-65%
peried, U.5. reliance o0 such borrowing increased because che execass of
domestic invesrment over domestic private and government saving incrcased, aud
[oreign capltal was attracted to ¢ower the gap. The rtise in raal intetesc
rakes was the magnet drawilng [orelgn rapital. The main reasoen for che gap was
the ipcrease In the goveroment deficit oc goverowment "dissaving." Giver huge
govarnment borrowing needs and the gradual recovery of private investoent Lo
1978=7% levels, albter a stecep plusact bebweca 1950 acd 19243, domestic saving,
although tising 83 & share of GNP, was insnfficient to cover domestic
fip#ocing requirzments. From this macroeconomic perspective, the fundamcoral
cause af che huge crade and currear account deficits realized in che 11.5.
atter 1982 was the macTasgcaonomic imaalance created by the unprecedonced slze
of the federal government deficit.

From thnis perspeckive, it is also ipteresCing Lo conbrast the behaviao ot
Japan and the Uaiced States. 1In Japan during the 1980-84 period, conCinuod

decline in the private investment rate and the povernment defiecit, comblned
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with continued higzh privacte saviay, resualted In a growing excess of domestic
gaving over domestic finmancing regquipemcnts. This ewoess was reflected in a
growlng current account sutrples and growing capical osurcElow Lo Che rest of the
werld. During cthis perind, Japan rapldly becoeme the bhiggesr natipnal exportaer
of capital and the 0.5., reflecting its growing nartional financing
cegquirements, bacame che biggese nacional ioporcter of capital.

Until lave 1285, the eBfapts of cthe 0.5, macen imhbalance on ehe dollarv
exchange rate and the trade deficit weve either nob anderstood or widely
disregarded by the Administrarlon and most membess of Congress. To paraphrass
Nixon's famous quote on the lira, the architects of U.5. fiseal poolicy acted
a5 if ehoey did not "give 4 dampn about the valwue of che dollat.” Yet ehe
dollar appreciation, hziled by come az a sigr of scrength of che 4.5, econony,
weakened the already precarions competitive position of 0.3, producers in
wirld markecs. The aporeclition made 1.8. exports sigonificantly mace
cxpPrnsive telacive co foreign compecition In world markers and made Eoveign
products signifigantly less expensive relarive to domescic goods in o5,
markebs. O(ne recent study suggests that prices of wanufactered goods produced
in the U.3. rose by ueatrly 30% compared to prices of maoulactured goods
produced by the majer trading parvtoers of che U.5. over the 159B0-R% period
chorabaseh, 1%8%). 4 relative price inercase of chis magnitude sSharenly
reduced the price comeoetiCivaepess of L.%. exporbs and was the major factor
behind pooe export performance.  (Ig 1984, teal exporcs were 14 partcent lowar
than cheie 1980 peak; the comparable declioe io manufactured goods exports was
1f percenl.)

Om che imporlL sles, the relative increase in the prices of domestic goods

eneoutaged a major carge in dmporks, as domestic consumers switched ro
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relarively cheaper foreign products. (1964 imports were 31 porcent greakber
than their 1980 level in veeal terms: the comparable figure Ier manufacruered
Foods jmpores was &7 percent.} It is impoartant to note, however, that the
gffects of the dollar appreciatinen on imporC prices varied among product types
and were not always as greatr as a simple look at exchange rate changes would
have ipdicated. For example, at zn aggregate level during che 138084 perioed,
ghe dollar appreciaced in real terms by approximately 32% againatb the
cderenciss of the orher industrial countries. Duriog the sime period, che
aggregate import price Iindex for a fiwed basker of goods imported ints the
United States decreased by Less chan 2%. This evidengs indicates that the
dizzying rise of tne dollar did not translate ince anything rvemately like a
comparable reduction of prices for maoy itmporfs. Indeed, recent evidence
indigataes that impore prices of Einfshed manufactured goods increzzed on
gverage between 19580 and 1984, with declines lo impork priges oocurtiog in
foed, raw materials and semi-manufactured produck categeries {Dornbusch,
1%85%.

This evidenee s disturbing for two reasons. First, it implies that
cipcriers to the U.3. sctively adjustsd their prices Lo competitive conditioms
an J.4%. markecs rather chan passiwvely allowinpg chem to fall in response to the
dollat'sz appeeclation, The consegquence was that 3. consumers did oot
henefit fully from the lowet prices that the appreciation by frseli might have
produced. ITnstead, some of the aotential price benefits of the appreciatinog
went into higher profit margions for foreign producers and For assurcad
oiddlemen, imporcers and retailers. Second, the rapid growth in ioports of
manufactured goods cocourred despite relatively small price reductisns, or for

many products actual price [heceases, suggescing that for maoufactured goods,
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tne appreciation of the dollar may o2t have been as importanC 4 [actor as
genetrally thought behind che growing import penetracicn of U.5- markers. For
many manufactured preduccs, cspeclally high cechoology products or those with
a high degree of product differeptiatiom, in which price competicicn s
relativeely less igportant than non-prlee competition an the basis of gualitw,
reliabilifty and atner product chacacberistics, continued gaing in impoerc
shares during this pueciod cannot be simply explalned away by reberence to the
appreciacion of the dollar. To understand this development, Che factors
urnderlying a longer—kerm declioe in the competitive posificn of the U.S.
ecoiomy must be browghc intoe che pictute.

There iz a heaced debate smony economiscs about che existence of 4
long-term competitiveness problem in the U.5. ceconomy. The domipaor wiew is
thar given the "cortect exchange rate, U.5. firms would be able to compete
successinlly in world markeks and ehe 0,5, merchandise trade balanes would
decline dramatically. To seoaoniscs and policymakers who are Woreied abooe a
competitivensss problam, this wiew, while logically correch, miscas Cha
crucial point. Cemperitlveness is not simply 2 meazure ol a nacion's ability
ta sell sbroad aznd to maintain a sustainable erade position. The wvery poorcest
nations in the world are ofgen able £o do thar quice well by exchanpe vare
adjuscments.  IF tneit produnccivicy lags behind that of cheir crading
2Arcaers, bhey accept a gradual decline {n che walus of thelr curreney, theirt
telacive wages and Cheir relative standard of liviog.

Il mational competitiveness is defined {n the hroader =ense as the
ability to combege effectively in world markets while simulidneogsly raising
real incomas, chen there are several iddicarers chat chers has bees 4 secular

decline in the G.5. competitive posiCion heginning in che mid-l%&60s. For
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evample, the D.5. merchandise vrade balanes, which was positive from 1883 to
1970, turned negative im 1971, and exeept Lor 1973 and 1973, continued o
downward Erend throggh 1980 despite a major real doellar depreciacion betwaen
1977 and 1979. The depreciaction d¢id ifaprove the manufactured goods trade
balance in 1979 and 1980, butb did not restere the U.3. share of world cxporrs
of manufactured goodz. This sharce contloued its long—temm gecline, as did the
U.5. share of world exports of high technology goods, praducts Lo which the
.5, is presumed Lo nave a strong compacative advantage. Sigpificantly, for
those who argae chat these declines reflect 2 shift in the U.5., compercitlive
prsition toward gervice exports, Che U.5. share of world 2xporcts of productive
zervices, as apposced Co trade repréesenting carnlings o9n oversgas Investmant,
zlso decliaed during the 1970s5.

Perhaps the mast telling evidenee of a lopg-term competitiveness problam
comes from an examinatfion of 0.3, peodactivicy performance. In the decade and
one~half Lefore 1983, there was a pervasive and substantial decline in
produgtivity growth rates throjgghout most sectprs of the Amerjcan economy.
Moreovar, far af least that lengrh of cime, produccivity grew far less rapidly
in the lUnited States than it did in its mojor frading partners.  L.3.
produstivicy growth Curned up in 1983 and 1984 Iin responsce Lo the coononic
recavery, burC che ilmprovéowmcsnt was oo bettee than {o previoas cconomic
tecoveries and did npot indicate that cthe disappoliarfing longer-term trend in
producstivity had becn teversed (Bauamol, 198%).

45 a result of bwo decades of eelaclvely poor produccivicy gcowth, che
substantial adwvantage in productivity levels enjoyed by 0.3. producers has all
bt digappeared. 1o several sacrors, sach as steel, auros and seniconduckors,

praductivity levelz in okher advanced ceonomics: cqual or exceed U.5. levels.
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It fascer productivicy growth persists abroad, Aas is currently the case, Ehen
what has previcusly been a gradual cacch—up of foreign productivity levels ko
0.5. levels will becoms a grzdual fallback in U.5. produccivicy lewels
relative to those abrrad.

Ttonically, seen Irom a long—Eerm perspective on J.3. compgtitiveness,
the dellar appreciation between 1380 and 1935 far Erom being a sign of che
strength of the 0.5. sconomy was an indication of ifs weakness. By L1985, the
appreciation bad beought the dollar pack roughly to its 1470 level in real
termg. Terf 4 real exchange rate that was assoniated with A current account
surplus in 1970 was associated wicth 2 massive and onsoscainable current
account defieit in 985 (Wrugman, BPEA, #2, 1983). Over the long run, as
pirchaziag-power—parity forcesd galn in scyrength relative to caplitcal-—matkeas
Eerces, this evidence indicates thar choece will hazve to be a substaatial ceal
depreciation of the dollar to reflect the Long—term etvecsion pf the U.5.

competitive position in world markets. In the words of the 1954 Economic

Reporr of the President, "co believe otherwlse would be to believe that U.5.

producers can continne to be priced oub of world markets and that the T.5. can
continue ko run LZ-digit trade deficits indetinitely.” [(LCEA, 1984, p. 5735,
Siguiffcancly, despite supply=side rhetocdle, Ua5. policy chaices duriog
the lasr six wears falled to address che undeclyiag sources of che logg=-run
declineg in [0.53. competitiveness {see Thurcw, 1933). Investment rates, while
rising from cyelically depressed levels in 1931-32, remaiced low comparcd to
our hajor campeclcars, and the 0.3. saving rate, already low by iatecnacinnal
standards, fcll co recoed lows in 1984=B5. Cilvillan eescarch and develapment
althoush increasing in some areas of the economy remaioed a smallec fraction

af &YF than In Japan we Gecwdoy, acd che mest rapld peace—time militacy
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build=up in history drew sclentific and engineeting talent into miligarty
projects with limired commerciazl applicacion for che forezeeable futurs
(Stowsky, 19B5%. The gquality of the U.8. labor force continued to suffer from
long—term difficulcies {o our educational system resulting in higher
jlliteracy rates, poor2r math and scienge training, aod greager drop—out ratas
than in the orher advanced cconomies. Refleering our continecd Iong-term
competicive difficulties, productivity growel scagaaced after mid-1954 and
actually Fell in the mon-farm sectors of the egonomy in 1985 despice our
econonie racovery. (Tax reform issues should go here.)

Whan viewed against che backdeop of the growing debt—service obligarions
of che future, these tvends are particulecly distucbing. Simply pukb, the
magssive amvunts borvowed from the erest of the world haove heen used o fuel
curtent consumption and goverament spending, not to build produccive capaclicy
tor the Future. (Footmote o faflures of defense spending Ecom Fallows
arricle,) Horeover, the disproporciopate burden of a bhigh dollar om tha
tradable goods sectors of the economy has lowersd prodactive potential in
these aegtors relative to what it would have been by depressing iInvestment and
encauraging the ofishoring ol productive capacicty. AS 4 coasequircse,
Agericans will hawe to service Lheir growing interngtignal ehligatipns gut of
human and physical capitail stogks whose growth paths have not been altered and
whose allocacion has shilced coward aon=-cradables.  The resulc wust be chat
furure debt seovicing will exact a lacger toll oo futnre (J.8. incomes than
waliild have been the caze if foreign borrowing nad been used co restors .5,

CoOmpetitivensss.
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[I1T. The Effects of U.5. Folicy Choices on the Rest of the World

Just 5% regent U.5. policy has been shaped «ith cawaller disregard to ks
implications Eor U.5. compeririveness, so it has evinced s woeful lack of
underscanding ot regerd for its effects on economle conditions la the rest of
the world. The U.5. temains the lacpgest gconomy, accounting for 25% of world
GWP, and it is the linchpin o the internaticonal trading snd financial aystos.
Ttms, policy cheices io the U.5. have repercussigns throughout the werld, and
thase in curn resonabe 9ack o atfect the V.%. economy in a varlety of ways.

I.5. macro policy had significant elfects on cconoemic conditions in
Westarn Europe during the last several years. The apprzeistion of the dellar
was especlally dramatle agalnst the West Buropean curcencies, aod changing
curcency valaes along with the strength of che J.5- recovery stréngthanad
demand for European cxporls. AC Che same Eilace, however, Che dollar
appraciabion put upward pressyre on Burtopean prices and forced the Eurapoan
coveITmenls Lo parsae Fighrer moneCacy and fiscal condicions Chao they
ntherwise might have ghosen. These poligies in turn prevented A skronger
tecovery and contributed to the high unemployment tates that plague all the
wajor European nations (Feldsceln, July 1983%. In addicion, high teal
infetest rates Io che U.5. pulled real {oterest rates up io Botope, RKeeplogm
Eurspean investment rates depressed.  This i turs made che dnewnployvaent
aroblen moee Incraccable by limiciug pocentlal ilmprovements o labor
aroaduccivicy stemming £rom a higher tate of ipvestment in plant and equeipment.

The petceivad insengitiwity of U.3. policymakers to the spilleover cffcers
af their choices on the European econcmies cccated a climabe of {11 will

between Che U.3. and ics Buropsan allies. TWucing the first Reagan
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however, were based an the miscakea notion that the debt problems of tha Thicd
World were temporary amd emergency aid would be sofficisnt. They alseo
reflected a basic belief, shared by che other advanced indestrial councrlios
and the inrernacional banking commnnity, that the debt crisis was primarily
the faule of rhe debror countries rather than, to an imporbant =xtent, the
cutgrowth of fundamencal and unanticipated changes in the world econcomy.
Thus, the debrt rescheduling programs Fashioned under U.5. leadership Failed to
gee the debt erisis tor what it teally was: g loog—term crisis In econonic
development the rescluclon of which bhad prafound implicatians far gocial,
ecomomic and polieical conditions in both developing and developed economiss.

fiince che debt crlsis was especial ly severe {n Latian Ameica, an ares
elogely cied to 1.5, pelitical and economic incerests, the failure of L.5.
nolicymarers bo recagoize the longer—-term lmplications of the debk crisis and
te lead aa iaternational cooperative effort for ies resoloution provides a
glaring example of 10.58. insensitivity to economiece Interdependence. Shart—term
austerity policies chat were suppotted by F.3. emergengy rescheduling afforts
in debrar natlens ooC ooly soerscacd che V.5, trade deficit buc more
gignificantly toey imposed tremendous economic pressures on frapgile Latin
American demovracies that the 11.5. was dedicated to support. While the U.5.
devnbed more aid tq bilaterai security assistance and engaged o heated
domestic polficical battles abour milfitary asistance in Cencral America,
centomic conditions in key Latin American countries iike Mexica and Peoru
detetiprated sharply, posing porenclally grearer threscs o megional stabilily
over the long tun.

Ey lazte 19B%, some memberz of the Adwiniscration recopnized the long—teea

natuare of the debr crisis and the need for policy meaxurez Zo encodrage
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addiclonal foreign capital Llows ko mitigate the economic and palikical sesrs
af austerity. The Baker Plan was beoern out of this recogoltion and called for
g series pf aceions co ease the credit dralin from the Third World. The Plan
grged depbor countries to adept a series oF seasares desipned to strengtben
market forces znd to make the conditions for ditect Eoredipgn Investwment more
attractive, In return, the World Bank was encouraged 1o provide mocse fumds to
support such measutes and to supplament balance-of-payments lending from the
IMF. Finally, commerclal banks were asked to lend $20 hillion ewer 3 years to
help Eimance the proposed reforms.

To date, the initiatives of the Baker Plan hawe not been lmplemented to
any significant exient. TEwven if implemenced, che increase in credit Flows
callad far by the Plan is insuflicient to restore positive growth {n per
capita incomes in the gajor debfor ccuncries. On oa et Basis, capical
ot fnnes to floaw out of the debtor counctrles, and the de®ht crisls remains
uneealved, masked oy epergoncy refinancing, reserve losscs, arrears, and
continued asustericy. Meanwhile, the political discantent touchead off by the

dizastrous economic gongguenges of the cvisis continues to hrew.

[V. Future Changes in the World Ecgoomy

The last year witnessed some promizing devalopments in the world coconomy.
Interest rates and oil prices foll st£ill Furcher, providiag a sreacer boost EaQ
cconemic groweth in the advanced induscrial countries and an sasing of the debr
crisis in some Third Warld countries, althoupgh those that depend on oil
Bxporis were badly hutt. Eneguraged by the coordinated {nctecveatlon of che
five maisr industrial countries, the dollar fell subscancially — by abpprc 2L
against a weighted basket nf oarher curreacies —— hetween September 1933 and

June 1986,



additional forelgn capital flows o mitigate the economie and polirical oosbs
of austerity. The Baker Plan was boarn oub of this recogoltion and ealled for
a series of acclions Lo ease the gredit drain from the Third World. The Plan
urged debber gountries fo adopr a series of measures designed Lo streogtben
marker forres and ts make the conditions for ditece foredign iovestiment more
atteactive. In return, the World Bank was encoucaged to provide more funds to
suppott such measutes and ra supplement balance—of-payments lending Eeem the
1MF. Finally, commercial banks were saked to leod 320 billdien oves 3 yFe=ars to
help [inapce the propased reforms.

To date, the initiatives af the Baker Plan kave aot been implemsnted to
any significant extent. Even if impleacneed, che ilncrease im creditc flows
called Efor by che Plan {s Insafficient to restore positive growth in per
capita incomes in the wajor debtor countries- n a net hasis, capital
continnes to flow ouk of the debtor countrtiea, and che debht crtisis remalns
uakesnlyved, masked oy cmpergency tefinancing, reserve losses, arrears, and
gontinued apstericy. Meanwhile, the political discontent touchead off by the

dizastrous economic conmeguanges of che crisis pontinues [o hrew.

[¥. Future Lhanges in the World Economy

The last year witnsdsad =ome promizing developmenots in the world coonomy.
Interast rales and oil prices feoll srill further, providior a gredter boost Co
acgnomic growth in the advanced {nduscrial councries and an gasing ol rhe debe
crisis in some Third World countries, althoupgh those char depend on oil
PXPOrEs wers badly hurt. EBnoouraged by tie covcdinaced {aterveacion of che
five ma‘or indusLeial ecounrediss, che dallar £ell substancially — by aboue 20X
against a welghced basket nf other curcenciss — hetwesn September 1935 and

June 19346,
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Interpationally, U-S5. policy was marked by growing cecofoicion of che
need for geeater negotiatien and cootrdipation with other couniTles Lo attack
the major difficulties confronting the world econgmy. I[n addition to
supporting coordinated intervention in Toreipn exchange markets and unwvelling
the Baker Flan for clhe ipdebted countties, che Y.5%. alsoe pressed fop
mechanizne of macrosconemic policy coordinacion awong the advanesd coancries,
pushed {t3 alligs re adopt mowe tapid growch to help ease trade [pbalances,
and tobbied to begin a new round of GATT trade negotiatloas. JFntensa
procecCionist pressares in Congress were s majoer impetus behind a4ll of these
initiatives, forcing the Administration po falke accion to improve the i.5.
ccade iwbalance or face Che vawelcoome prospect of succersful prareercionist
legislacion.

Although There have been several zusplelous changes in underlying
eoonomic conditions and policy directions ip che last year, the Furure remalins
fraught with difficulties. These difficulties are the legacies of che policy
ercors and resalting imbalances of che past several years, and thay will posc
major policy dilemmss for U.S5. and watld leaders theowshout tne coming decade.

In the 11.5., two major problems Cowstr above the others. Fipsr, despice
the sharp decline [a the dollar's wvalue, the 15.5. trade aond surfenr account
deficits remain ynsustaipably large. Tha short-run daopger of concpinued
deficits ac current levels is the possiblicy of a precipitouns decline in Lhe
dollar's value if Foreigners suddenly begoms reluctant to lend o che UTS‘ at
current rates. 1f the dollar ralls soddeply and sharply before there is a
resalution Lo Ehe budpet deficit and savipge gap problems at home, rhen che
reduced foreign capical inflow would mean sharely bigher interest racos and
teduced invesCment. This tall in eke dollar woold alsas intensity ipflacionarcy

pressurcs af home. Taken togecher, these developments would resulre in
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stagflarion and would strengrhea aleeady Strong protecticaist presspres.  [1.5.
recepession amd protecrionmism woeuld splll over into recessionacy condicicns and
A worsenine of the debr crisis abreoad. {Inflarionary alcernakbive.)

Even if the U.5, aveids the "bard-landing' of 2 sharp drep o the dollarv
and ensulng stsgflacion, io che long run it still Eaces the necessicy of
gervicing Its growing loeelgn debt. Sy the end of 1986, this debt will be
greater than the fareign dehbks of #ra=zil and Mexice combined. A3 nored
earlicr, since foreign borrowing has not greacly augmented the U.5. ipvestment
rate compared ko [tg long—tun level, debt seewvicing will lawer future rezl
incoma growth. AL seme poiot im the fubure, at a tiwe and at a pace
detarmined by world credi{t market conditions and the willingnes=s of [he resze
of the world to leénd to the U.5., the ¥.3. papulatinon will hawve 5 pay far
living beyond its means during the past six years by consuming less than it
produces. Lo siaple terps, domestic demand smust fall below domestis
produccion to free up goeds and secvices for nel exparks.

This is exatlly Che same real economic problem that coafronts the debbor
countrles of the Third World teday. And as a comparison of debt repayment
ditficulries in Kopca with these of Brazil or HMexico indicates, the severiby
of che problem depends wary much on a2 natlen's underlying competitiveness om
world markets. In Korea, a stroeng, diversificed export base has getecated
guffigient fareign exchange co service dedt withont che necessity of major
roal devalustions and prolonged auztericy. Tn Brazil Aand Mexico, in concrast,
gdinful inflatiaonary devaluacions and recession—induced impott restrictions
hawve been roequiced co cry to mert debt-secvicing requirsments.

Far the .5., cthe problew of [uture debrc—servicing is cherefore
ineAtoicably linked to irs secoad najor #conomic problem =- che continued

relative decline in 4irs economic competitiveness. Even in the absance of the
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anfortunate macroscononic clrcumstances of the last several years, the gap
betwaern U.5. productivity growth apd productivity growth abroad meant rhae the
0.5, had a long—tun competitiveness problem, in the gsense thac U.5. [irns
could not compete on werld markers wicheur a continual decline in the value of
the dallar. The buildup of debt and the burden of debt servicing in the
fature without any relative improvemest in U.5. prodoctiswity performance
simply means that the decline will have to be even mote dramtic chan ic
otherwize waonld have been. The Iimplicacions of this for real living scandareds
are deamatle if one focuses on the terms of trade. A devaloation puashes Che
price of imports up and drives the price of exports down, S0 that ip cakes 8
larger valume af exooecs Lo buy the sane voluewme of imports. The latger the
devaluation, the greacer the detetioration in the tegms of trade and In the
teal incomes of domeseic cicizeas. aod the less competitive a nation, the
greater the devaluation required to achieve a given improvement in the Erade
balanre.

Looking heyond the [0.3. economy to the rest of cthe world, the wajoer
unresolved prohlem is the deht crisis. Acenrding to projections of the IMF
and [BRD, evea with ao averapge anoual growth rate of 4.5% io the OECD
countries duriag the agext several years, the developing countrics will require
new net Inflows of capitcal simply to Keep por capica incomoes constanc.  For

example, thae (985 World Development Report of the TEROD lays oat a nigh—growtbh

geonario In which developing counCries grow a® 2.5X a vear and Induscrial
counktries Frow ATt 4. 3% 0 year between 1955 dnd 1990.  This sceaaclo assumes
thac total net fipancial flows to the developing counbriss grow af 3.8% a year
in rteal terms daring Chis oeriod. AC chis poinC in clae, Chece 13 no
indfcarisn chat privete capital markebs will genetate the needed flow of

resources volunbarily. And the magnitude of addicinsnal funds called for by
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the Baker Plam falls far short of the mark. Particularly for boch the poorest
and the biggesc debbor countries, further polilcy dindtiacives will be required.
Az a debtor nation and "dissaver icseif, the U.5. alpne cannet aobilize the
necezsary funds; as the single largest source of saving to the test of the
world, Japan will have to play an imporeant role In any internacional affort
ta direct more funds te the developing world.

Tn the abzencee of such an effort, the debr erisis will contioue bo axact
icz toll on the poorese popularions Inm cthe rest of the world. Decades of
development ciEort will be lest and the world will conginue to witness 2
proving disparity between the developed and the developing coounteies. The
logg—term political caonsequences of chege trends For individual naticos and
Eor internatipnal saeunpibty are frightening to contemplata.

The nesr promising approach to a gradual rescluticon of the dangerous
imbzlances in the worid economy steoming from che U.5. deficic and debt
problams and the debt eeisiz in the Third World is & coordinated growth
strategy of the adwanced indusktrial gounkriesn. Ao acceleration of growth in
thegse countrles relative to growth in the U.5. would ease the debt crisis and
woduld eeduce the TU.5. trade deflclt. The greater the reliance an growkbn to
rezalve trade imbalances, the less the need to rely oo compecicive
devaluations and competitive beggar—thy-meighbor policies to iaprove ono
nation's trading posicdon ac Che expense of les ecompetitors. as g simple
matber of arithmetic, 2 substantial improvement in the .k, trade deficic must
be matched by a substancial deterioration elsewhere, nerably In the advanced
induscrial conntries, especially Japaa and Sermany, the developed counfries
wirh the Iargest crade surpivses. Rapid growth of producclon, cnployment and
demand in chese countries would make it mach easicr policically te accept the

deteriorabion in their exteroal posiclions chat wmust occer, as the U.h. trade
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