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Chart 3-1
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. One reason labor productivity may increase is the substitution of
capital for labor. The capital-labor ratio in manufacturing was two
and one-half times as great in 1984 as it was in 1948. However, as
shown in Table 3=1, during the most recent expansion both capital
and labor requirements per unit of output have fallen. A possible ex-
planation of this result is technological improvement, generated by
the electronics revolution in particular, which has allowed major
input savings. Also, the composition of output within manufacturing
has changed, in part a result of economic adjustments to the disinfla-
tionary forces explained in Chapter 1. The consequent change in the
pactern of output appears to reflect a shift toward industries best able
to take advantage of newer, more efficient technologies.
Manufacturing employment may well continue to decline as pro-
ductivity grows, especially if the wage gap in favor of manufacturing
widens. This outcome cannot be blamed on the trade deficit. Rather
this process of change is similar in many respects to the profound
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Taste 3-1.—~Manufacturing sector indicators, 1973-84

import industrial . Average hourly Real gross
Year penetration oduction Empioyment Productivity eamings investment
percent): | (fo77mi0n) | (owssas)r | (1977wicos | SN, o

6.2 94.0 20,153 934 409 61,603

72 924 20,080 90.6 4.42 73.987

6.5 84.4 18,320 9239 4.83 85,121

6.7 91.9 18,996 97.1 5.22 66.244

69 .0 19,687 100.0 5.68 71,425

78 107.1 ,510 101.5 .17 80,184

79 111.5 21,044 101.4 6.70 85,146

82 108.2 20,287 1014 127 86.847

85 1105 20,170 7.99 86,217

39 1022 18,782 105.9 8.49 71,780

9.3 1102 18434 112.9 483 67.639

109 123.9 19,412 1185 9.18 81,031

¢ imports as percent of manufacturers’ shipments plus imports minus exports; based on value data.

S All employees; establishment data.

3 Qutput per hour of all persons.

+ For production workers,

5 Based on unpublished data from Bureau of Economic Analysis; consistent with data on capital stock.

Sources: Department of Commerce (Bureau of Economic Analysis and Bureau of the Census), Department of Labor (Bureau of
Labor Statistics), and Board of Governors of the Federal Reserve System.

restructuring of the U.S. agricultural sector that has occurred over
the past century. Compared with the situation 60 years ago, real agri-
cultural output is now two and one-half times as great, but rising
productivity has made it possible for farm emplovment to fall to less
than one-fifth of its level in the 1920s.

A decline in sectoral employment need not signal a lack of efficien-
cy or the inability of U.S. producers to compete internationally. In-
stead, it can be part of the process whereby U.S. producers become
more efficient and competitive. Furthermore, in a competitive market
productivity will grow as individual firms introduce new technologies
when they becomne economically profitable, regardless of whether
those technologies give a competitive advantage over other U.S. pro-
ducers or over foreign producers.

RECENT AND PROSPECTIVE TRADE POLICY ACTIONS

Several trade policy actions have been taken in the past vear that
affect particular industries. A review of these actions demonstrates
the variety of international competitive pressures confronted by U.S.
producers and the extent to which government intervention may be
ineffective in alleviating these pressures, especially in the long run.
The effects of these actions on domestic consumers, taxpavers, and
producers in other industries also are assessed, as are relevant U.S.
international economic interests.
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NONRUBBER FOOTWEAR

In 1985 the President rejected the domestic industry’s petition for
import relief brought under Section 201 of the Trade Act of 1974.
The President concluded that import barriers would impose substan-
tial costs on U.S. consumers and reduce U.S. exports, while likely
saving jobs in the domestic industry only on a temporary basis. As
part of a textile trade bill the Congress subsequently passed legisla-
tion to reduce footwear imports, but the President vetoed that bill.
To help explain this series of actions, background information is pro-
vided first regarding Section 201 in general and then regarding cir-
cumstances in the footwear industry. '

Section 201 contains procedures for providing temporary protec-
tion to import-impacted industries for the purpose of promoting ad-
justment to changed competitive conditions. This statute, and its
counterpart in the General Agreement on Tariffs and Trade (GATT),
are referred to as the “escape clause,” because no demonstration of
unfair trade practices is necessary to justify temporary protection.
Rather, Section 201 specifies conditions under which temporary relief
can be granted to an industry that has been seriously injured (or
threatened with serious injury) by imports. In such cases, the Interna-
tional Trade Commission (ITC) determines whether the industry has
been seriously injured and whether imports have been a substantial
cause of this injury. If so, the ITC recommends to the President the
appropriate remedy to promote adjustment by the domestic industry.

The President considers a broader set of criterta in determining

what method and amount of relief, if any, is in the national interest.
~ These factors include effects on consumers, international economic
interests of the United States, the probable effectiveness of relief in
promoting adjustment, the consequences on other industries if com-
pensation is granted to foreign countries, and the economic costs in-
curred by workers and communities if import relief is or is not pro-
vided. If the President decides that some form of import relief is in
the national interest, he is statutorily limited to granting a maximum
of 8 years protection. The domestic industry that emerges from this
adjustment period is expected to be fully competitive with foreign
producers.

Since 1975, the ITC has ruled on 533 escape clause relief petitions.
The Commission recommended trade relief in 31 cases, and the
President. granted some form of trade relief in 13. Because the ITC
and the President are charged with different responsibilities in Sec-
tion 201 cases, this record of divergent views over the appropriate-
ness of relief should not be surprising. Nevertheless, the Congress is
considering legislation to ensure that a finding of injury to an indus-
try results in relief being granted. Other proposals would further
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amend conditions for relief and require only that imports be a cause,
although not a substantial cause, of injury to the industry. Steps in
this direction would result in an unbalanced assessment of trade
policy, because they ignore the many other effects the President is
charged to consider.

In the case of the nonrubber footwear industry the likelihood of
successful adjustment could be inferred in part from the escape
clause relief provided from 1977 to 1981. Orderly marketing agree-
ments limited shipments from the two major suppliers, Taiwan and
Korea. Growth in the quantity of imports slackened, although the
effect on the import- penetration ratio measured in value terms was
less pronounced. No increase in real investment to retool the indus-
try occurred, while labor productivity actually fell. As shown in Table
3-2, the decline in employment was slowed. But this industry is one
of the most labor intensive in the manufacturing sector, and the op-
portunity to reduce labor costs substantially through greater capital
investment is limited to only a few products. It is not surprising that
protection did not enable the industry in most market segments to
become competitive with foreign producers who can pay much lower
wages. Moreover, U.S. quotas gave foreign producers an incentive to
reduce shipments of low-cost merchandise and to expand exports of
higher quality footwear that competes more directly with U.S. pro-
duction. Such incentives tend to undermine the efforts of U.S. firms
to remain competitive when protection is removed.

TasLe 3-2,—Manufacturing sector indicators: Nonrubber footwear, 1973~-84

Average
Impart Output | Employment | Proguctivity |  weski Profitability
Yex penetration | (millions of s s el p
(percent) oains) {thousands)® | (1977 =100) (m:sg)s‘ (percent)
180 450.0 183 98.5 103.09 )
177 4530 172 9.8 106.43 o)
207 431 138 | 101.3 113.34 (%)
228 4225 164 10211 12197 (%)
234 418.1 157 100.9 127.37 (%)
325 4189 158 102.5 138.38 (®)
342 3389 129 100.2 1286 | (®
309 386.3 1 144 | 99.1 161.33 ! 2.8
313 3720 146 : 356 17497 | 14
moooEl B @ m
1983 498 | 2985 i 116 | (%) | 196.02 | 18.2
L - 1 — H

Limports as percent of manufacturars’ shipments plus imports minus exports; based on value data; 1984 estimated.

2 All employees; establishment data.

3 Qutput per hour of ail empioyees.

4 For production workers.

3 Net income before taxes as percent of net worth.

¢ Not available.

Sources: Department of Commerce (Bureay of the Census), Department of Labor (Bureau of Labor Statistics), and
Internationai Trade Commission. 3

With respect to the most recent footwear cases brought in 198+
and 1985, domestic output again has fallen. The reduction in domes-
tic capacity has been quite responsive to market signals; the return
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on operations for those still in the industry more than matched the
return on equity in all manufacturing. Protectionism may raise the
return to these successful producers, but this process seldom results
in the reopening of outmoded plants that already have closed.

As imports account for a larger share of the market, trade interven-
tion becomes an increasingly expensive way of attempting to save
jobs in the footwear industry. Quotas which drive up import prices
are more likely to result in large increases in profits for foreign pro-
ducers than for domestic producers.

In summary, the President’s decision to deny relief to the footwear
industry recognized that its contraction represents an adjustment to
world market forces that are not temporary but a permanent source
of competitive pressure. Any efforts to reverse this process would be
exceedingly expensive for American consumers and at the same time
would deny market access to many debt-ridden developing countries.
The Administration is committed to effective use of Section 201 pro-
visions, but only where that use can be expected to promote success-
ful adjustment and further the national interest.

STEEL -

Several bilateral export restraint agreements were negotiated with
_foreign steel producing countries in 1985 as part of the President’s
steel plan. An earlier agreement with the European Community (EC)
covering finished steel was renegotiated, but the United States unilat-
erally imposed import quotas on semifinished steel from the EC.
These steps were the latest in a series of trade actions involving the
steel industry. Over the 1970s, steel production facilities in the
United States and Europe became increasingly outmoded relative to
those in Japan and other new entrants in the market. Many European
governments intervened with large infusions of funds to restructure
their domestic industries. The U.S. industry was partially insulated
from the effects of growing world capacity as the result of a boom in
steel demand in 1974, the depreciation of the dollar, and various
protective schemes-voluntary restraint agreements to limit the quan-
titv of imports, and a trigger price mechanism to prevent foreign
dumping of steel in the U.S. market at prices beiow costs of produc-
tion.

As shown in Table 3-3. import penetration in the 1970s remained
significantly below subsequent values in the 1980s. Since the mid-
1970s, gross real investment declined, as investors apparently antici-
pated greater profits elsewhere in the economy. At the same time,
wages rose very rapidly, at an average annual rate of 10 percent over
the decade, and in relative terms increased from 45 percent above all
U.S. production workers’ average weekly earnings in 1969 to 95 per-

10
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cent in 1979. Growth in labor productivity was less than the manufac-
turing average, and from 1973 to 1979 productxvuy rose at less than
one-tenth of one percent a year. The sharp rise in unit labor costs
suggests why the industry’s competitive position did not improve

over the decade, in spite of dollar depreciation and measures to re-
strict imports.

TaBLE 3-3.—VManufacturing sector indicators: Steel, 1965-84

Average weekly ean*ngﬂeal
Apparent 50 | Rate of
import | Output est-
penetra- | (mik |, cor:: E’"""’t" Productiv Ratia to | ‘ment | retum
Year tion | fions of | SuERUIN | e 9 ity total (mil- an
{per- | short ngsh':‘r'ts s&&'ﬁ (1977=1001* | pouars | prwvate | fions of 9(%":'"
1 . .
cent) tons) tons)* m‘tau%gl 132 cent)
lars)®
(%) 92.7 100.5 857 87.5] 14090 148 2,130 (%)
é‘) 90.0 99.0 652 89.21 1 146 2,230 ﬁ')
s) 83.9 93.7 635 864 | 14351 141 2.370 8)
}‘)' 91.9 107.6 636 89.5 | 154.16 143 2,400 i')
) 939 102.7 <544 80.0 | 166.03 145 2,090 *)
© 138 90.3 97.1 876 1331 1760 (9
9.3 87.0 102.5 574 919! 177.30 140 1,310 (63
96 918 106.6 568 97.3| 206.25 151 1.070 )
8.0 1114 1225 605 106.6 | 229.74 158 1.210 )
10.8 109.5 119.6 10 106.5| 258.95 167 1,710 170
10.5 80.0 89.0 548 933 27413 168 2,330 109
2.0 89.4 101.1 549 99.0 | 30588 174 9.0
10.8 9L.1 108.5 554 100.0 | 338.58 179 1,960 16
114 97.9 116.6 108.3 | 189.69 191 ) 89
104 100.3 1150 571 1069 | 428.89 195 1, 8.3
10.9 839 95.2 512 1029 | 44877 191 1,830 89
13.3 88.5 105.4 506 1120| 509.04 199 1.710 11.5
16.3 6L.6 76.4 196 909 50597 184 1800 | -145
123 67.6 835 41 1168 | 509.16 181 1,550 | ~17.4
16.7 3.7 9.9 kx’) 1320 527.39_ 179 1,670 B

! Imports as pevcent of manufacturers’ shipments plus imoorts minus exports; based on valus data.
2 Manufacturers’ shipments plus imports minus exports.
3 Al employess; establishment data.
+ Qutput per hour of all employees.
S For production or noasupervisory workers.
s Expenditures for new piant and eau:pment as published by Bureau of Economic Analysis.
:;rutflts a,ftgir taxes as percent of average stockhoiders’ equity for the year.
ot avaitable.

Sources: Department of Commerce (Bureau of Economic Analysis and Buraau of tha Census), Department of Laber (Bureay of
Labor Statistics), and International Trade Commission.

A countervailing duty case brought against several European steel
producers in 1982 was an important application of the GATT subsi-
dies code to address the competitive effects of European government
assistance programs. A Department of Commerce investigation dis-
closed large subsidy margins for several nationalized producers.
However, the United States did not impose countervailing duties and
agreed to the European request for a negotiated settlement. The EC
was thereby able to allocate U.S. market shares consistent with its
own restructuring plan. The subsequent limitations on Europe’s
market share were intended to reduce the ability of subsidized im-
ported steel to drive down prices in the U.S. market. To the extent
that U.S. prices rise, they benefit not only U.S. producers, but also
foreigners able to sell in the U.S. market. Although the volume of

11
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European sales declined, each ton would be sold at U.S. market
prices and not at lower world prices. However, increased sales by un-
controlled suppliers could limit the extent of this U.S. price increase.

Total U.S. demand for steel has fallen considerably since 1979, as
more products are designed to require less steel, and patterns of
demand have shifted away from traditional products requiring rela-
tively more steel toward electronically based capital goods and con-
sumer products requiring less steel. Controlling European sales
alone has not been sufficient to avoid substantial declines in domestic
output and employment. The President rejected relief proposed by
the ITC in a Section 201 case in 1984. Instead, the Administration
negotiated voluntary export restraints with 16 countries to limit im-
ports of unfairly traded steel and to prevent diversion of steel to the
United States from other markets. These agreements will expire in
1989. An effort to administer import controls in the long run wouid
face more directly the possibility of expanded output in uncovered
countries where unfair trade is not an issue.

The U.S. industry continues to contract. Some diversification into
other areas, such as oil and gas, has occurred. Traditional integrated
producers have been challenged not only by imports but also by do-
mestic minimills, The emergence of minimill producers, who general-
ly roll paruicular finished steel products from semifinished steel, indi-
cates that U.S. producers may be more competitive in some stages of
steel production than in others. The negative returns reported by
large integrated producers suggest that their retrenchment and diver-
sification are appropriate. The extent of industry contraction will be
influenced not only by the reduction in steel usage, but also by the
behavior of U.S. costs of production. Labor productivity has risen
sharply since 1982. Recent moderation in wage demands and flexibil-
ity over work rules will contribute toward a less severe contraction of
the domestic industry. These steps will be critical in ensuring that the
domestic industry has adjusted successfully when the President’s steel
plan terminates.

TENTILES AND APPAREL

One of the most visible trade policy confrontations in 1985 was the
passage and subsequent veto of the Textile and Apparel Trade En-
forcement Act. The renegotiation with foreign countries of current
export resiraint agreements will be especially significant in 1986.

U.S. trade in textiles and apparel has been governed for many
vears by an extensive set of bilateral quota agreements. These two
industries receive protection under the. MultiFiber Arrangement
(MFA), a multilateral agreement that can be traced back to the 1950s
and is scheduled to be renegotiated in 1986. U.S. production in both

i
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industries has risen above its past cyclical peak, as shown in Table 3~
4. In 1983 and 1984, profitability in the textile industry rose substan-
tially to a level comparable to that of all manufacturing. Both indus-
tries have received considerable public attention due to declining em-
ployment, which is attributable primarily to sharply rising labor pro-
ductivity rather than to a decline in output. Over the period 1974 to
1982, output per hour worked rose 4.4 percent annually in textiles,
2.9 percent in apparel, and 2.0 percent in all manufacturing. The
growth in labor productivity appears to have coincided with higher
total multifactor productivity, a measure of output per unit of com-
bined captital and labor inputs. The capital stock has declined from
its 1978 peak. Investment in new equipment appears to embody
more productive technologies that have allowed output to grow even
as labor and capital input requirements fall. Any policy to slow down
this rate of technological change would tend to result in a less com-
petitive domestic industry.

TaBLe 3-4.—Manufacturing sector indicators: Textiles and apparel, 1973834

im etration Productivi Net Textiles:

P oetcants: ot | employ. |_U1577= 160) | captal | Fate o

{billions | ment Stock | retum

Year {billions on

. of 1972 | (thous , (S | oy

Textiles | Apparei dol- sands)3 | Textiles | Apparel dol (per

lars)® lars)s | cent)s
1973 45 7.1 208 2,447 80.2 89.1 26.0 ("&

1974 43 16 196 2328 80.7 885 26.8 8.
1975 36 8.3 189 2,111 89.6 .5 266 43
1976 38 10.3 20.8 38 91.8 945 265 8.0
1977 7 100 225 7 100.0 100.0 26.7 8.6
1978 43 12.1 23.3 2,232 102.3 104.2 26.9 115
1979 4.1 124 23.2 ,190 104.8 98.1 26.8 12.0
1980 43 129 231 2111 104.7 97.3 26.7 8.4
1981 43 13.8 231 7 108.6 103.6 263 9.5
1982 46 139 21.7 1911 1137 111.0 25.6 6.9
1983 4.7 154 236 1,905 }7) [&4] 246 120
1984 6.1 202 24.1 943 ) (M) 243 11.2

tImports as percent of manufacturers’ shipments pius imports minus exports; based on value data; 1984 estimated.
2 Real gross domestic product.

3 All employees; establishment data. . )

« Qutput per hour of ail empioyees; based on unpubiished data from Bureau of Labor Statistics.

5 Based on unpublished data from Bureau of Economic Analysis.

8 Profits after taxes as percent of average stockhoiders’ equity for the year.

7 Not availabte.

Sources: Department of Commerca (Bureau of Economic Analysis and Bureau of tha Census) and Department of Labor (Bureau
of Labor Statistics).

Industries seeking import relief generally have preferred quotas,
rather than tariffs. The decline in imports expected from a tariff may
be offset by dollar appreciation or foreign willingness to reduce
profit margins in order to maintain sales. Nevertheless, imports still
can surge rapidly, as textiles and apparel imports did in 1983 and
1984, for several reasons. Quotas may not be binding initially, not all
product categories from a controlled country may be covered, not all
countries mayv be controlled, or not all substitute fibers may be con-
trolled. In the case of the MFA, a source of uncertainty has been the

13
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rapid growth of sales by the European Community and Canada,
which are not controlled. The United States does not face quotas in
their markets either and as recently as 1980 was a net exporter of
textiles.

In spite of the apparent ease of expanding imports in recent years,
even from countries controlled by the MFA, foreign traders have
been willing to pay increasingly more for the right to export to the
U.S. market. In Hong Kong, where quota rights are sold openly, the
average cost of acquiring an expanded quota for apparel products
was estimated in early 1984 to be equivalent to a 47 percent tariff,
whereas a comparable figure in 1982 was 10 percent. The gap be-
tween U.S. and world prices is even larger than this, because foreign
exporters also face an average U.S. statutory tariff on apparel of 21
percent. Nevertheless, in 1985, legislation to tighten further import
restrictions on textiles and apparel became a focal point for protec-
tionist action in the Congress. The bill sent to the President would
have rolled back imports by roughly 5 percent and stringently con-
trolled future import growth.

The President vetoed this bill because of the high additional costs
it would have imposed on consumers, and because of the offsetting
negative effect on U.S. exports, a particular concern if retaliatory for-
eign trade barriers are imposed. The rollback probably would have
resulted in consumers paying an extra $4 billion to $8 billion in 1986
for apparel and textile products. The rollback also would have
broken bilaterally negotiated agreements reached under the MFA and
subjected the United States to demands for compensation or retalia-
tion. For example, when the United States tightened its rules for de-
termining the country of origin of imports in 1984, the Chinese
stated that they were reducing purchases of U.S. agricultural exports
in retaliation.

A tightening of trade restrictions would have raised international
political pressures on the United States. In a situation where market
shares are allocated on political grounds rather than on the basis of

economic efficiency, countries with high-cost producers tend to lobby"

for control over sales that they otherwise could not make in an open
market. Countries with low-cost producers tend to complain that
their competitive strength is being arbitrarily eliminated by adminis-
trative fiat. Countries that already have a large established share of
the market benefit from a system that allows them high returns from
selling at prices in the United States that are above world market
levels. Yet, in a competitive market they might be displaced by the
expansion of more efficient countries and emerging new competitors.
Anv U.S. action leaves current or prospective quota holders dis-
pleased.

14
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SEMICONDUCTORS

Several trade actions affecting the semiconductor industry were ini-
tiated in 1985. U.S, producers filed two antidumping cases against
Japanese firms, and the Federal Government initiated another case.
These cases address unfair pricing practices in the U.S. import
market. Broader policy concerns regarding U.S. access to the Japa-
nese market have been considered in one of the four bilateral U.S.--
Japan market-oriented sector-selective talks initiated in March 1985
and in an unfair trade case brought by the domestic industry under
Section 301 of the Trade Act of 1974. Market access in Japan is im-
portant because the competitive position of U.S. semiconductor pro-
ducers depends upon their total volume of sales, over which large re-
search and development expenditures are spread and which allow
greater efficiencies in production. These various trade actions raise
several important issues relevant to carrying out government policy
in this and other high-technology industries. '

An antidumping case can be based on two alternative conditions:
Either foreigners are selling at a lower price in the U.S. market than
in their own domestic market, or foreigners are selling at a price less
than cost, specifically less than average total cost. Japanese practices
do not seem to fall in the first category, as semiconductor prices re-
ported in Japan are lower than in the United States. Rather, Japanese
practices appear to reflect very rapid price cutting to promote greater
sales volume, even if it may mean selling at a loss. Such a strategy
could be economically advantageous to Japanese firms if they could
drive U.S. competitors from the market permanently and then raise
prices collusively. It would also be advantageous to vertically inte-
grated firms if the technology learned in semiconductor production
allowed more timely and effective development of other products.

The antidumping casés will address several challenging conceptual
issues if product-specific costs of production for Japanese firms must
be calculated. Large research and development expenditures account
for a significant share of product value and must be allocated over
expected production. This cost calculation requires an estimate of
the length of the relevant product cycle and prospective volume of
production. The role of likely reductions in production costs, as
firms gain more experience, also must be recognized.

If the Department of Commerce finds that positive dumping mar-
gins exist, and if the ITC rules that the domestic industry has been
injured, antidumping duties will be levied. All else given, higher Jap-
anese prices in the U.S. market would cause their exports to the
United States to fall and reduce the profitability of Japanese produc-
ers.
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The ability to prevent pricing below cost in the U.S. market may
not eliminate the competmve effects of alleged Japanese dumping. If
Japanese producers maintain lower prices in markets outside of the
United States, a price differential between U.S. and world markets
may cause U.S. users of semiconductors to locate operations offshore
to take advantage of cheaper inputs. A recent study for the Depart-
ments of Labor and Commerce and the Office of the United States
Trade Representative reports that U.S. users of semiconductors are
concentrated in the following sectors: data processing and office
equipment (62 percent); consumer electronics (23 percent); commu-
nications equipment (8 percent); and testing and analytical instru-
ments (5 percent). These users appear more likely to be hurt by
higher input costs and more likely to shift production offshore than
would minor users such as automobile producers. However, to the
extent that U.S. buyers do not acquire and use Japanese chips else-
where, and if demand for Japanese chips within the U.S. market is
sufficiently price sensitive, imposition of antidumping duties may de-
press the profitability of Japanese firms enough to force a contraction
in Japanese semiconductor capacity.

Other policy initiatives center on greater U.S. access to the Japa-
nese market. The Section 30! case brought by the U.S. industry al-
leges that access has been denied as the result of horizontal collusion
and buying practices among Japanese companies that have participat-
ed in government-coordinated research programs. The United States
traditionally has sought greater access to sell in foreign markets, but
not a mandated share of the market. Measuring progress toward
more open markets, however, must be tied to some change in the
current level of sales. An arrangement to fix prices in all markets
seems unlikely. But without some limitation on two-tiered pricing
outcomes, U.S. exports may be retarded and the competitiveness of
U.S. semiconductor users is likely to suffer. Additional trade cases
would likelv follow in these user industries. If a satisfactory negotiat-
ed settlement of the Section 30! case is not reached, and some form
of retaliation is considered appropriate, economic reasoning suggests
that products should be identified where Japanese producers are
most dependent on U.S. sales but competitive sources of supplw still
are available to U.S. user industries.

AGRICULTURAL EXPORTS

A particularly relevant agricultural trade policy issue is the estab-
lishment in 1985 of the export enhancement program to promote
U.S. commodity sales abroad. The possible consequences of this
policy are also relevant in evaluating other efforts to subsidize U.S.
exports on a permanent basis. Most significantly, subsidies generally
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can be expected to result in a loss in U.S. welfare, because foreign
consumers benefit from the willingness of taxpayers to underwrite
foreign sales on more favorable terms.

The responsiveness of foreign output to rising world market prices
of agricultural commodities in the 1970s, and the appreciation of the
U.S. dollar in the 1980s, mean that U.S. agricultural exports now face
considerably more competition. EC export subsidies have helped Eu-
ropean producers claim a larger share of world wheat markets. Do-
mestic political support for higher U.S. target prices and loan rates
has resulted in increased government acquisitions of commodities.
Some of these commodity stocks have been released through the
export enhancement program established in 1985. This approach was
extended further by the recently signed Food Security Act of 1985,
which requires that through September 1988 the Secretary of Agri-
culture use $2 billion of agricultural commodities and products to
provide export assistance.

Under the export enhancement program, the government has
made stocks available to U.S. exporters to increase the competitive-
ness of U.S. commodities. If such=a policy could impose sales losses
on exporting countries that subsidize their sales to gain a larger
share of world markets, then it might force these countries to reduce
their export subsidies. A targeted subsidy program, however, is par-
ticularly difficult to contain when the product being subsidized is ho-
mogeneous and sold in world rather than national markets. Sales in
one market may be gained at the expense of a particular country;
however, that foreign output may be diverted to other markets, once
again displacing U.S. sales. Because a larger total supply is now of-
fered on world markets, the price falls for all exporters, not just the
offending subsidizer. Net importing countries, such as the U.S.S.R.,
clearly benefit from falling world prices. From the U.S. standpoint,
greater sales under the enhancement program are likely to displace
commercial agricultural sales to some exient.

Achieving some change in foreign subsidization practices is critical
to the success of the program. Even committing all U.S. assistance to
trade in a single commodity, wheat, would augment world trade by
only 5 percent. The resulting pressure on the EC might be insuffi-
cient to cause a reduction in their subsidies. In that case, the United
States benefits only if there are few alternative uses for the resources
being given to foreigners on preferential terms. Given the uncertain
success of this approach. the President has indicated his desire to
work with the Congress to amend this legislation and to continue Ad-
ministration efforts muldlaterally to obtain a negotiated solution to
limit agricultural subsidies.
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POLICY INITIATIVES FOR THE 1980s—FREE AND FAIR TRADE

In September 1985 the President announced a Trade Policy Action
Plan based on the concept of free and fair trade. The guiding princi-
ple behind this policy is that opening foreign markets to enable
greater U.S. sales is preferable to closing U.S. markets to foreigners.

BROADENING THE SCOPE OF FREE TRADE

An important goal of the President’s Trade Action Plan is to begin
a new round of Multilateral Trade Negotiations under the auspices of
GATT. The United States requested a meeting of the contracting
parties of the GATT in September to begin the preparatory process.
In November the parties established a preparatory committee to de-
velop a timetable and an agenda for negotiations. The preparatory
committee’s work is expected to be discussed at a September 1986
GATT Ministerial Meeting.

U.S. objectives in the new round center on extending GATT disci-
pline to areas where international rules are limited or nonexistent.
Additionally, the United States seeks changes in the current oper-
ation of the GATT system in dispute settlement and conditions gov-
erning safeguard actions. Four areas of particular interest are agricul-
ture, services, intellectual property rights, and direct foreign invest-
ment. :

Agricultural trade is of special interest to the United States because
of this country’s traditionally strong export position in a sector that
largely falls outside of GATT control. In particular, agriculture is not
included in the subsidies code on the same basis as manufactured
goods. Rather, export subsidies are a cause for complaint only if they
allow the subsidizing country to gain more than an equitable share of
the world market or if subsidized products are priced significantly
below those of other suppliers. Such vague standards often preclude
any action under GATT.

Trade in services is growing rapidly. Many activiues fall in this cat-
egory—tourism, transportation, insurance, banking, advertising, engi-
neering design, data processing, and the transmission of information.
The United States has a comparative advantage in providing manyv
services due to the availability of a skilled work force and a high rate
of innovation to serve the large domestic market. A U.S. goal is to
establish the right of entry in foreign markets and also to establish
the principle of national treatment or nondiscrimination against for-
eign providers of services. Trade in many services is subject to gov-
ernment regulatory control. Agreement is needed regarding the
transparency and reasonableness of regulations, as well as the appro-
priate role for government monopolies. Under conditions of limited
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market access and inconsistent national standards and regulations,
the world economy loses from small-scale, inefficient operations de-
signed to serve single-country markets:

The protection of intellectual property is of growing importance to
the United States. U.S. research creativity has resulted in the success-
ful introduction of many new products and processes. When foreign
producers can copy these innovations with impunity, the rewards to
innovation decline and the pace of technical change slackens. A pri-
oritv for the U.S. Government is to establish wider international
agreements protecting intellectual property. Some U.S. concerns deal
with the lack of patent, copyright, trademark, and trade secret protec-
tion or compulsory licensing provisions. Others center on the right
to charge royalties payable in convertible currencies. Basic ground

rules tend to be lacking in these areas, especially in countries that

feel little need to protect domestic innovation.

U.S. goals regarding direct foreign investment center on. reducing
the distortions to world trade and production arising from conditions
frequently placed on such investment by foreign countries. Foreign
requirements that a certain percentage of output use locally pro-
duced inputs or that a certain share of output be exported distort
patterns of internationai trade, just as other trade barriers do. Per-
formance requirements can impede the flow of investment to forexgn-
countries, a result also observed when national treatment is not
granted foreign firms. As discussed in Chapter 2, developing the pri-
vate sectors of these countries is an important step to improving
their prospects for renewed growth.

If more traditional multilateral steps are unsuccessful, the United
States also will explore other ways of opening markets. In 1985 the
United States concluded negotiations with Israel to establish a bilat-
eral free trade area. The United States now faces a historic opportu-
nity in the possibility of establishing a free trade agreement with
Canada. In September, the Canadian Government proposal that both
countries consider bilateral negotiations on the broadest possible
package of mutually beneficial reductions in barriers to trade in
goods and services. In 1935, Canada and the United States took bi-
lateral steps to reverse the protectionism of that era and become a

- catalyst for broader international cooperation then. The new Canadi-

an-U.S. initative offers similar prospects now.

ENSURING THE PRACTICE OF FAIR TRADE
Another important objective of Administration trade policy is to
ensure that markets remain open and that competition takes place

under internationallv agreed trading rules. Countries should be ex-
pected to live up to their international commitments regarding

19
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market access. The Administration has increasingly emphasized the
standard of fair trade, because reduced market access generally re-
duces the profitability of U.S. exporters, worsens the U.S. terms of
trade, and results in a lower standard of living.

Presidential Involvement in Section 301 Cases

One example of the Administration commitment to fair trade is the
self-initiation since September 1985 of four cases under Section 301
of the Trade Act against unfair foreign trade practices. Deadlines for
action were set in two other cases. Although such cases traditionally
have been brought by the affected industry, a demonstration of offi-
cial U.S. concern is necessary in particular cases.

The two cases in which the President set a deadline involved Euro-
pean Community subsidization of canned fruit and Japanese quotas
on leather and leather footwear. GATT panels had alreadv supported
the U.S. position. The EC blocked adoption of the panel report and
Japan failed to bring its practices into conformity with GATT prac-
tice. Presidential involvement is an indication of the need to move
beyond the current dispute settlement procedures that allow this kind
of inaction and delay. =

In the case of canned fruit, the EC agreed to a substantial reduc-
tion in its domestic subsidy program, a solution that completely
avoided the need for compensation or retaliation. In the case of
leather and leather footwear restrictions, Japan agreed to compensa-
tory tariff reductions over a broad range of products. The Japanese
made concessions in two sensitive areas, paper and aluminum, where
the United States particularly had sought broader market access. The
Administration will monitor trade in these areas to verify that these
concessions will not be impaired by other government actions. Also,
the United States retaliated against Japanese leather and leather foot-
wear sales to the United States by imposing an additional 40 percent
tariff on them.

Broader retaliatory measures had been considered for implementa- -
tion if meaningful market access were not obtained. In such cases,
U.S. objectives are best met by choosing retaliation targets where
many alternative sources of supply exist and where the offending
country is particularly dependent upon sales to the U.S. market. If
such retaliatory actions are likely to become permanent, then the ap-
propriate tariff is one that will not eliminate the offending country
from the market entirely. Rather, the tariff will drive down the price
received by the foreign country on sales in the United States and
raise U.S. government tariff collections.

The government initiated Section 301 cases include Brazilian
measures to prevent foreign compeuuon in its information indus-"
tries, Korean restrictions on the operation of foreign insurance com-
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panies, Japanese controls over investment in and distribution of to-
bacco products, and Korea’s lack of patent and copyright protection.
An additional possible case, directed at Taiwanese restrictions on
wine, beer, and tobacco sales, was successfully resolved through ne-
gotiation. The United States initiated a GATT case to consider Euro-
pean wheat export subsidies rather than start a Section 301 investiga-
tion.

Unfair practices often extend beyond issues directly covered by
GATT. However, U.S. actions embody the principle that nations ben-
efiting from the current trading system have an obligation to apply to
other areas of international commerce the spirit of open trading rela-
tionships established for merchandise trade. Negotiated settlements
appear possible in some areas as like-minded nations recognize their
own self-interest in moving toward a more open world economy with
predictable, transparent rules of conduct.

Export Credit Competition

An Administration goal is to reduce export credit competition, a
costly policy that distorts commercial trade patterns. Significant
progress has been achieved in reeent years. Through an agreement
reached in November 1983 among countries of the Organization for
Economic Cooperation and Development (OECD), minimum allow-
able interest rates have been established with respect to official
export financing. The rates vary, based on the country destination of
an export sale. This progress has reduced the need for a greater per-
manent commitment of funds to finance U.S. exports through the
Export-Import Bank.

Foreign practices still distort export markets through export tied-
aid credits, a situation where an exporting country grants. foreign aid
to make a commercial sale. In the past 2 years, agreements have been
reached to ban tied-aid sales in the case of nuclear power plants and
large-bodied aircraft. The Administration seeks further progress to
cover all sales. Subsidization of these sales largely benefits the pur-
chasing countries and involves negligible expansion of the market. In
particular, a significant share of these tied-aid credits are received by
middle-income developing countries that can usually finance these
purchases on commercial terms. The Administration objective is to
obtain international agreement that such tied-aid sales be limited to
truly needyv countries. The President has proposed an export credit
fur 1 to be used strategically against countries that thus far have been
unwilling to negotiate limits on the use of such subsidies. The fund is
intended to support an aggressive U.S. stance to deny export sales,
or significantly raise the cost of making them, for noncooperative na-
tions and thereby encourage these nations to agree to effective limi-
tations on the use of tied-aid credits.

|
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PROMOTING ADJUSTMENT TO CHANGING TRADE PATTERNS

Another important aspect of Administration trade policy involves
the adjustment and reemployment of workers in trade-impacted in-
dustries. Strong U.S. performance in generating more jobs has been
discussed above. A clear goal of Administration adjustment policies is
to increase the likelihood that workers displaced in declining indus-
tries will share in the general expansion of the economy. This focus
contrasts with the consequences of protection, which reduces overall
Job opportunities and thus worsens the prospects of workers actually
displaced by rising imports.

Sound macroeconomic policy to ensure noninflationary growth is
the first prerequisite of a successful adjustment policy. Other meas-
ures are likely to be unsuccessful if applied under recessionary condi-
tions. Similarly, as discussed in Chapters 1 and 2, policies that pro-
mote labor market flexibility give employers a greater incentive to
hire new workers.

An Administration goal is to create conditions for sustained growth
that will attract workers out of declining industries. Other job oppor-
tunities are most agtractive whenzrelocation is not necessary, a condi-
tion more likely to be fulfilled in States with low unemployment
rates. Many trade-impacted industries are located in such States. For
example, Maine, Massachusetts, and Missouri are important shoe
producing States, yet each has a below-average unemployment rate
and exhibits strong growth in aggregate employment. A similar situa-
tion exists in South Carolina and North Carolina, dominant textile-
and apparel-producing States.

The prospects for successful adjustment are greater in strong labor
markets. Still, adjustment for many workers may be difficult. Dis-
placed workers who are immobile may face high personal costs of ad-
justment if local labor markets are depressed. Under those circum-
stances, a worker’s past job skills may be of little value. Prospects for
adjustment are sometimes misinterpreted. The initial costs associated :
with retraining, relocating, or accepting a lower wage job are imme-
diate, while the likelihood of increased earnings in future vears may
seemn uncertain. Research indicates that even in severe cases of dislo-
cation, earnings tend to recover in 3 to 5 vears to the level they
would have reached in the worker's previous job. These figures do
not apply to workers who leave the labor force, nor do they control
for changes in fringe benefits. Nevertheless, many dislocated workers
make successful labor market adjustments.

Trade Adjustment Assistance (TAA), originally established under
the Trade Expansion Act of 1962 and later modified in 1974 and
1981, is intended to promote adjustment of workers in import-im-
pacted industries. The TAA system of readjustment allowances,
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which expired on December 19, 1985, was based on an extension of
unemplovment insurance benefits. One rationale for such payments
was that they provided partial income maintenance to those workers
having the greatest difficulty finding alternative jobs. Yet, these pay-
ments also may have retarded adjustment. Benefit payments based on
continued unemployment provide an incentive to delay seeking a new
job and to wait for recall to the previous job. These expectations may
be inappropriate, given changing patterns of production and com-
petitiveness internationally.

The Administration has advocated continued funding of dislocated
worker programs under Title III of the Job Training Partnership Act
(JTPA) as a replacement for TAA. JTPA does not provide income
support payments to individual workers, but relies on local private
industry councils, composed of business, labor, and local government
representatives, to determine the most effective adjustment measures
for dislocated workers. Also, rather than distinguish which workers
are displaced by greater imports and which are displaced for other
reasons, a procedure required under TAA, JTPA is intended to en-
courage adjustment by all dislocated workers. In his 1987 Budget,
the President has requested that the Secretary of Labor be provided
an additional $74 million of discretionary JTPA funds in 1986 to ad-
dress particular priority adjustment problems. For 1987, §100 million
is requested for that purpose. In recent trade cases involving steel,
copper, and nonrubber footwear, the President has also charged the
Secretary of Labor to use JTPA resources to promote the retraining,
relocation, and reemployment of displaced workers.

Early experience under Title III of JTPA appears promising. Short-
term job search assistance can be implemented quickly. Program par-
ticipants have been committed to making job changes. JTPA does not
focus exclusively on training, because that approach is not needed by
many experienced workers and is not the most cost effective for
them. Experience under TAA also has demonstrated the difficulty of
providing training that workers will use in their next job. A recent
review of the record for steelworkers assisted under TAA reports that
onlyv a fourth of the workers who chose to retrain found jobs related
to their training. This result indicates the difficulty of designing ef-
fective training programs and also the potential problems of making
income-support payments contingent upon participation in training
programs.

An inference that can be drawn from past experience is that no
single program or approach can be ccunted on to be uniformly suc-
cessful in promoting adjustment in all industries and locations. Expe-
rience under a variety of Federal policies has been mixed, often be-
cause these programs have other objectives in addition to effective
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adJ:ustment. From the standpoint of promoting successful economic
adjustment, strong economic growth, shared widely throughout the
economy, should be the principal goal of Federal policy.

SUMMARY

Government management of trade through protectionism will not
solve problems that result from international macroeconomic imbal-
ances. It will not recapture jobs lost to rising productivity. At the fac-
tory level,;it will simply shift burdens from one industry to another.
Protectionism is likely to penalize U.S. export industries—including
agriculture—in particular, for they are the most vulnerable to foreign
retaliation.

The prudent and proper course for the United States, acting in its
own self-interest, is to advocate and practice free and fair trade. This
is the course that the President has set for the Nation.

The United States seeks a major transformation of the world trad-
ing system, strengthening GATT discipline in extending it to many
areas not. presently addressed. If multilateral steps are taken to
reduce existing trade and investmeft barriers, all countries will have
to agree to politically sensitive changes in some of their current-prac-
tices. Initial progress toward the opening of a new round of multilat-
eral trade negotiations is encouraging. However, significant progress
will be made only if world leaders place a high priority on trade lib-
eralization and pursue economic policies that will generate support
for it. . : :

Another important dimension of the Administration’s trade policy
is aggressive enforcement of trade laws and agreements. Unfair for-

.eign practices are especially detrimental to U.S. export prospects.

The Administration has aggressively used Section 301 of the Trade
Act of 1974 against unfair foreign practices. Although these actions
should result in greater U.S. exports of specific commodities and
services, thev will not, of course, eliminate the current trade deficit.
Rather, their purpose is to hold all parties to their commitments to
free and fair trade policy principles.

The world today is not static or unchanging. The world daily pro-
duces situations that Adam Smith never envisioned. But the accuracy
of his policy prescriptions endures. A return to the mercantilist
dogma that imports weaken an economy is likely to result in policies
that vield slower growth, a lower standard of living, and lost oppor-
tunities for current and future generations of workers. The Adminis-
tration’ program of free and fair trade provides a strong basis for
continued economic expansion in the United States and the world.
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