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Introduction

While analyskts have long ralked abouk trade deficits aod surplus=es, it is
important co understsnd that today's U.5. trrde deficit, and the rest of the
world's Erade surplus, are gqualiearively differsne from soything discussed in
the past. As the defieits and surpluséz have become lacger and lacger, they
have gualjtetively changed in terms of their porential future impacts onm the
world's epaanmies.

[r 1934, tne d.5. ram a merchandise trade deficit estimatsd ar 3170
blllion, an amowunt larger fhan the GlFs of all but cwenty countries In the
w0t]d-1 Eotween L1980 and 1986, the defigit increascd move than six times,
sutpassing che highest levels ever vecorded For erhe merchandise trade deficie
of a single matien. In 1935, it took an estipated one willion full-rims,
full-vear workers to produce 542 hillion of manufactured goeds i the U.5- and
an even larper number of workerz to proddce Che same value of Zoods iz the
rest of the world, assuming somewhal lower Levels of foreign laber
prnduttiﬂity.z Thug, if the U.5. had achieved a balanced trade positlcom,
whether by axportiog more or importing less, it would have employed
Apptorimately 4 million additional workers, mainly in wanufactutring, and che
rest of Ehe world would have had at least 4 Blillion fewer workers, mainly inm
manufasfuring. Tased onm bilareral trade patterns, azoproximately one third of
thege lost jobs would have been in Japan, ocoe phird in Europe and {anada, and
cne third elsewhers in the 1E~-'::r1'1-;i.3'

Growipg L.5. trade defigits were financed by U.5. borrowing from rhe rost
af the world. Turiog the last five years, the U.5. squandered assets

accumalacred over decadis to hecome che world's larpest debtor narisn. By Ehe



ead of 1085, U.E. debt ecxceeded 51003 billion. &Gliven the size of the 19BE
rrade deficit, 1t is likely that V-5. debb reached approximacely 5250 billion
by the end of l'EISEI-i!l sltnonsh this i the largest abaclute deht in cthe world,
it 18 s5t1il1]1 small relacive o U.S5. SHP- Tf the U,3. i= sble Eo horrow as much
as Mexico celative to [ts GNP, ir capn berrew abour Z650 billien. TIf it can
bartow gs much as Thile borrowed, 130 parcent of OWF, it can borrow about
58,000 billiou.S If it does so, however, like Chile nesr, it will forewer owe
the rest of the world abont 10 percent of ibs anmual GNP in interest payments.

The U.5- trade deficit and the buildup in W.3. debt have teached a pnint
where rhey are to the world economy what 2 black hole is ko Astrongmy. As one
gets Inte a black hole it gets harder and harder to get suf. Onge in a black
bole, =he eatire struccdre aod behavior of matter changes- So Too with an
aconomic black heole. The loager huge 1.5. trade deficits persise, the larger
will be the ultimatbe changes that Will have to be made in the Crading
struckures of the economies of Che world, and the harder ic will bhe to aveoid a
crisis within che economic alliances of the induserial democracies and within
the world trading and financial sysStems.

At some point in che future, &8 reversal in the U.5. trade deficit Ls
tnevitable, althpough irg timlng and spesd are unknowabhle and uncertain. Teo
54F 5S¢ is not SigplyY to make a foTecast but bo express o brolsm of economic
arithmetic. No country, nob seven ope as bip and as rich 25 the J.35., can
forever run a large trade deficit. Te fimance defipits, countries must borrow
and go ingo deht, and na covatry can farever accumelate lacget zad larger
debra.  Yet this is exactly what a deficit countey aust do, since {c wust
borrow o Einance boch its continuing rrade defieirs and co make faterest

payments of previcusly accumultared debt. Ho lender, however, has the abillty



o Che willlngness to lend forever. As a resule, lending will stop ac sone
point, and When it deoes, the borrowing country will no longer be able to
Finance conbinuing trade deficit=s.

A gecond pcunemic truism is that a gountey must tan a trade surplus to
accumulate the funds necessary Co sérvice its cutstanding debr.  There 15 o
other way t4 obrtain these Funds. Io other words, sooner or lakcer
international debtors have to rtun ttade surpluses, snd, conversely,
international rcrediters wust btun trade geficits Lf thelr loans are to be
serviced. Unless creditors run trade deficlis, borrowers canpot scquire the
funds necessary o pay thedr interest bills, This observation leads to &o
inevitable copclucion: atbt some point in ehe futare, the 0U-5., now the world's
largest net debror, is going Eo have ko shift Erom being A large net laporter
to being a4 large nec exporter; and Japan, now Che world's lsrgest net
cradirer, is golng to have to shift from being a latge net exporter to being &
large net imporcer. There is mo uncertalnty that the curtent patterns of
trade are golng te change.

A third economic truism is that the slower the rate at which the trade
deficit declines, the higger and more paioful the ultimate adjustmenc
required. Thig reflects the lopic of agcumnlatiag Interest on gutstanding
debt, Each year's deficic adds e the scock of outstanding debt and to future
lnterest payments on the debt. And the larper the interest burden, the larger
the coell on the facwure living standards of a debtor nationa.

Economwists make a distinetion becween what cthey call a hnard and a2 soft
landing. In a hard landing the U.5. quickly corrects its trade defielt, and
in a saft landing it slowly closes its erade deficit. A soft landiag dees not

mean an casier landing, howewver, because the latetrest burden would necessarliy



b2 much larger than that of 2 hard landing. Consfder the economic artithmeric
of a sefc landing. Suppese that cthe U.5. were Eto corract its balanee of
paraents at the race of %20 billien per year. In addicion, a435ume thac the
interesst rate vnn foreign borprowing averages & perdent per vyaar., [ndetr these
assumptions, the U.5. would ner balanee icg current accounk antil 2001. By
thar cime it would have an internarional debt of 21,800 aillion and an anmral
interesec paymene of aboui 5110 billicn.E Appraxvimately SL10 billion in
interest payments owed to the rest of the world represents 3110 billion of
govds and services that would not be available for domestic use, AL ourreng
levels of cutpur, every 340 hillien in dnmual interest paymenbs is enuivalene
to & 1 percent reducticon in U.S. living standards.

Although not an economic trnism, i is a gercafary under current economic
ciTepmstances that when the U.5. trade defipit improves, the brunc of the
adjusrment will £a1] on mangfacturing. 1If one subtracks earnings on direct
farteign investment (counted as a service export but mete than belanced by the
interesrc outflow oo bonds thee shews Up in the capliEal tather than in the
cuTrent aceounb) and exports of military hardwste (Which for Some unknown
accounting teason appear as aervice exporta), In 1985 che U.5. was lefr with
55 hillionm in ecivilian serviece exports. This compares wirth total imports of
goods and setvices nE approximaceiy 5463 l:-illi.nn.E There is no gongeivable
Wwa¥ that sarvice exports can be expanded co pay for the vwoluoe of macusactnrad
products that Ehe United Stares now {mports. A& country cthe size of
SWitzerland might survive As a seryvice @yporier but not one the size of the
Uaited Stataes with its 242 willion people.

More {mporfant, in the same yeat, 1925, the Unired States imporered 558

o . -
billian worth of zervices. Az in its manuiaccuting acgounts, che 4.5, nad a3



deftcir in iks serviepe accounts. 1f one looks at the conponents of the
gervice accounts Lthis 15 noet surprizing. I[n 1985, the rcourdstks' rrade defigit
was zpproximately 312 hi.lli.l'.'nml{:I Admericans 1ike to take foreipgn wvacations
gore fthan foreisners like to take American vacations. The insuranes capital
of the world is Llovds of London. In 1985, the UL, owed 33 billiconm mote in
insurance fees than it earned from selling inmurapnes te the rest of the
wurld-ll The vnly pavt af che sertvice acecount with a large =zurzlus was the
gale of rechoology (an 58 pillian Eurpluﬁ.}.l2 This, however, Iz a product of
a past Americaoc lead in technology that iz rapldly disapoearing. There is
every reason Lo belipwe that In the futuee Americans will export less
technolopy and import more technology than they have in the past. Earlags
from lieensing technplogy are apt to grow smaller with eime. Seericdan service
#Xpatls are not large encugh or competitive ensugh to garry Che hurden they
would have to carry if cthe U.E. were to depend npeon chem to pay for itcs
imports and service its debt. Lt has ne cehaice bpt En sell move manuwfactured
axparts,

This conclusion becomes inescapable if one loghkz ar agriculearzl exports.
In 197%-20 the U.5. had a crade surplus of nearly $30 billon in agricultural
cﬂmmﬂdicies+L3 In 198% ics agricuirural trade surplus was only 54 billinn-lk
Little of the detericration in the 7,5. agricultugal surplus <¢an be traced ko
the walue of the dollar- The real causes are Lo be found in ehe green
vevoelutipn {China, India, and Pakistan now all feed themselvas) and in Cozoon
Mazkat agricultural peliciles. During the last decade Europe has moved from
imports of 25% million tons of grzio to exports of 16 million Lﬁns.15 For the

foreseeanle future Chere is ne praspect that the V.5. agriculBurazl trade



sarplus will recover teo earlier levels. A=z a resulr, manufactured sxports
wist replace losk agricultural markets,

Finally, although it is a certaingy that the U.5. trade defizib will
finally begin te ioprove and that the improvement will be concentrated in
manafactyring, there is nNo gerrainty about haw soop arnd how quickly the
lmprovemant will occur. How wwch will fereignees lend or Americans borrow
before U.5. indebtedness Co the rest of the world reaches a peak and hegins to
decline? Will che landing be nAard or sofc? Hoe one knows ehe answebs to these
questions becAuss the world figds icself in bracd new fipsoclal rerritory —
never before Nas the world's rlcehest country beedt the world's largest

internatigcnal bortowsr.



1. The Patk ro Indebtedness

The most fmpoctant cAuse of the eresion in the T.5. trade position
bertween 13B0 and 1986 was the dollar's apprecistion, and this was rhe resualt
af macroeconomic conditions in the J.5. amd in the rest of the werld. A
geries of tax ruts and increases in goverament spending beginniog in 1981
fueled 2 Keynesian econamic recovery in tne ¥.5. while the olher major
industria] economies coatinued Eo parsue Slﬂwhgrﬂﬂth wacre policies and while
gErowth rates in the developing countries plummeted ag cxternal credlb sonrces
dricd wp, 1o che U.5., Erowing privace invescment demand plus huge increases
in the federal deficit excepded T.3. saving and forced the U.3. to look to the
rast of rhe world Eor additsonal fands.

Foreigners were actracted to V.53. =sszats for a wariety of reasons
including slow growkh in the ather advanced industrial markefs, the declining
accractiveness pf Third World lending, deregulation and favorzhble tax polley
in U'.8. financial markets, and relacively high U.3. incerest races. ‘The
increase in foreign dewand for 1:.53- assats pushed the dellar's walue up, and
this cauged & serious e€rosion in the price—competictiveness of U.5. producers,
with predictzble consequences for the trade deficit. During this period,
capital aecount forces deove the trade accoupt.

The shorz-term crosion in il 5. compecitiveness apzravated a longer—term
erosion in U.5. competitlveness veflacting barh decades of relarively low UG,
productivicy geowth compared to producbtivity growth abroad and the
disappearance of the U.5. technological lead in a number of industries. A5 &
result of these longer=cerm trends, the U.35. trade position would have
deteriorated durfng the 1930=54 poriod unlesy there had hesn a gteady depline

in the dgllar's walue. I1f trade pecfordance had driven exchange rates during



this period, the dellar would have fallen. Feor thasze who polnt ko the
gstrengith of the J.5. trade account in 1980 as evidence of long-term
competitiveness ir is safficient £o note that U.5. exports Eo Latin Americsa
accounted for aimost twa—thirds of tobal ¥.5. manufactured exporcs at that
tilm}.lﬁ Such a levwel of exporis was clearly unsusfainable over che loag run,
since it was predicated on unsustalneable levwels of foreipn boreowing by the
Lakin Amarican econamles.

Since 1980, the [.5. economy has behaved like a drug addice, hooked om
foreign borvewing. Foteign lending has provided a significant porrien of
amprica’s investable funds — in some years as much as 255 —— gpd has allowed
Ehe .5, to copsame substantislly moare than it aroduces. By importing moTe
than they exporr and borrowing the differgnee, Americans aoW enjoy 3
consumpbion standard of living that 12 mwore than & percent aboye eheir
productien standard of living. ¥f farveign lending wete ba Stop, this &
percent additign e .23, living standards would be lost. Horegwer, 1f Lhe
.5, were foreed to run & Erade surplus co pay interest &n ££88 gubstanding
deipt, the loss in living standards would be even grezter. 5110 billion in
annual interest payments would gencrace ancther 2 and 344 percent reduction in
U.5. living sfandards., While 2 5 or B pereent reduction in U.3. living
standards mav nogr sound lixe omeh, it would be a teduction 2 tg 3 times as

large as that caused by Ehe largesc recession in the U.5. sinere World War

15
1.

The addiction of the U.5. econony to foreign barrowling has bheen matched
by che addietblon of foreign economies to .3, markcers. Whole dedicated
industries have been built anrepad te fService the 17.5. martket. Thelr output is

50 large that i could not possibly be diverced to home or other markets. The



developed couwdrries have becomz addicted bto the U.5. market as s source of
dewand ., even as they bave criticized the U.%. for its excessive fiseal
expansion. About one-half of the growth of the countries of the European
Economic Community in 1584 and about ope—fourth gf their growch in 1985 were
attributrable ko increased export sales in U.5. markets- In 1984-55, abeut Z1%
of the increase in exports from the EEC and abogrt 82X of rhe ingrease in
exports from Japan went to the U.S-lIg

For many developing econeomies, especially the Indebred Tatin American
economies, LEhe U.5. hzs become the buver of lasy resort racther than the lender
of last resocvt. Hearly 35% of the inereass in the exports of the Lacin
American debtor countries during the 1981-84 peried went ta U.E. buyers.
Berween 1980 and 1954, U.5. imporis of panufaccured goods from cthe developing
countrieg more chan doubled feom 534 biillion to almost 570 billign, whilie
Japanesg ioports of such goods tase by only 5% billion and European imports of
gnch grods actually declined. By 1985, the U.5. purchased 82X of all of the

industrialized couatry dmports of wanufactured goods from the developing

rountries.
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I1. Alternative Paths of Adjustment

A, Mzcroecondmie Policy Coerdination: Adjustment with Growth or
Adjustment gith Avsterity?

The caste to the U.5, economy and che rest of the world of the vequired
adjustment io the U.5. krade imbalance will depend very ouch on how it is
realized. With grawrh, U.S. exporCs ¢can lncrease to balanee the Y,5. trade
dafisif, With ausceriry, L.5. imports must deerdase, cutklog off demand for
foreign producersz-. For all countriss, adjustmen of the U.3. trade imbalapce
la a growing werld econumy will be much lessz costly chan adjustment with
shrinking levels of world demand, production and Erade. Adiustment nesd Dok
negestirate a werldwlde recession, bub it may very well cause one if the 0.3,
dlong with the ostber ceuntrics of the advanead incustefal world, fails Eo take
accions to svoid it.

Altheugh there iz merit io U.5. argemencs abont the need for Westc Germany
znd Japan to ktzke ovey the engine of world growth, fueled lartgely by 0.5,
deficit gpending in Cha last several years, thelr reluctance Eo Jo so under
current goncédtions iz wnderstandable, Withowut a credible commictaenr to fiscel
deficit redugrion in the H.5., any signifiecanc improvement In the B.5. bLrade
imhalance resulting in a decline in foreign capital inflews would push U.5.
Incerest rates upwWward, pulling foreipgn rates up alapg with hew and chokiog
off Foreign investment., German and Japanese officials argue Cthat if the U.5.
addressed the fabalange of {bs own macre policies rather than cthe errors of
their policies, V.5, and world interest rates would £all, further ztimalating
additiomal world demand and ac the same time providing room for a subsrantial
improvement in che U.§. crade imbalanee. Under these condibions, Wast

Germany, Japan and other countries would face A situation of declinipng wotld
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interest rates, lower inflation and cofrer demand —— an ideal epvironment Ear
introducing expansionary macre policies withoubt tunning the risk of greater
infilarion.

Since there I8 merir to borh sides of the debate about which country
ghould do what to ife wacro policy mix, a3 coprdinated strategy requires
coupromises on both sides, The recepnt agreement by Japan and Weest Germany Ko
stimalate thelr economies in return for U.5. cooperationn ia joinr efforts Ic
getabilize che dollac's waloe has heen hailed as a First step toward macro
coprdinarien. BPuT ag cconomic sammliz have revwéaled, the U.5., Germany, and
Japan, as well a5 the eother advanced industrial countrics, Are bebifer at
verbal promises of cpoperatios abrgad than at delivering on Such promises at
home. It is true that the Japaness have cased monatary conditinps wWlth 2 cut
In rthe discount rate, and thac £iscal oessures to stimulate demand are under
discuszion. The Géermans have =lso eut their discomnt rate, and thay are
formally commited to a pro—growth tax reafore toe cxpand their econamy. Ia both
countries, however, there is a8 sCrong tracition of fiscal conservatism and a
Strong resistance Lo expanticnary fiszcal measures even during Times of slack
demand. So far, there is no evidepee that attitudes have shifted in favar of
reflation. The political climake in both countties suggests that when [izcal
gtimelug comes, 1t iz likely To bhe toe litrle and £pp lare £o revarse the
slowdown already begioning &z a result of slowing cxports.

Greater stimularion abroad without reduction of che fiscal defieit at
homs iz not a sound prescription far gustainsble reductiens in the T.3. trade
imbelance. And so far there {3 little evidence thar the U.5- is willing ta
make The hatd econo@ic and polltica: cholees requived Lo tolvwe irs fiscal

crisis, Resierance to a tax Iincresse 15 the fundamental impediment to such a
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solutdipn,. Glven gsutstanding commiements on socidl security, defense and
intareszt payments on the wmationgl dept, the only way fo redoce the fiseal
deficit significantly without Teducing notb only spending programs that promote

the competiciveness of (0.3. producers btut almost all ocher discretionary

programs ac well is to increase revenues by some kiad of tax increasa.
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B. Measutes to Ease the Pebt Crisis in Developing Countvies

Adjustment of the U.3. rrade Imbalance in a growing woeld 2cenemy also
requiles medsures Lo ease the demand-restrietiag effects of oukstanding debr
in the developing countries. 45 Iong as che flow of new capital to LDC debror
countrigs 1s curkailed, 25 if has been since 1987, they will need eo contipus
exaott drives, targetted malinly at U.5. markets, and to limic imports, lacgely
From U.5. suppliers. &g much as oae quatrter of Che dereclorition in the U.5.
trade {fmbalance in 1984 was the resylt of the debt crizis in Latin America,
which had been a growing market for U.5. exporks of manufactured gogds betwoen
1976 and 19Rl. $Given rraditionmal LU.3. crading patterns, & tevival of growth
in Latin American darkets and in the matkets of otner developing countries
woeuld have a much larger effect on the U.5. tvade iabalance than anp equivalcnt
revival of growth in Germany and Japan. Iodeed, the IMF estimates that a
pue=percent 2unual lpcrease io econgmic growth it Sermany and Japan, sustained
gveT three years, would cut the U.S. trade deficit by ac most 510 billinn-z
A recent report 0¥ Che Democratic staff of the Joint Economic Committea
suggests that the effecks of an equivalent expansion in Latin American growth
ou the Li.5. erade impalange would be twice as large.za

& coordinated expansion by the developed countrdes, fueled by an
appropriate mixiure of monetacry ease and fiscal concractiom, especially in the
B.5., wguld looscn the exteenal finanging coostraints of the developing
couniries, Thae furcher decline 1o real interesl rates gocasioned by such a
policy pix would further ease their debt service purdens, and the depreciaticon
in ehe dpllar's valuoe 1ikely to accompany this macts cnvivonment would
proably iwprove LUC rerms of trade and would premote thelr exporcs o Western

Eurcpe and Japan, Chereby offcettlng lower import demand in the U.S5.
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Evan under these Improved circumsSTances, however, additonal mpeasures of
debe relief will he required. Despite strong adjuscment efforts since 1982,
the debr-scrvice ratics of most of the indehted developing countries have nor
declined. 4And adjuscecent has bheen achieved at the sxpanse of growch. Hor
have the realized exiernal improvements encoaraged a wnetb Inflow of new money
oh & veluntary basiz. The 1983 external defigits of the developing countrias,
although relatively low In histerical verspective, did not teselt in an
lncreased willipgness of commercial creditprs to toll ever existing debt, much
less to increase tha flov of new lendlep.

The recent recurraace of debt repavment difficulties in Brazil and
asrgentina, fnllawing the massive 1986 reschodoling nf rhe Mexican dekt,
demopserate that the debt crisis has not yet been solved. A permansnt
solution tequires real debt relief in the form of dept write—douwns, reduced
inCerest vakes, and wore generous repa¥ment periads along with the infasion of
subsrantial gmoynts of new capital.

A combincd program of debt relief and eredit expansion in the Thirvd World
requires cooperation between the U.53., the other industrial councries, and the
mulepilareral iosticurtons, especiazlly the IMF and the World Bank. (Unless the
U.53. commits itself :o Eiscal policies that reduee its demand on world savings
and ta giving Japan and West Garmany a greater 58y in the IMF and the World
Bank, thess councries will be reluctant ko gooparate In policles to recyela
part of their eéxcess savings into a4 multilaceral debt—relief propram. And
without goch ecesparation, it will be impossible to finance che {nfusion of new
capital necded fgr a permanent solution ko the debt erisis and a reversal of

its deleterious affiecis on che L.5. trade balance.
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C- Adjustwent and Frotectlopiesm

Crowing concern over the impacr of the trade defieit on the U.3. sconomy
has rekindled protectionise pressures. cabor's cradieional supporc for free
trade has been decimated, and ecriegs of unfair competition have spread Trom the
smokestack, capital-intensive industries of che Midwest ko the sunrise,
high-cechnology industries of 3ilicon Valley. Ewen ag the share of U.5. trade
subject ta some kind of protection hes incecased, T.5. workers, prodoacers, and
political leaders have rtalked increasiogly of the need for a "level playing
field" in internmationzl teade,

There isg lictle doubc that restziections on world trade have become more
widespread in vecent years, and that the plaving [ield facing aAny group of
aational producers, ineluding those of the 17.5., has bacome @mOCe uneven. As
the volume of werld tvzde has grown, GATT coverage has declined sfgnificantly.
In part, this reflects the changing nature of world rtrade, especlally che
Eraowing share of servipe trade in eoral trasde. Ino part, Lt reflecbs the
rising trade share of developmencal scates, such as Koresa, Taiwan and Lthe
othar NL{5, which do not adhere to GATT regulaxzioons. HMeore fundamencally,
"fairness' i{n Interoaticnal trade bas become more difficult to define and o
police, Becaunse the developmental siazbtes, Japan awcng them, Nave made
conscious use of a variety of domestic pelicies to promote Cargeted
induscriss. Are such policies fair, even when Ehey deo not lnelude Eocmal or
Informal limits on impore ecompeticion? There f8 no answer ca Chis guesclon
barause therse gre oo agreed-upon internatienal tules on the use of such

voliries and on appropriate multilateral responses Lo their effeckcs om

Inccrnational marketbs.
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Although 1t Is reasonable Tto be concemmed aboub the long=run effects of
trade restricetioms and foreign developmental policies on U.5. crade
perfarmange, it is anreasonable to thionk ehat mieh aof the detericoracrion in the
.5 crade imbalanee in recent years nas been the resylk of greater unfalrness
in International markets, Except for che tightening of domestic market acoess
and the encouragement of exporcs by Third World gebhriors, necessircaced by
changing capital macket conditions, rhere has been no inzrease in the scwarity
of foreipgn protectignist measutes in recent years. Indeed, if anyrhing,
cotinued U.5. pressgure on Japan wmay have improvad the access: of U.5.
producers tg certalp Japarese warkets, Moreover, the U.5. has extended 1ts
own protectionist restrictions, 2oxt aotably in antos slnce the sarly 1980s,
yet the U.3. trade imbalance has continued to deteriorvate.

Just as 1t 18 uynlikely ehat ap increase in foreign profeccioniesm wasz a3
major factor in the worsening of the U.5,. deficic durviag the lzzt five years,
22 15 it unlikely that an inesease in U.5. protectionise could he a major
factar ip its improvemenk. Frotecrienist measuras, i1f applied Iin a wholesale
way, ruan the risk oi causing 2 sharp curtailmeat in world trade that would
aggravate the ¢os5tE ko the U.S. 2nd the rest of ehe world of the required
adjustment In the U.5, trade pasition. Such measures would alszo tun the risk
of interrupcing debr szecrvice Ervom Third World debtors.

Fundamentally, the real arguments against wholesale protectionism as an
answWer to bhe U.5. trade and debt problems ave political snd milftary in
nature. Wholesale procection is essencially 8 declaration of war, and one
canntt deglare ecohnomic war on ouels allies and still expect to have them as
allies, Gross profeckionist measdres diTected agaipst countries runming large

edrreént aocount sSurplusas would necessarily targer Japan, @Eermany, and Taiwan,



three critical milfrary and security allies, PFut bluntly, proteccionism is
inconsistent with America's statug as a guperpowst running a worldwide

military slliancas,
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Ir. Adjuvsiment and Direct Foreign Investment

Initially, wost of the addicional foreign lending ko the Oniecad States
taok Che fora gf investmenrts in shoert-tesa financial assets, sach as Treasuary
pills and commercial paper.- Sugh investaencs are the easiest o make when
investors unexpectedly have hundreds of pillions of dollars Lo invest.
Althaugh they do not vield the highesT possibie verarns, they are atfractlve
because of their relatively low tisk apd thefir liquidicy. If boughr 1s3 small
amognes, they have both of these charaereristics bat when purchased 1o large
amodnts neither of these advantages really exists. Gne s5iopl? caanoct get ouat
without severely reducing che value of whet one 1s trying Eo %ell. And if the
invester gets paid back in dollars that are worth less than thoze he leat his
invesiments are nof really low risk or liquid i any mezninglul seasc.

Glven the passage of time, there has heen a growing shifc in the patterm
af foreign dovestmenc toward purchases of U.%5. sreeks and toward direc:
purchases of J.%. real estate and planc and equipnent. Suck investaenis
simulianecusly earn kigher rates of ceCurn and provide a hedge agains: any
inflation caused by declines ia the dellar's walue.

Foreign purchases of U.8. equities and U.5. land and zapital, like
foreign purchases of [J.8. shoct-term {inancial assets, proevide the resnurces
necessary bBo waintada U.35. consapption levels above D.5. produccion levels.
But these borrowed cescurces are mot 2ostless — in che fsarmer case, they give
rise to 2 Elow of earnings and dividends abroad while in the latter case Chey
give rise to a flow of interest abroad. In either case, the glaim em future

J.5. iocomes reflects the cascs of borrowing to suscain eurrent U.5.

CORSUMBLLIan.
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While a flow of dividends abread reduces the U.5. standard of living just
as ouch a5 a flow of interegt payments, there are fevaral possible advantages
ta the former ftem a B.5. perspective. To the extent chat fcoreign investments
take the form of new iavestments rather than purchases of existing assacs,
they cin be self-ligpidacing, The dividends owed can pe financed by the pew
goods and servvices peoduced by the new plant and equipment made possible by
foreign Investment,

Initially, such investopent is mogs likely in zectors where foreign
production is being displated by 2 louer walue of the dollar and foreigners
want to maincaln fthei:s market pesditions. Aubomobiles and semiconduckbots arve
two $o4EQT= fhat come Co mipd. Suwech iovesctoen: coald serve to Ipgreass
ipkernal price gomoetition in the Unfred Staies and limit future inflatian.

In addifieon, Co the exrent that fereigners have production technologiss not
exisrting in the U.5., such technglegies might be broughe to the United States
and gould improve America’s rechnical knowledga.

Eventually, if the dollar falls far enovgh foreiga direct inwvestment
might alsp be made in export industrizs. Foteign firms could @ake Amersdicg an
offshore production base just as american firms in the 19305 made foreign
countries offshore production bases to zervice the Amertican aarket.

There is an loportant addicional eost assceiabed with direct foreisn
invescaeal, hewaver. PasZ evidence on such invesraent areund the woold
indicates cthar taop heacquarfer menagerial Jobs, research and development jobs,
and design jobs féend to be dispropetvtivaately held in the home couatry of the
copnbralling firms. These Americans Who oight wish £o held such jobs would
find themselves competiag for 3 smaller supply of the very best high paving

Johs if Amcrican firms lese oput tp foreign firms 85 American producers.
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When Amevican capitalists sell existing assets to foreilgners, the Iature
price that oust be paid is much higher than whet foreigners invest 1a che
erearion of new aszets io The U.5. The gale of exiscing asssfs tg the resr of
the world lo exchange for & higher inmediare stendatd of living means that in
the future Americans will have fewer claims on the goods and serviges produced
in America, and foreigmers will have larger claims on the goods and services
produced in Ametiga. To converr loans incs equity may extend the period of
time duriag Wwhich T.5. consumpptlsn can exceerd H.5. produactlion, but only &t Ehe
price of magnifying the evenguzl decline that must sgeur In the country's

average standard of living.

E. The Bele of Exchange Rare Changes

Fo date, most of the eXpected iaprovement fa the U.5. crade imbalance has
bkeen lipnked to rhanges in the dellar exchanges rate. Just as the soastained and
dramatic deterigcvatiorn in the 0.5. trade position ddring the 1951-84 petiod
cail be linked to the dollar's spectacualar rise, so can a period of protracted,
shatp derline in che dellar’'s value be cxpected to lead o =n fmoprovement in
the i.8. trade pogitian. There are several reasons, hawever, why there are no
simple, predictable links befween the exchange rate apnd the trade balance.

First, —he eéxchange rate itself is mor an independeat wariaole but is
gebtermined by cooplex interaciions among a nuober of facters. Economists Like
Ee talk of exeldnge tates as driven by certain "marker fundamentzls" as if to
sugfest that our uwpderstanding of exchacge rate behaviar is exact @hen ic is
quite inexact. Ewen in terms of warket Eundamentals, there ate two sets of
forceg ar work driving the axghange rate == capital market forces and

sp—called purchasipg—power—parity forees. Turing the 1951-37 peried,
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carital-warker forces are widely selieved to have determined exchangce rate
wovenents., The dollar was pushed gpuard as a resait of growing foreign demand
for U5, financial azsers.

&5 a resdlt of capital martket fundamentals, exchangs rates diverged
charply from purcthaszing-power—parity lewels, and che trade balance
deterigrated accordingly. Ower the long run, howewver, it I8 widely beliewed
that exchange rates are determined by the ctrade balance == the cansalicy
imputed to the @mos:t regent period is reversed, dnd exchange ra3tes are assuoed
te adjusr to restoTe sustainable lopg—rtun trade positions. Alrchaoghk there is
widespread agreedent that exchange rtates adjust re trsde conditions in the
long run, there iz little zgreesmcnt on just haw long the long run is-
Moreover, the increazsingly tlght lipks among natjiacal zapital mackees, deivee
simulrapenusly by deregulacicn and oew belecooTuniczbions bechpnology, mean
that capiral wmarket forces have hecora eslignificanzly more impareanc influences
on exXcehange rates, swamping purchasing—pawer farces for langer and longer
pertiods af Cimec.

¥o make matter; even more complicaced, exXpectations can also exercise =
critieal influence on exchange races, causiog them to diverge from what aight
be predicted on Che basis of both capital-market ané purchasing-power
fundamentals. As an illuscration, many ecoromists believe thar the continued
aporeciation of Ehe doilar through early 19565 was che tesult of
saelf-fulsflling expectations zhout g further inerease in the dollar even when
marker fundamentals sugpested a decrease. Exchange—rare expectationa are
wealklly held and subicet te large, rapid swings- As a resull, exchange rakes
col 2xhibit marked wolatilicy in Lhe shott run, and ther tend Co overzhoot

lovefs that mesm £ poe congistent with longer—Cferm asrzet fundamencals-
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Even if ewxchange—rare changes gould be predicted with a regsonable
degrae of precision, their effects on the trade balance gould tat. 45 the
period of dollar declipe since 19585 fndicataes, there are Many uncestainties
timcerning the pace and oxtent of import price changes in response fo changes
in rhe exchange rate and the pace and extent of changes in {mport demand in
response Lo such price changes. During thiz perviod, import prices have nog
adjusted as wach as expeeted. Berwsen February 1985, wien the dollat began to
depreciate, and ¥ovewber 1986, Impert prices excluding pettopleum prices tose
only 41$25 which suggests that foreign £iras have chozen £ reduce peoiit
MmArgins father than lose their market sbare in the United States. e
particuelar, Japanese and German firms have not raised cheit dellar exporct
prices nearly as much as the shift in eurrency valees would indicate.
Inasread, they have ailowed the substantial profit margins they reailized during
the pericd of dellar appreciatioa co ercde, in an eifort to hold ehe market
Shares they wom ddarimg this pewlod.

To mske marcers Core conplicated, changes in demand and supply pacterns
oceaszisned by the prafezeted perigd of dollar gvervaluation appear to have
changed the vnoaerlying cesponsiveness of the crade imbalanee to exchange=rake
adjusrments. Mere sioply, because many foreign suppligrs have expanded their
cdpacity o Satisfy che U.5. marker, beecause many domestic suppliers have
affshored or subcoafracred more of their oroduction adread, and becaonse
domescic demanders have changed their bastes toward new, previously unknown
and unavailabie forelgn goods, 3 given exchange-rate changs 5 likely Co have
a Bmaller impzet than 1t had vndee earlier supply end demand conditioins.

Finzlly, how the frade balance responds to 3 change in the exchange tace

depends in parc on how domestle producers adjust their prices in fesponse be
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such a change. Egpirical evidence frem past pericds of dollst depreciation
suggescs that U.5. prodycers are quick to respond to higher import prices by
adjusting their own prigces apwards. This vitiates some of the competivive
gaint nf an eMchange-rtafe decline 2nd reduces the asricipated fmprovement in
the rrade balanee.

Uith all of thexe camplications in the relatiocnship between axchange race
changas and rche pehavior af the frade balance, what can be faid about the
affeces af the reecent dollszrt decline ot Futnre declines on tie trade nalance?
Firsc, the trade deficit has adjusied much mere slowly Lo the dellar's decline
than even “he most pessimistic economic foracasts predleced.  Without a 520
Fillion reducTien in oil Iopoarts due to lower oil prices, the U.§5, crade
deficit in I986 would have been approximately 3190 '::ill-i.an.EIEI The cantinued
growth of the non-ail crade imbalaace despice a profracted period ot dollar
decline has cugendered growing skeptiziz=am abodb the assumed streneth of che
links petween the excnange rate and ioprovements im the U.5. crade positien.

Second, B& the exrearC rhac pasc orf future declioes it the dallar's walae
do eventually ioprove the tTade bzlange without an accompanyiag reduction In
the Fiscal defieic, the resolr will he an increase in U-%. intersst races and
a decline in the .5. investment tvata. This mast be the case because the
improvencat in Lhe trade imbs.ance will be matched by a reduction in frreign
capital inflows, and at current rztes of private saving and government
dissaving dn the U.5., the tesult will be 3 growing ficancing gap.

Third, a further sherp drep in Che dollar will tend be e deflacionary in
the rest of ihe world. As the dollar continues te fall, foreige products will
gradually decome anaccepfably expeasive gn (.5. markets. In Eutops, Canada

and Japaa this will mean the lass nE millions of jobs. While old-fashioned
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Yevnesian monefary and fiscal stivaulus could be used ta exsand demestiz
domands to replace American demands, the new demand would come in rery
different industries from the presenC eéxport Induscries. A= a4 resulrc chese
countries would fare a major change Lo gheir industrial strucCfurges and duting
the rransiticn frow export industries to domestic induscries, it is likely
thar unemployment would imerease. lUnemployment weould probazily alse he higher
than necessary given the traditienal reluctance of both Japan and Germany to
vigorously emplpy Keynesian aoti-recessionary pelicies. En Che past bath
countries have bapn slew to use expansiopary policies when Faced with
recessions ot deflarionary circumssanses,

In tke Third World a falling dellat woold make if easieT Lo pay dollar
denominated logps, bur much of chiz efifect waunld be offset by the higher
interest rates that would have to be paid on these lpans it U.5. interesc
rates rose as foreign lending bo the Onired States diminished. The Thitd
World wculd alse find iz harder eo effser the jobs thay lose ta 3 fzlling
dellzr sinee scructural shifts Erom one industry to anoCher ger aprosressively
hardatr the poaber a country.

Lasdide the United S5tates, & fallting dollar would have several effects.
First, 45 noted earlier, interesl rates woulid cend to rise. Second, some
inflacion would ocour as the prices of impporsts rosze. The magnitude of the
vraculring inflatian would depend on the extenr thar the dollar mus: fall to
balance exporcs and imports. If the dollar falls 30% anmd 12 percent of GNP
is imported, then 3.6 sercentage polnts (.30 x W12) ef ipflartioen would
direscly £low from imports in the shott ron. IF tising dwporC prices led
domestic producers ko raise Cheir prices, as is asuwally the case, then this

direct inflarionary effect would be combiped wich an indirect inflationarty



effegr, Historically, the ifndirecr inflacionary effects of cXtemmal

inflarionary shocks have ustally Deen bigger than rhe direct inflardanary

rtfecrs.

Lirele Inflation has thus £2r been produced by the £alling dollar for two
regzons. Falling ol), raw marerial ang food prices have offiset mose of che
price affests of the failing dollar, and thas far fareign producars have not
raised their prices as much as one would hawve expected given the rising wvaluve
of theip currencies- PBue neicher of cthese factors can Indefinitely oifset the
inflacionary effects of a falling deliar. TIndesd, oil prices have alrzeady
pegun to rise, and disappesring orefit margins have begun Co Force a number of
suppliers ko raise their prices. Afrer substanfial declipes in che first mine
asnchs of 1384, prices of goods and services Eram abroad rose ar an annnal

7 . .
Evencually, iftctTeases in fmpock

rate of *.IZ in the Final gquarter of 1936.2
prices will shew wp {in higher inflarZvm rares, in excess of the 4% rate that
would bave prevailed in che Y.5 in 1326 but for the temporary fall in
imported oil prices. To some extent, an accelerstion of inflation vates from
the decline in the dollar is imevicgble. During the past several years. Che
U.5. inflarion rate was z2rtifigeially low as a tesule of the unsuztainable
appreciation of the dollar. The U.3. will have to pay back some of the
temporary inflation gadms it bocrowed Srom the fupure duting this period.

Sipnce the current U.53. trade imbalance is cucside the range of historical
experienge, no o0t knows or can easily escimste how auch Ehe dollar would have
to fall to rebalance America’s internacioenal acooyncs. A5 khe following

caledalations indicace, however, tha anusber is apt co be very large —— indeed,

large epough Lo SCaTe Svarvons.
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Consider the value af che ven te the dollar. In 1979-80 borh Japan and
the Unired States hed balanced gartrent accounts. 2emembetling Ehat cdrrency
values affect trade balaaces with about a ene-year lag, the currency valuas of
1978-7% prodaced the trade balanees of 1979-80. Ia 197879 the yen stoed at
210 to the dollar. 3Retween then and 1985, however, thers was 40 percent more
toflation and 15 percent less growth in manufacturipng productivity in the
Uniced States than in Japan+28 This megns thst the dollar would have ko fall
55 parcent from its 210 yen level to testore the relarive production cests of
1979-80. This mesns a value of abouwt 100 yen to the dollarv.

As noced earlier, withoor the agricqlzurzl trade suzrplufes that exisled
In 1979-80, however, the U.3. alss needs to export substantially mare
manufFactured preduces in the fubtdare than iec needed to expert then. This will
requite a dollar low enough to generate cpe manufaccored exports neeced Lo
replace cthe eaclier agriculrural exporcs and means an equilibrivo wvalue for
the doliac of sSomething less than 100 yea o the dollar.

In 1%79-20 rhe United States also had a 515 billien trade surplus with
Lacin America. 4s 3 result of exiemmal financing constraints, Lario AmeTica
ausk oW tun 2 515 billiom trade sarplus with the Urited States. HeTe agaia
tha deollar mast ¥all encoush for che United States to =ell an extra 3350 billion
in manuiactured goads outside of Latin America to replace the exporcs that the
Tatin American economiss used to take.

A lower price for o011 nelps boeh the Japanesse and the sAmerican Dalange of
payments since hpth countries are net ioperters, but it helps Japan mueh waore
than it helps the nired States since the U.S. still prodoges mees than &0

2 .
percent of ifs own oil. ? The net result is a yen chat has tao rise further
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Effaective policies co sclmulate fastear Uu5. productivicCy growth and Eo
bolster U.5- technolopieal performance would reduce the burden of the reguired
adjustmenc aof the U.5. trade imbalance in the coming years. 3uch policles
might inciunde policies to promele tesedrch and development and Lhe diffusion
of new technelogy amsng user indunstries, polizies o lmprove the quality and
flexitility of the workforce, policdes Lo iperease industrial {invegtment,
sglicies rco augment export locentives and to offser incentives abroad,
policies vo cpen closed Loreign matkets, and poligzies bo spead che rransicion
of revnurces from declining fiTas, seeCors or reglions to expanding CTIEeS.

411 of cthese policy diracrions are desirable and most of them are now
teceiving attention by che President and rhe Copgress ag concernh abour che
waderlying competitiveness af the U.5. economy gTowWws. Wone of Chem, howewver,
are likely to have a dramarie cffect an 5. productivity and technslopical
perfarmanse over short perieds of time. Just as Che etosion in Ehe J.5.
competitive posifion was 4 long—tun phewomenon reflecting years of policy
inatteptipn and failure, any improvement in this position from changes in
policy will enly be felr gradewally. Therefeze, Ca che extent tchat rche U.3.
attempts or 18 forced by its credifors to eut back its trade deficit quickly
=~ the so—callied hard=-landing scenario — ir i3 ipewvitabhla thak this will
result ia & sienificant fall io U.5. real incomes, oecasisned by z shazply
falling dollar. MoreoavsTr, if rapid adjuscment in the trade imbalanes occurs
it 3 recessienary world envivonmernr, A% Seems likely, thea tha £zll in real
ineomes will be even greater, encompassing woth the terms—oi-trade effects of

tha falling dellar and the emplovment and putput sffects of depressed world

demand -
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I1II. Sectoral Tmplicatipms of Adjostment

45 ourt edrlder diseussion indicated, America’s frade inbalance can only
be rectified by z growing surplus in magufactured goods. IE Lrade flows were
an lwporcant ifspetas of the deindustrializacion of America in the lasr several
voears, taey are aqually ldikely to bs an {oparcant impetus Lo its
re—industcrializartion wheo the U.5. trade imbalance adjust=. Thiszs ohservation,
haowever, does ot mean thar adjustaent will bring the recavery of all 0.5.
manufacturing. Hore does it mean that a recavery of U.5. manufaceuring cutput
will be accompanied by a recavery of U.5. mesmufacturing emplovmenc. Mot does
ir mean rchat wages paic in manefacturing jobs will necessarily be
kigher=~iodecd, without an improvement in underlying comgebilbiveness, Chey
will be lower in real berme. and Einally, it doss ner tell us how the profits
of J.5. manufacturing will be disiributed among domeszic owners and foreign
owners, since Lhat denends on the extene and composition of foreign dirfeer
investment in the U.5. #conomy duriag the adjustment period.

Whar matterg to ¥.5. workers and owmers of capital iz aot just a seneral
Tecovely in maoufacturing but 2 tecovery in the high value—added, hizb—wage
parz of manufacturing. TForelgners, tooe, have & sttong desire to koap srxactlix
the same industries. As manufactaring inavitably moves from Rurpps and Japan
to the United 3tates,; they will wanr to see the high wage Industries stay acz
home and low wapge induscries move £o Ehe 01,53,

What actually happens depends in part upon American policy cheices. High
wage indostrles are usually capirtal-intensive, knowledge—intenzive Indostries
emploving highly skilled workers nsing the Latest technslogles. If capital is
cheaper ino Amerfican than it is in the tesr of the world, if Americans are mare

skilled than worckers in the reosc of the world, and if new products and
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produckion processes are first developed in America, then nigh wage, high
raloe added industries will lead the expansion of American manwfackuring. If
nome of rhess chreo factors ia present thean Iow wage, low value added,
industries Will lead the recoveTy.

If one examipes these three fastors there 15 canse foar concern.  Given
low American savings taktes, the U.3. stands ar a haadicap when it comes to the
cost of capital. Capital {s more expensive here than it is abrepad. Capital
SO3LE Suggest that capical intensive prodyciign processes will tend fo tematin
abroad.

The other twe factors are wore mlwed. The U.5. has a larger pacl of
college educated workers, but zlso has 4 very different wixz of such workers.
it educates many fewer engineers, 3 slightly larger number of seienfists, and
@any mote pecpie in the liheral arcts and professions such as accounting.
angng nen—college graduates, the U.3. aroduct is clearly ianferisar when 1t
comes to either general acadewmic a2cnievensnfs or bta more spaciaglized job
shills.

When it comes To RED the U.3. 2z stdil) by £ar the world's leader in
developing new products, buc bas fallen behiad when i comes to new producciom
processes for prodacing either old or new prodocks. Total spending oo
civilian R&D is also now belew that of Cermany, France, and Japan as 4
fraction of the GWP. The U.%5. speads slighely less than 2 percent of itz GNP
on civilian R&D while its competitors spend slightly wore chan ¢ perceat of
their GHFs oo the same agrfiwities.

Silace high wage manufaczuring tends o be based on engineering expertise,
Amprica’s oelatfive lack of englneering manpower wWould seem to poinkt to

probiloms in expanding high teck induseries. This problem is compounded by the
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abserption af such people in 0.5. defense efforts.  Melther Geroany wor Japan,
Americals two pringipal comperitors, employs omany &f thelc enginesrs in suchk
Activitias-

As these observarisons suggest, If America docs nothing, i€ is oot likely
that the recoewery in V.5. manufagturing will ocecot {in che highe=se wage or
vaine added secbors of manufacturing. To the extent chat these have gone
abronad thev are likely Lo Stay abroad, and they way cenCinude to expand abrpad
even 1o khe fzea of a falling dellar. To heold America’s position in high wage
induscries will take mors than a falling deollar. It will take the kinds of

long—~run coppetipiveness policies described eaclier.



a1z

IV. Conglusions

actions have inevitable consequences. Once in place a large crade
deficit ot surpius and the resnleing laternaticnal indebredness affect the
Euture patterns of warld trade. Every induostrial couatry fn the warld is
gring to experisnce the pull of the bBIack hole ereated in the world economy by
those surplusas or deficits. While the effects cannot be avoided, it is
possible ko minimize the adverse conscgaences. This will, however, teguirte
coordimaced acstions onm 2 scale anprecedenced In econcmic history.

If snch actions are nob taken, sogoner or later some American leader will
paint out to the American public char if they look to their narcaw economic
galf interesc and ignore foreign tamificatlons, some combination of
ptotectionism and inflarion mey result in a smaller reducfieon in cheir
standards of living thamn depreciaring curreacy wvalyes and iacreasziayg foreign
vwiership of U.5. assets. The temptation for the U.3. to sioply inflase its
way gut of its debt problem, as mzay octher iarge debtars have done in history,
under such circumstances will be wery strong, perkaps irresiscible. American
borcowing differs from the borsowing of all obther counirties in Chaf America
bortrows inm irs own currency [doliars) while all other countries borrow in
foreipn currencies —usually doliars. Since che American goverament prints
dellars, Lt is possible for the U.5. simply Lo print encugh dollazs to pay off
its foreign debts.

Such a strategy Iis cssentially a strategy for deliherately induciag a
zhartp burst of inflation to make the walue of foreign held T.5. bonds
worthless. One of the consegquences of this st-ategy, howewer, is that it
would alss smake the walue of U.5. held financial asscebs worthless.

Farctunately or unfortunarely, there is no w3y to reduce che value of foreign
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held finapeial sssets withgut at the same time teducing the value of J.5. held
financial assets- In the aftermath of such & srrargey, real interest rates
would prebably be wery high. Foreigners would not want ro lend, domescie
demands wguld have co ba cur back o levels consistent with domeseiec saving,
and ianvestment would =ag.

If one were sieply 8 forecaster, it ix not difficult to be pessimistia.
Wishful thinkiog abour services and agricultute will be combined with wmeasured
doses of protection and inElarien. HRequests will be made for coordlinated
economic poliecies, but the U.53. will not ingrease its taxes snd balance ics
fiscal budger any mere cthan Japan or Sarmany will speed up their growth. The
debt criciz will mor be resalved, and Third World countries Will confinua Eo
be strangled by 2 lack af gredit. The probability of continued arrears ot
gutright fefaulr by a2 m2jor debror aarion and spillover effects onm the
srability of the internztiomal finaneial syzrem will remain high.  Foreign
investors in the U.5. will increasingly be mer wikth xenoshebia, and the fall
o€ the dollar will lead o competirive depreciations. The U.E. wEll calk
about accelevating its productivity growrh and competitiveness bot it «will do
little of what needs to be done. And future living standards will fall ag we

are Eorced Eo pay back Ehe resourges we borrTowed to 1ive beyond odr means in

the first haif of the 1%%0s,
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Foptnotes

1. {lnited Sctates Department of Commerce, Intermational Trade Administrartion,

UeSe FGIEiEﬂ Trade Update, Januwarcy 30, 12E7.

2. Gouncil of Economie Advisers, Eeonomie Report of the President, 1937, p.

Igl.

3. Based on 19353 and 1986 trade patterns by geographilce area reported in

Counci}i of Economic Advisers, Econcmic Report af the President, 1987, pp. 256

and 290.

4. At the end of 1985, the V.S, debt to the rest of the world was esteimated

at 5107 billion. 1United States Department of Commerce, United States Trade:

Perfarmance in 1985 and utlook, I1986.

2. Economic Repart of the President, 1987, p.- 244,

6. Thiz calculation assumes the U.53. hag a debt of 5250 at the beginning of

19847 and & trade defficit of 5150 Billion during 1987.

7+ Erponomic Report of the President, 1987, 2. Z44.

8. The %55 billion in cservige exports Incluedes sxports of businegzs services
and exports of ochetr goods and setwices and excludes Internaticoal invesiment
income and exports of military hardware. The figures for secvice saxports and

total imporks are froom Uniced States Departwent of Commerce, United States

Trade: Performance in 1985 and Cutlook, and Survey of Current Bugine=sa, March

1086.





