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THE WHITE HOUSE

WASHINGTON
January 10, 1985

MEMORANDUM FOR RICHARD G. DARMAN
ASSISTANT TO. THE PRESIDENT

FROM: JOHN G. ROBERT%
ASSOCIATE COUNZFEI, T E PRESIDENT

SUBJECT: Draft Chapters 3 & 4 of the 1985
Economic Report

Counsel's Office has reviewed the above-referenced chapters,
and finds no objection to them from a legal perspective.
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COUNCIL OF ECONOMIC ADVISERS
WASHINGTON, D.C. 20500

January 8, 1984

-

MEMORANDIM  FOR RICHARD DARMAN, WHITE HOUSE ;/// :

JOHN COGAN, OMB

CAROLYNE DAVIS, HCFA

STEVE ENTIN, TREASURY

ROBERT HEIMS, HHS

SIDNEY L, JONES, COMMERCE

ROGER PORTER, OPD

WILLIMA ROPER WHITE HOUSE

BRUCE STEINWALD, PROPAC
FRM : William S. Haraf L Wow

Special Assistant to the Council

SUBJECT: 1985 Economic Report =-- Chapter 4

Attached is the first galley of Chapter 4 of the 1985
Annual Econeomic Report of the Council of Economic Advisers
which will accompany the Economic Report of the President.
Pleafg let us have your comments by c.o.b. Thursday, January
10, 84. " -

These should be delivered to Room 315 0Qld Executive Office
Building. Should you or your staff members have specific

substantive gquestions about major issues, please feel free to
contact Roger Feldman (395-5614). ‘

Attachment
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CHAPTER 4
Public Policy To Control Medical Care

Costs

[N 1965 A MAJOR CHANGE occurred in the United States medi-
cal care svstem. That vear marked the enactment of the medicare and
medicaid programs. For the first time. the Federal Government made
a major commitment to finance the medical care needs of its elderly
and poor citizens. The purpose of medicare was to reduce the finan-
cial burden of illness on the elderly; the legislated goal of medicaid
was 1o improve the access of the deserving poor to medical care.

Despite the political appeal® of these objectves, the price tag was
not expected to be great. The medicare hospital insurance program
was expected to cost the Federal Government about $1 billion 1n 1ts
first vear, with growth to $7 billion in 1985, according to medicare’s
actuaries.

This estimate was wrong, of course. Federal spending on medicare
reached $57.4 billion in 1983. Spending for the hospital poruon of
medicare in 1983 surpassed the original projection by six fold. Med-
icaid and other Federal and State or local medical care programs
consumed an additional $67.1 billion in 1983.

Experience with medicare and medicaid vividly illustrates the di-
lemma of health insurance. The goal of health insurance is to reduce
the risk that consumers will face large medical bills. The means by
which this i1s accomplished 1s to provide low-cost or free medical care
at the point of purchase. However. individual consumers tend to pur-
chase more medical care when the price of additional care to them is
reduced. Because of this additional demand, the cost of the insurance
program is driven up. Thus, the goal and the means of health insur-
ance are in conflict. How to resolve this conflict is the central prob-
lem of public policv toward medical care.

Increasing costs are not limited to public health insurance pro-
grams. Most nonelderly people in the United States have private
health insurance. usuallv provided as an emplovment-related: fringe
benefit. Emplovers are expenencing rapid escalation in their health
benetits costs: in some cases, the percent of gross pavroll spent on
health benefits has increased by 50 percent from 1976 to 1983. The
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consequences of this increase mav be higher prices. lower corporate
profits. or lower wage increases for emplovees.

Increasing medical care spending might be viewed favorablv if it
made a significant contribution to public heaith. The link between
more spending and better health appears obvious. If people buv
medical care to prevent illness or to cure illness. surelv medical care
spending of $355.4 billion in 1983, which represents 10.8 percent of
the 1983 gross national product {(GNP). must have a significant posi-
tive impact. However, some critics contend that developed countries
spend too much on medical care: thev argue that unnecessarv medi-
cal care mav be harmful to a patient’s health. Defenders of the
svstern admit that it is difficult to identifv the point at which addition-
al spending on medical care fails to contribute to better health.

There is also widespread concern that the unit costs of medical
care are too high. The cost of a dav in the hospital was $369 1n 1983,
up from $41 in 1965 ($119 in 1983 prices), and the average cost per
hospital admission increased from 3311 (3901 in 1983 prices) to
32,789 over the same period. Widespread calls are heard to curb the
increasing costs of medical care. Policymakers have a wide array of
options, ranging from increased regulation to unfettered competi-
_tion, frvorvn‘which to choose. The onlv agreement among the advo-

cates of competing policies is that continuation of the present svstem
is unacceptable.

Therefore, on the twenueth anniversarv of medicare and medicaid,
it is appropriate to review the present condition of public and private
health insurance programs in the United States. Positive steps can be
taken toward the goals of delivering appropriate medical care at rea-
sonable prices. However, policies must be chosen carefullv to pro-
mote consumers’ incentives for healthy behavior, reasonable levels of
health insurance coverage, and careful use of medical care services.
Producers must also face incentives to deliver medical care services
efliciently at competitive prices.

HEALTH STATUS OF THE AMERICAN POPULATION

The life expectancy of the American population has improved
steadily since 1900, when the average American could expect to live
for 47.3 vears. At the turn of the century, females lived 2 vears
longer than males, on average. and blacks lived 33.0 vears, substan-
uallv fewer than the 47.6 vears for whites. By 1982, average life ex-
pectancy had increased to 74.5 vears. The male-female gap had wid-

ened to 7.4 vears, but the black-white gap had narrowed to less than
SIX vears.

10
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\fost ot the increase in life expectancy during the first half of this
century was due to the prevention of death at earlv ages. The factors
mainiv responsible tor dramatic declines in mortalitv were improved
sanitation. heating. and other amenities. along with significant break-
throughs in immunizaton against communicable diseases. Those
Americans luckv enough to lilve to age 65 in 1950 could expect to
live for 13.9 more vears. This was onlv 2 modest gain from 1900.
when thev could expect 11.9 more vears of life. As of 1982, however.
the life expectancy of older adults had increased to 16.8 vears.

Increasing life expectancy at older ages. along with declining birth
rates. has led to the well-known “graving” of America. The age dis-
tribution of our population has shifted markedly since 1963. when
the over-65 population represented 9.5 percent of the total popula-
tion. In 1983, the elderlv accounted for 11.7 percent of the total
population. Since the elderly spend about 3.4 times as much per
capita on medical care as do the nonelderlv, population aging has
profound implications for medical care spending. Greater demands
are placed on medicare and on that part of the medicaid program
which finances long-term care for the elderly.

Increasing life expectancy at older ages in evidence of improved
health status of the American population. Additional evidence is that
infant mortalitv rates and fetal death rates have fallen since 1950.
{Infant deaths occur within the first vear of life; fetal deaths are the
deaths of fetuses of 20 weeks or more gestation.) Large declines have
occurred for both blacks and whites. However, in 1981, the infant
and fetal death rates for blacks remained substanually above those
for whites. : ‘

Between infancv and age 65, there are distinct differences in the
causes of death bv age, sex, and race. The leading cause of death for
both races and sexes below the age of 15 is accidents. In fact, acci-
dents are the leading cause of death below the age of 45. Among
teenagers and voung adults, accidents are the leading cause of death
for whites, whereas homicide is the leading cause of death for blacks.
Cancer is the leading cause of death for black females between the
ages of 25 and 44 and for white females of ages 25 to 64. After age
65, heart disease is the major cause of death,

The dominant role of accidents and homicides makes clear that be-
havior or "‘lifestvle” factors play an extremelyv important role in mor-
walitv. Moreover. since manv of these deaths occur at early ages, acci-
dents and homicides have a disproportionate impact on life expectan-
cv at birth

Other than through mortalitv statistics. there are problems in
measuring the public's health status. For example, people’s willing-
ness to report certain nonfatal diseases mav change over time. The
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health status indicators must also be adjusted for the age distribution
ot the populaton. since the population is aging, and manv diseases
appear more frequentlv among the elderly.

Even with these qualificaitons in mind. it is important to examine
trends in the selt-reported health status of the American population
from nationwide survevs of households. One measure of health status
is “restricted activity davs.” which are davs that a person cuts down
on his usual activities because of illness or injurv that occurred
during the 2 weeks prior to the survev. A dav spent in bed at home
or in the hospital (*'bed-disabilitv dav'") is. of course. a restricted ac-
tivity dav.

Survevs indicate that the number of restricted activity davs de-
creased among all age groups from 1957 until the middle or end of
the 1960s. after which the trend has reversed. The number of bed-
disabilitv davs per person fell during the late 1950s and early 1960s
and has remained roughlv constant since then. Some increase oc-
curred among the 45 to 64 and over 75 age groups.

Another health status indicator is activity limitations due to chronic
conditions that began more than 3 months before the week of the
survev. A striking trend emerges from these survevs: the proportion
of males of ages 45 to 64 who are unable to perform their major ac-
tvity has more than doubled—from +.4 percent of that age group in
1960 1o 11.5 pércent in 198]. Smaller, but very noticeable increases
are shown for this activity limitation among males of ages 17 to 44
and females of ages 45 to 64. :

Trends in reported activitv limitations mav be explained. in part,
by the expansion of disability cash benefits and the number of bene-
ticiaries between the mid-1960s and the mid-1970s. During 1965-75,
cash pavments to disabled persons increased from $9.7 billion ($28.1
billion in 1983 prices), or 1.1 percent of GNP, to $33.9 billion ($58.0
billion in 1983 pnces) or 2.2 percent of GNP. During the same
period, the number of social security disability insurance beneficiaries
grew bv 150 percent while the covered workforce grew by onlv 35
percent. It appears that persons with severe chronic conditions could
leave the work force with greater disability benefits. whereas a decade
earlier they might have continued to work. Changes in mortality pat-
terns may also partlv explain increases in activity limitations. As mor-
tality rates drop, some people who stav alive longer have chronic dis-
eases that cause disability.

TRENDS IN MEDICAL CARE SPENDING AND UTILIZATION

In'1983, Americans spent $355.4 billion on medical care. Table 4~
I breaks down national health expenditures in 1983 bv tvpe of ex-
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penditure and source of funds. Spending on hospital care accounted
for +1.4 percent of total medical care spending and 47.0 percent of

“personal health care spending”
ments to medical care providerss.

(a category that includes most pav-
Following hospital care in impor-
tance were phvsicians’ services and nursing homes with 22.0 and 9.2
percent. respectively, of personal health care spending.

TaBLE 4=1.—Nanhonal health vxpenditures by txpe of expenditure and source of funds. {983

“Bullions af dollars]

__TPrwate funasTZ ; - “hovernment fundgs—---—.
Consumer T T e
Tyae of expenditure Totat State
Total Nyeey.. Prvate . Othert - Tofal Fegeral ang
Total aavrn;ent nsur- ocal
ance
TORA v fedeciicrcrieer . 393:4 206.8 195.7 35.2 110.3 1048 1488 102.7 6.1
Heaith services and supphies.... 3401 - 193.8: 1357 §5.2 110.5 4.1 1403 36.8 435
Personal heaith care........ - 313.3 188.8 ¢ 1852 85.2 100.0 ¢ 37 124.5 93.01 3135
Hosprtal care ... 147.2 5881 /73 1Ll 5.2 15 78.4 ¢ 50.6 | 17.8
Physicians’ services. 59.0 49.7 ¢ 497 1964 30.1 () 18.3¢ 156¢ 7
Dentists™ services........ 21.8 212 21.2 139 T4 i 5 3 3
QOther - professionat . :
SEIVICRS .o.cooorroennnns, 3.0 5.6 5.5 13 2.1 1 2.5 13: 5
Orugs and medicat
SUNDFS ..o 237 218 21.6 184 32 i 21 Ll 11
Eyegtasses and. .30-
aghances g 5.2 5.2 3.2 45 [N 1.0 3 ok
Nursing nome care..... 288" 14.9 147 144 3 2 140 8.1 59
Other personat
neaith care.............. 8.5 1.8 1.8 5.6 45 2.1
Programs  administration :
and. net cost of pnvate :
neaith nsurance.............. 1561 10.9 ¢ 10.5 10.5 3 46 26 2.0
Government public heaith : .
activities 112 11.2 12 10.0
Research and construction of ; ;
medicat faciities.., 153 6.8 6.8 84 5.9 : 2.6
Researchi? 6.2 1 4 5.8 52° 6
Construction 8.1 6.5 6.5 ; 261 b 2.0

1 Spending by omlan(hrumc arganszations, industriat in-plant nemth services, and construction financed privately.

% Less than $100 muilion,

* Research 3and deveiopment expenditures of drug companies anu other manutacturers and providers of medical equipment and

suppties are exciuded from
falls.

“researeh,”

Saurce: Oegartment af Heaith and Human Services, Heatth Care Financing Admunistration.

a5 the value of thewr research is.inciuded «n the expenditure class i which the product

Fiftv-five percent of the monev spent on medical care comes from
private funds paid directlv by consumers and by private insurers. Of
the private funds, insurance is the dominant mode of paving for hos-
pital services and, to a lesser extent, for phvsicians’ services. Con-
sumers pay for most drugs and dental services out of their own pock-

ers.
home care.

Private insurance provides virtuallv no coverage for nursing

Government funds consututed 41.9 percent of total medical care
spending in 1983. of which the Federal Government contributed 69
percent. Federal spending dominated that of State and local govern-
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ments in most personal health care categories and in medical re-
search. while State and local governments were dominant in expendi-
tures tor construction and government public health activities.

The percentages of medical care spending devoted to hospital and
nursing home care have risen over time. This trend has implications
for how these services are tinanced. Briefly speaking. hospital and
nursing home care occur infrequendy and are expensive. Both con-
siderations tend to increase consumers demands for third-party re-
imbursement to cover the cost of hospital and nursing home care.
Thus. it is not surprising that third-partv pavments increased from
69.2 percent of hospital care spending in 1950 to 92.3 percent in
19383.

Another trend has been an increase in the Federal share ot medical
care spending from a minimal 3.4 percent in 1935 to 29.7 percent in
1983. The largest portion of this increase occurred between 1963
and 1970. The share of private sector payments fell rapidly trom
1963 to 1970. The drop appeared almost entirely as a decline in con-
sumer direct pavments.

Table 4-2 shows aggregate and per capita trends in medical care
spending from 1963 to 1983. In 1963 the average American spent
$207 (3599 in 1983 prices) on medical care. Total medical care
spending in that vear accounted for 6.1 percent of GNP. Bv 1983,
medical care spending had grown to $1,459 per person. Despite an
expansion in the economy during this period, medical care spending
consumed an increasingly large share of the GNP. In 1983, 10.8 per-
cent of GNP was spent on medical care.

Neither the level nor the rate of increase in medical care spending
in the United States in unique compared to those in other advanced
democratic countries. For example, Sweden spent 8.7 percent to its
GNP on medical care in 1975 and 9.7 percent in 1980. Comparable
figures for the United States are 8.6 percent in 1975 and 9.4 percent
in 1980. Other countries have attempted. for the most part unsuc-
cessfuily, to control medical care spending by regulation rather than
through market forces. One exception appears to be the United
Kingdom, where strict central controls have  limited medical care
spending to 5.6 percent to GNP in 1975 and 3.8 percent in 1980.
The success of this approach might be questioned however, Consum-
ers in the United Kingdom national health system face long waiting
umes for nonemergency hospitalizauon, and the quality of service in
that svstem mav be declining.

FACTORS RESPONSIBLE FOR RISING MEDICAL CARE EXPENDITURES

The factors responsible for rising medical care expenditures can be
broken down into changes in price and changes in quantitv. Price
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TABLE 4=2 = Nutionai health wxgenditures. 2 ource «if SOls and s QPYTENL 3 Zrnsy adtional
oroducr, 19a5-53

Tatal Frvate fungs Jovernment fynas
s Amount :doiars: imount . dollars; Amount - coiltars:
sar i DGEEA] ot - QRELGNE e POrCEAL
Total 2er of GNP Total Aar of totat "atal et af totat
Dithons; t30ity biilions) zaptd oithons; zapita

119 m 3.4 309 182 18 pes) 4 6.2

16.3 228 5: 32.7 259 a7 135 56 29.3

318 248 34 325 157 33.2 9.0 31 368

i8.2 278 8.7 36.1 i72 320 220 185 38.0

35.6 310 70 40.7 192 52.0 249 118 38.0

3.0 350 75 472 221 33.0 278 130 370

333 j386 :’ j1.3 239 32,1 37 146 - 379

3338 129 79 383 268 32,3 35.4 j.§2 377

1034 168 73 54.0 290 519 94 37 38.1

1183 22 3.1 58.8 209 591 176 214 10.9

1327 90 36 6.3 40 515 364 251 425 -
1508 565 38 379 388 8.3 52.8 271 417

170.2 743 39 100.1 437 38.8 0.1 308 41.2

190.0 322 38 110.1 478 879 799 346 42.1

215.1 320 8.9 1242 . 331 51.7 90.9 389 ¢ 423

248.0 1.049 94 142.2 §01 57.3 105.8 448 . 42,7

285.8 ¥ 1197 3.7 164.2 688 1 374 12l.7 310° 42.6
322.3 1.337 10.5 186.5 774 579 135.8 364 - 42,1 -
1554 ¢ 1459 108 ; 206.6 848 | 58.1 148.8 611 ; 419

Note.—Per capita amoupgts are based on July 1 Secial Secunﬁ Area pogufation estimates, which srude the resident U.S. L{_/

Joputation and that of the outiying erritones, plus Federal midary ang civilian employees and thew dependents overseas, pius
3n-estimate of the census undercaunt.

Source: Department of Heaith and Human Servedes, Heaith Care Financing Admnistration.

changes can be subdivided further into general inflation and medical
care price increases in excess of general inflation. Quantity changes
can be partitioned into three elements: changes in aggregate popula-
tion, changes in quantitv per capita, and changes in the nature of
services provided per visit or per admission. The sum of the percent-
age changes of these five factors is equal to the percentage change in
total expenditure.

General inflation {as measured bv the GNP deflator) accounted for
31.7 percent of the rise in hospital inpatent spending between 1971
and 1981. The remaining sources of increased hospital spending
were increases in hospital input prices in excess of the GNP deflator,
11.7 percent: population growth, 7.2 percent: growth in admissions
per capita, 8.6 percent; and growth in real expenses per admission,
20.8 percent. Real expenses per admission are a proxv, albeit an in-
perfect one, for changes in the nature of hospital care.

The share of hospital spending growth due to rising real expenses
per admission increased to approximately 39.4 percent from 1981 to
1982 and 46.1 percent from 1982 to 1983. Those increases occured
at a ume of lower general inflation and flat or declining demand for
hospital admissions. Real spending growth per admission fell back to
26.7 percent of hospital spending growth in the first 6 months of
1984, compared to the same period in 1983. This rate, however, re-
mains above the 1971-81 trend value.
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_ Fittv-eight percent of the increase in expenditures for phvsicians’
services from 1971 to 1981 was due to general inflation. Other *
causes were the price index for phvsicians’' tees in excess of the GNP
detlator. 10 percent: visits. 3 percent: and real expenses per visit. 27
percent.

Experts disagree over the proper interpretation of these increases.
Some analvsts have emphasized the fact that most of the growth in
medical car spending is due to general inflation. While technicallv
correct. this view is seriouslv misleading. If spending grew onlv 2
percent faster than inflation. real expenses per unit of service would
quadruple during the average person’s lifetime, holding other factors
constant.

The significance of these numbers is that the extraordinary in-
crease in medical care expenditures results from changes in the
nature of the product: the scope, complexity. and hence, the prices of
medical care products have risen in relation to the products of other
industries. In the hospital sector. this trend is reflected in the grow-
ing number of hospitals that provide highlv specialized services. In
the phvsicians® services sector. the volumes of out-of-hospital labora-
torv tests and surgical procedures have been growing much faster
than the number of physicians’ visits..

TRENDS IN USE OF MEDICAL CARE SERVICES

Significant trends have occurred since 1964 in the use of particular
medical services by different demographic groups. Hospital davs of
care fell from 1964 to 1981 for vounger age groups. but rose for
older people, especiallv those over 65. This change may be attrib-
uted. in part. to the medicare program, which has provided hosputal
insurance coverage for the elderly since 1965.

In 1964, poorer people. as measured bv family income under
$2.000. had the lowest rate of physicians’ visits. Poorer people
{familv income less then $5.000 in 1976 and less than $7,000 in
1981) had the highest rate of phvsicians’ visits .in 1976 and 1981.
The hospital discharge rate among poor people increased, while dis-
charge rates among other income groups fell. These changes mav be
attributed. in part. to the medicaid program, which has improved the
access of poor people to physicians and hospitals.

DOES MORE MEDICAL CARE PRODUCE BETTER HEALTH?

The previous sections showed that trends in medical care spending
have been paralleled with improvements in some measures of health
status in the United States. It would seem natural then to assume
that more medical care produces better health. Spending some

-~ LT EBEL 0 o . -
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mones on medical care is indisputably worthwhile. But this does not
implv that. bevond some point. spending more monev on medical
care necessarily leads to further improvements in health.

Statistical studies. for the most part. indicate that differences in
mortalitv and morbiditv among States or regions in the United States
cannot be explained bv differences in the distribution of medical care
resources. One such studv examined the relationship between an
area’s medical resources and phvsiological measures of health. In the
context of the health conditions and levels of resources considered
bv this studv. it was found that additional medical resources made
little or no contribution to a person’s health.

The strongest evidence that an “across-the-board” increase in
medical care use will not improve the health of the average person
comes from the RAND health insurance experiment. About 4.000
nondisabled people between the ages of 14 and 61 were randomly
assigned to a set of insurance plans for 3 or 3 vears. One plan pro-
vided free care: the others required enrollees to pav a share of their
medical bills. The experiment showed that when cost-sharing was
higher, visits to physicians and adult hospitalizations were fewer.
However, the onlv significant positive health effect of free care was
that for corrected vision. Other measures of health were similar
among the cost-sharing groups and the free care group.

Numerous studies of Health Maintenance Organizations, which are
prepaid medical care plans, also show that more medical care does
not necessarilv lead 1o better health. Prepavment gives physicians an
incentive to practice conservative stvles of medicine. As a result, en-
rollees in prepaid plans use up to 40 percent fewer hospital days
than enrollees in fee-for-service health insurance plans. No charges
have been substanuated that the conservative style of medical care in
prepaid plans is inferior to that in the fee-for-service sector.

A growing bodv of studies suggest that some types of medical care
make a significant positive contribution to health. Research conduct-
ed in the United States and other countries has shown that hvperten-
sion (high blood pressure) can be controlled byv appropriate medical
treatment. This result is significant because hvpertension 1s a kev risk
factor in cardiovascular disease. which - accounted for approximatelv
half of all U.S. deaths in 1980. Other studies have shown that hvper-
tension control has improved significantly in recent vears. Improved
rates of hvpertension control have been cited as a factor responsible
for the dramatic decline in age-adjusted death rates for heart disease.
which fell from 253.6 per 100,000 population in 1970 to 188.5 in
1983.

Evidence that poor people with hypertension can benefit from free
medical care comes from a “natural experiment” in which medicallv




JANUARY 8, 1985
INTERNAL USE ONLY

;

14

S-433257 ‘}0l0(60!(08—]A.\'-35—0bi53.48) Formart 9x0+4 1o {3

indigent adults were terminated from the Califorma medicaid- pro-
gram in 1982, Blood pressure levels among terminated people with
hvpertension deteriorated signiticantly during the 6-month studv
period. compared toa control group.

A growing consensus also suggests that infant and prenatal care
can improve health outcomes. One studv showed that neonatal death
rates (deaths of infants in the first 28 davs of life) were reduced bv
the medicaid program. Another study found that delav in seeking
medical care during pregnancv had a substantial negative effect on
infant birthweight. This finding takes on additional significance be-
cause women covered bv medicaid seek medical care earlier than
those with no insurance coverage.

Evidence from these studies. taken together, points to the follow-
ing conclusions. First, an across-the-board increase in medical care
use would do little to improve the health of the average person.
Second. medical intervention makes a difference for some popula-
tions (the poor who are at high risk) and for some conditions (hvper-
tension and neonatal 'mortalitv, to name two). Third, and as a conse-
quence of the first two conclusions, programs of universal eligibilitv
for general health services are inferior to programs targeted to par-
ticular conditions and at-risk populations.

THE EFFECT OF LIFESTYLE FACTORS ON HEALTH

If the effectiveness of medical care in producing health is question-
able. the opposite can be said about the importance of so-called life-
stvle factors such as smoking, consumption of alcohol, and diet. Five
studies of middle-aged men idenufied three risk factors—smoking,
cholesterol, and blood pressure—as determining the risk of death
from anv cause. These factors are all influenced by a person’s life-
stvle. This is particularly true of smoking, which is entirelv a self-in-
flicted risk factor.

A number of investigators have estimated that 30 percent, or more,
of coronarv heart disease deaths can be attributed to cigarette smok-
ing. Smoking 1s the major single cause of cancer deaths in the United
States, and it 1s a contributing factor to deaths from stroke and em-
phvsema. In fact, smoking has been implicated as a cause of so many
diseases -that the U.S. Surgeon General. C. E. Koop. calls it ‘“‘the
chief, single avoidable cause of death in our societv, and the most im-
portant public health problem of our time.” The total annual U.S.
mortalitv from smoking is estimated to exceed the number of Ameri-
cans killed in battle during World War II.

According to one estimate, the total direct medical care cost of
smoking was $13.3 billion in 1972 (using 1983 prices). The discount-
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ed value of lost earnings attributable to sickness or death related to
smoking was $31.4 billion. The total cost tor smoking-induced illness
represented 11.3 percent of all medical care costs in 1972. Focusing
on the smoking-induced direct costs of cancer, there was a marked
increase from 1972 to 1980—trom $1.76 billion to 33.08 hillion un
1983 medical care prices).

Alcohol abuse also imposes enormous costs. Direct medical care
costs due to alcohol abuse were estimated to be 319.4 billion in 1972
(1983 prices); discounted costs of lost production due to this cause
were $33.3 billion. Alcohol abuse was responsible also for motor ve-
hicle accident losses of $10.7 billion and violent crimes which cost
33.4 billion.

Automobile safetv is another area in which health is affected bv be-
havior. A studv of data from 1970 to 1979 estimated that highway
traffic fatalities were significantly reduced bv the implementation of
the 55 mile per hour national maximum speed limit. This study indi-
cated that about 42,000 lives were saved by this policy between 1974
and 1979.

PUBLIC POLICY TO ENCOURAGE HEALTHY BEHAVIOR

Evidence shows that people can improve their health if thev adopt
healthv lifestvies. It would be premature. however. to conclude that
government policy should attempt to promote healthy behavior. The
legitimacy for public action rests on a finding that private markets do
not provide incentives for individuals to adopt healthy behavior in
appropriate situations. This mav occur if consumers do not have
access to relevant informaton or if there are externalities. In the first
case, the government has a legitimate role in providing information,
but the case of externalities is more complicated.

Negative externalities arise 1if the behavior of one individual im-
poses costs on other individuals. An example is unsafe driving, which
leads to accidents that mav involve other people. Cigaretie smoking
is another example in which the behavior of individual smokers cre-
ates negative externalities through smoke pollution.

One approach to correct these negative externalities 1s to tax .the
products that cause them. For example, the Federal excise tax on dis-
ulled spirits will be raised from $10.50 per proof gallon (64 ounces
of ethanol) to $12.530. on October 1. 1985. The Federal excise tax
per pack of cigarettes was raised from 8 to 16 cents bv the Tax
Equity and Fiscal Responsibility Act of 1982. The Tax Equity and
Fiscal Responsibility Act tax increase is due to expire later this vear,
when the Federal cigarette tax will revert to its old level. Several
studies have shown that consumption of alcoholic beverages and
cigarettes would fall if the prices of these products were increased by
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an excise tax. These solutions are intertor to a svstem n which the
rax is levied onlv on the behavior that results in the externalitv. e.g..
smoking in public or driving while intoxicated. However. the costs of
collecung such “ideal” taxes might be prohibiuve.

The problem of externalities is sharply distinct from the problem
of costs imposed on the smoker bv his own behavior. These costs
atfect other people if the smoker’s health insurance premium is not
increased to reflect the expected additional health costs of smoking.
Some individual insurance policies alreadv practice risk-rating for
poor health habits. In one instance, the insurance company gives a
10-percent discount to individuals who report that thev do not
smoke. Automobile insurance policies use age. sex. and previous ac-
cident historv, among other factors. to distinguish among risks. Simi-
lar raung methods might be applied to the health costs of alcohol.

The role of the Federal Government in this area shouid be to "
ensure that legal barriers are not imposed that restrict the ability of
private insurers to distinguish among risks. In"one instance, an active
policy mav be recommended. This concerns premiums for enrollees
in the Federal Emplovees” Health Benefits Plan. the Nation's largest.
with approximately 9.2 million enrollees and dependents. As an ex-
ample for the private sector, the premium for this health insurance
plan might be adjusted to reflect the excess health costs due to smok-
g and drinking.

HEALTH INSURANCE AND MEDICAL CARE COSTS

Studies suggesung that an increase in medical care use would do
little to improve the health of the average person might jusufv some
concern that rapidly nising medical care costs are “‘excessive.”’ but
thev could hardlv explain the widespread belief among both analvsts
and policymakers that the medical care svstem is in a state of acute
distress. In other industries, the principle of consumer sovereignty is
generallv the best guide to determine how manyv resources should be
allocated to the indusirv. Why doesn’t this principle apply to the
medical care industrv?

Medical care is different from other major industries because onlv
about one-quarter of the cost of medical care is paid directly by con-
sumers. The remainer is paid bv public and private health insurance
programs. Private health insurance arose because consumers of medi-
cal care are generallv uncertain about when thev are going 1o fall ill
and require medical attention. This uncertaintv, and the expensive
nature of medical care. create a large degree of risk. In order to
eliminate much of this risk. consumers buv insurance for their medi-
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cal care needs. Bv paving a fixed amount each month, consumers can
protect themselves from large medical costs should thev fall ill.

The foregoing rationale suggests that health insurance serves a
usetul functon in the economv. However. the benefits of health in-
surance can be offset if the policv premium is not based on expectd
medical care costs incurred under the policy by specific risk classes of
consumers. If premiums are not risk rated. then the costs of each in-
dividual's behavior are spread throughout the insurance pool and
thus are negligible to the individual. Since the benefits of using more
medical care. howevery slight. acrue to the individual, each person
will have little incentive to use medical services carefully and to buy
services tfrom the most cost-effective providers:.

Pertect risk rating for everv individual would be exceedingly com-
plex. Nevertheless. certain observable characteristics—such as smok-
ing—can be used to distinguish among health risks for the purposes
of determining health insurance premiums. To the extent that such
practices are not followed, the distorting effect of health insurance
on individual choice is magnified bv another feature of the health in-
surance policv. Policies which subsidize the cost of additional services
or more expensive services will increase the consumer’s incentives to
use medical care without regard to costs. Since many policies provide
such arrangements, including free care at the point of purchase, the
undesirable effects of imperfect risk rating are magnified. Moreover,
the subsidv for addiutional services reduces providers' incentives to
hold down their price and to control the complexity of their prod-
ucts. These priceg increases make it more difficult for uninsured con-
sumers to purchase medical care and may explain. in part, why public
insurance programs have arisen.

Finallv, the purchase of health insurance is heavilv subsidized by
the tax svstem. Even if perfect nsk rating were achieved and the use
of additional services were not encouraged bv the policy, the tax sub-
sidv would be a subject of public policy concern.

THE TAX SUBSIDY FOR PRIVATE HEALTH INSURANCE

Private medical insurance is a relativelv recent phenomena in the
United States. Prior to World War II the vast bulk of the population
did not have such protection. However, in the 1940s and 1950s, the
spread of emplovment-related health insurance was given special im-
petus after the Internal Revenue Service ruled that emplover health
insurance contributions are excluded from the wage base for deter-
mining income and soclal secunity taxes.- Recent estimates indicate
that 79.4 percent of the nomninstitutional population have private
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health insurance and 35 percent of private health insurance is em-
plovment-related.

The 1ax exclusion can be viewed as a special Federal subsidv for
the purchase of emplovment-related health insurance. From this per-
spective. the exclusion reduces the price of insurance to emploved
consumers and therebv provides an incentive for emplovees to pur-
chase more health insurance than thev would if thev were using tax-
able income.

Several studies have used various measures of the tax subsidy to
obtain estimates of the responsiveness of the demand for health in-
surance to price changes. Such studies have all concluded that the
demand for health insurance would fall if the tax subsidy were re-
duced.

Numerous studies, conducted in the 1960s and 1970s, showed that
demand for medical care services is directly related to the level of
health insurance coverage. Data sources for these studies were re-
gional (often statewide) aggregates, individual consumer data collect-
ed by survevs, and several “‘natonal experiments” in which the level
of cost-sharing was changed for a particular group of consumers. All
of these studies showed that people spent more on medical care
when the cost to them was lower, although estimates differed among
studies.

Reliable estimates ot the impact of insurance on demand for medi-

#
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cal care services have been provided by the RANDfexperiment. Inter- ¢

im results from the RAND hesbshimsuwranse experiment show that
total medical expenditure per capita rises steadily as the fraction of
the bill paid bv the family falls. Controlling for other determinants of
medical care spending, individuals with full insurance coverage spent
approximatelv 60 percent more than individuals in families which
paid 95 percent of the bill.

Individuals with health insurance mayv choose more expensive pro-
viders than those without insurance, either because the insured indi-
vidual demands more complex services or because he devotes less
time to searching for cost-effective providers. One studv. suggested
that complete insurance coverage would raise the hospital room and
board price bv 23 percent and the price of the phvsician selected by
18 percent. compared to the prices of hospitals and phvsicians
chosen bv persons with no insurance.

Several studies have shown that phvsicians’ style of practice is re-
lated to the average level of health insurance coverage. In one in-
stance, it was found that more extensive insurance coverage leads
physicians to provide more services per visit or to itemize charges
that were previously included in the professional fee. Anocher study
calculated that insurance was responsible for more than half of the
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rise in hospual prices from 1958 through 1967. This contrasts to
general intlauon. which accounted tor onlv 10 percent of the in-
crease.

Current insurance policies leave the consumer little or no incentive
to tind cost-etfective suppliers. Nearlv 100 percent insurance cover-
age weakens the concept of a competitive medical care market. Such
high levels of insurance permit hospital prices to rise much faster
than prices in less insured markets for drug, dental. and phvsician
services. This suggests that health insurance creates a “'vicious cvcle”
in which insurance drives up prices. causing consumers to demand
more msurance to protect themselves against large health care bills.
which leads to further price increases.

PROPOSALS TO REFORM THE TAX TREATMENT OF HEALTH INSURANCE
BENEFITS

Several policy solutions have been proposed to reform the tax
treatment of health insurance benefits. One proposed by the Admin-
istration would have limited tax-free health benefits paid by an em-
plover to 3175 per month for a familv plan and $70 per month for
individual coverage. These limits would have been indexed to in-

—erease-vearlv-tn-proportion to the rise in the Consumer Price Index.

Some emplovers and emplovees with contributions over these
limits would reduce their contribution to health benefits and increase
cash wages or other benefits. Emplovers might also offer emplovees a
choice of health care plans, with some of the plans having premiums
below the limit. Both of these strategies would have an impact on
total health insurance premiums and. therefore. on medical care
costs. In addition. there would be a revenue effect, with increased
income and pavroll taxes. A study bv the Congressional Budget
Office estimated that a limit of $165 per month (about $171 in 1984
prices) would produce added revenues of $4.1 billion in 1984 and
$7.8 billion in 1987. Removal of the subsidy altogether might have
increased tax revenues bv $25.7 billionin 1983. Thirty-five percent of
this amount would have been paid by households with annual in-
comes above $50.000, who made up 18 percent of all households in
1983.

The Administration tax cap proposal might also improve the effi-
ciency of the group health insurance market. The tax cap would en-
courage emplovers to make a fixed contribution to the health insur-
ance premium. One studv showed that companies currently following
this policy have lower premium costs than companies that contribute
a level percent (including 100 percent) toward the health insurance
premium. This evidence implies a more careful plan choice by em-
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plovees who have to pav for additional premium costs out of their
own pocket.

One alternative to the Administration proposal involves a limited
tax credit ia credit which can be applied onlv to the purchase of
health insurance) of 40 percent of the health insurance premium up
to a maximum credit of 370 per month. This is identical to a 3175
per month tax cap for a worker whose marginal tax rate is 40 per-
cent. An advantage of the tax credit proposal is that it would equalize
the subsidy across all income groups (holding health insurance pre-
miums constant). In contrast. the tax cap would leave the regressive
character of the present subsidv largelv intact. The tax credit would
also be neutral between workers who obtain health insurance
through their emplover and those who are self-emploved or unem-
ploved. A disadvantage of the tax credit is that 1t might encourages
consumers whose marginal tax rate 1s less than 40 percent to pur-
chase more health insurance.

Another proposal calls for tax-free rebates up to a ceiling amount.
Workers would be affected bv the rebate in one of three wavs: work-
ers in firms with insurance premiums substantaily above the limit
would be unaffected bv the rebate: workers at or near the limit would
view the rebate mainlv as an increase in the relauve price of insur-
ance and would, therefore. choose a lower insurance premium: and
workers ‘substantiallv below the limit would view the rebate mainlv as
extra income and would tend to- increase their premium. The net
effect on the quantitv of insurance purchased is unclear. Thus, a
rebate proposal amounts to a “bet’ that the first two tvpes of work-
ers dominate. in terms of numbers or the magnitude of their adjust-
ment to- the rebate. Given that the tax cap proposal is certain to
reduce the quantity of health insurance purchased, a bet on the tax-
free rebate does not seem advisable.

Although muluple choice of medical care plans is not necessarv in
order to implement a tax rebate plan, it is often included as an ele-
ment 1n such plans. Two issues have arisen which cloud the debate
over mandated multiple choice. The first of these is whether this pro-
posal would promote the development of Health Maintenance Orga-
nizations {HMOs). Proponents of HMOs view mandated multiple
choice as a means of promoting HMO growth and have suggested
that at least one of the plans offered must be an HMO if one is avail-
able. This viewpoint is an expression of a philosophical preference
and is not based on economic analysis. More to the point is the ques-
uon of whether an HMO would be chosen if it were offered and if its
premium were lower than the premium for a competing fee-for-serv-
ice insurance plan. A recent studyv of firms that offer their emplovees
a choice between a fee-for-service insurance and HMOs has found
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that small changes in emplovee cost-sharing for health care premi-
ums have a sizable impact on HMO enrollment.

The second issue is whether the low-coverage plans otfered under
the multiple choice proposal would be more attractive to low-risk in-
dividuals. If so. premiums for these plans would fall and the premi-
um for people remaining with the high-coverage plan would increase.
This possibility concerns those who view health insurance as a means
for providing a subsidy from low risks to high risks. The extreme ver-
sion of this argument is that the premium for high risks would con-
tinue rising and relatively good risks would continue bailing out of
the full-coverage policv unul all that is left are a pool of people who
are essentallv uninsurable. If policvmakers do not like this outcome,
thev should consider an explicit income transfer to those persons
who are chronic high risks.

INDEMNITY INSURANCE AND PREFERRED PROVIDER ORGANIZATIONS

Even if the tax subsidv for health insurance were reduced or elimi-
nated. health insurance would continue to have a distorung effect on
medical care markets. as long as the policy paid for the costs of addi-
tional medical services. Most health insurance policies currently in-
corporate this undesirable feature. However, some insurers and self-

insured emplovers are expenmenting with indemnity insurance, in
which the insurance company makes a fixed payment per unit of care.
An indemnity pavment provides protection against risk without en-
couraging the consumer to choose expensive providers. The reason
is that the cost of services in excess of the indemnity i1s paid entirely
by the consumer.

Ideally, indemnity pavments would be based on episodes of illness.
rather than units of medical care. This svstem would reduce the tend-
encv of msured consumers to use additional services as well as to
choose expensive providers. However, the difficulty of defining ill-
ness might make an ideal system exceedinglv complex. Therefore, in-
demnity pavments based on units of care mayv represent an accepta-
ble. albeit imperfect, alternative.

Private indemnity plans tvpically allow providers to bill consumers
for amounts above the indemnity, However, some insurers have ex-
pressed an interest in concluding agreements with providers who will
accept the indemnity as pavment in full. The insurer would channel
patients to these providers. This is the basis of the “preferred pro-
vider organization,” which 1s springing up around the counturv in in-
creasing numbers. A preferred provider organization represents a
method for determining the insurer’s indemnity pavment at a level
equal to the full-billed charge of the low-priced providers. In prac-
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tice. other criteria. such as qualitv. can also be used to select the pre-
terred providers.

Manv emplovers have expressed an interest in the preferred pro-
vider organizauon concept as a means (o control their soaring health
benetit costs. The major barrier to the development of preferred
provider organizations appears to be restrictive State insurance laws.
Therefore. a number of States have passed enabling legislation that
permits the development of preferred provider organizations.

PUBLIC POLICY TOWARD DISCOUNTS

Although the basic preferred provider organization concept does
not involve a discount. i.e.. pavment less than the hospital's full-
billed charge. many insurers are attempting to negotiate discounts as
part of the preferred provider organization arrangement. If success-
ful, thev will join some of the Nauon's 90 Blue Cross plans, which
have alreadv obtained discounts from hospitals. Many HMOs have
also negouiated hospital discounts.

These discounts have, for two reasons. recentlv become an impor-
tant public policv issue. First, hospitals claim that discounts force
them to “shift’” costs bv making up charges to other insurers. This
has led to suggestions that discounts be banned. in favor of so-called
“all pavers rates,” where all insurers would payv equal rates. Second,
some critics have claimed rhat the size of the Blue Cross discount ap-
pears to be related to and is perhaps a consequence of Blue Cross’s
relauvely large market share. Noting this relation, the less concen-
trated commercial insurance industrv has sought. unsuccessfully, to
obtain relief from antitrust laws which prohibit joint insurance com-
pany negotiations with hospitals.

There 1s littde economic jusufication for banning discounts. When
one insurer negotiates a discount, cost-shifting is not the only possi-
ble outcome. The discount mav also reduce the hospital’s net operat-
ing margin; the hospital’s operating efficiency may improve; and the
level of real expenses per admission mav fall. All of these outcomes
might be viewed as positive responses. In particular. since hospital
costs are artificiallv inflated by insurance, some reduction in real ex-
penses per admission may be desirable. '

This does not imply, however, that commercial insurers should be
encouraged to negouate together for a discount. In the first place, a
large market share is not necessarv in order to obtain a discount.
Manv HMOs recently have negotiated hospital discounts even though
their market shares are small relative to Blue Cross’s. Second. anv in-
surer, regardless of its size, can form a preferred provider organiza-
uon. Through the preferred provider organization the insurer can se-
lecuvelv determine its pavments to hospitals so that hospitals with
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excessivelv high costs will lose customers in the marketplace. Third.
giving the Federal Goernment's blessing to countervailing market
power sets a dangerous precedent. Countervailing power arguments
could. for example. be used bv hospitals seeking to band together to
escape reliet tfrom legitimate. but vigorous. price pressure from the
insurance industry. o

The large market shares commanded by Blue Cross plans are most
probably not attributable to anticompetitive conduct by those plans.
State insurance acts usuallv exempt the Blues' policvholders from
State taxes on insurance premiums. These premiums generallv range
from 2 to 4 percent. In addition. the Blues are not subject to the re-
serve requirements of their commercial rivals. Two empirical esti-
mates suggest that each one percentage point difference in premium
tax rates mav contribute between 3.35 and 5.4 percent to Blue
Cross’s market share.

Several studies have indicated that Blue Cross plans with premium
tax advantages have relatively high administrative costs and exhibit
other characteristics indicative of poor market performance. Al-
though insurance regulation 1s a matter best left to the States. these
studies suggest that competition among health insurers might be pro-
moted if regulatory advantages favoring Blue Cross were reconsid-
ered by the States.

THE ROLE OF INFORMATION IN HEALTH CARE MARKETS

Most experts agree that, in order for the medical care market to
function properly, consumers must have the right incentives and thev
must be informed about the available choices. The discussion thus
far has concentrated on incentives, e.g., the health insurance tax cap
and indemnities, The problem of inadequate or inaccurate consumer
information must also be addressed. Criucs of pro-competition medi-
cal care proposals often point to consumer information as the weak
link 1n the proposal.

Such objections miss the point that a competitive ‘medical care
svstem would tend to produce more reliable information than the
present one. For example. many partcipants in the RAND health in-
surance experiment lacked certain facts that seem relevant to choos-
ing a particular provider. Few of them correctly answered the follow-
ing two statements: “If vou have to go into the hospital, vour doctor
can get vou into anv hospital vou prefer™: and “Doctors are checked
everv few vears, before their licenses are renewed.” (The correct
answer, in both cases, is ““false.™

When the same questions were posed to a group of over 3,000 em-
plovees in Minneapolis. researchers found significantlv better answers
to the question on hospital admitting privileges. This suggests that
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consumers in Minneapolis—where manv emplovees have a choice
among competing HMOs—are aware that choosing a closed-group
HMO hmits one’s abilitv 1o choose anv hospital.

One area where information is currently poor concerns the prices
charged by different providers. Inadequate price information is. to a
large extent. a wound that the health care svstem has inilicted on
itself. Most price advertising of medical services has been banned by
State laws or regulations. The prohibition of price advertising was
the result of organized medicine’s determined effort to ban such be-
havior. Evidence shows that bans on advertising have raised the
prices  of eveglasses, eve examinations. and- prescription drugs.
Recent court rulings. however. have substantally lifted these prohibi-
tions on advertising.

[t should also be pointed out that not all consumers have to be
perfectlv informed for markets to function effectivelv. If enough
people are well-informed, the remainder can judge medical care qual-
ity bv observing price differences in the market.

Finally, the problems of poor incentives and poor information are
related: when consumers have complete insurance. thev have little
reason to shop for low-priced providers and. thus. thev will be poorly
informed about medical care prices. This point is substantiated bv a
survey of individuals regarding their health insurance premiums.
Families with individual insurance coverage were more likely than
families with group insurance to respond correctly that thev paid out-
of-pocket premiums. This occurs because individual policvowners are
more likelv 10 purchase the health insurance policv themselves; thus,
thev have a stronger incentive to learn about the price of the policy.

MEDICARE: PUBLIC HEALTH INSURANCE FOR THE AGED

In 1983, spending for the medicare program was 357.4 billion.
This represented 46 percent of total government medical care spend-
ing in 1983 (Table 4-3). Medicare has expanded at a rapid rate since
1967, when 1t consumed $4.5 billion ($12.3 billion in 1983 prices).
Even during this Administration. which has been committed to aus-
tere budgets for other domestic programs, medicare spending rose
bv 17.5 percent from 1981 to 1982 and 12.1 percent from 1982 to
1983.

The impending crisis 1§ medicare concerns the Hospital Insurance
Trust Fund. which finances hospital, home health and skilled nursing
care for 30 million aged and disabled persons. Spending from the
trust fund is expected to grow at the rate of 11.8 percent per vear
from fiscal 1985 through fiscal 1995. Given the projected growth of
revenues. the trust fund balance is expected to decline, starting in
1990. Under baseline projections developed bv the Congressional
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‘Biitions 25 30ilars:

Brivate Jovernment
e T Jirect Srivate - Yedic- Ath
sayment  nsurance - oTer  Meakare Other
1950 e e e 153 3 18 13 24
3.7 230 3.0 g 22
389 W33 37 3 79
354 26.5 5.3 i 101
1171 38.0 31.2 1.6 15.8 133 i7.2
219.4 52.5 573 2.8 387 25.2 258
2534 a8 8.8 0 435 29.0 284
1847 72 30.8 34 311 313 319
33 35.2 .06.0 37 574 3490 331

* includes medicaid purcnase of medicare coverage for ehiDie Medicaid recipents.
Saurce: Department of Hearth and Human Services, Health Care Financing Admsmstration.

Budget Office. the trust fund will be exhausted in 1994 and will face
a negative balance of $56 billion in 1995. Therefore. it is clear that
dramatic reforms are required to save the medicare program from fi-
nancial insolvencv. Fortunatelv, however, policvmakers have time to
consider carefullv_the proposed solutions to medicare’s financial
crisis.

MEDICARE BACKGROUND INFORMATION

Medicare was enacted in 1965. It consists of two parts: Hospital In-
surance, also called Part A: and Supplementarv Medical Insurance,
also called Part B. Medicare Part A provides benefits that help most
aged and certain disabled individuals, who qualify for social security
cash benefits, to pav for inpatient hospital and other institutional
services. Medicare Part B helps beneficiaries pav for phyvsician and
other outpatient services. Part B is a voluntary program, although 97
percent of Part A participants are also in Part B. Medicare is adminis-
tered bv the Health Care Financing Administration. an operating
component of the Department of Health and Human Services.

Medicare Part A covers 90 davs of hospital care per spell of illness
and allows an additional 6Q “reserve davs” to be used over the bene-
fictarv's lifetime. Part A also covers 100 davs of skilled nursing facility
care per spell of illness and. since 1980, an unlimited number of
home health visits. Hospital inpatient services are subject to a de-
ductible equal to the cost of a dav of hospital care {which increased
from 3336 to 3400 on Januarv 1, 1985) and coinsurance rates of one-
fourth of the deductible for davs 61 to 90 of hospital care, one-half
of the deductible for each reserve dav, and one-eighth of the deducti-
ble for davs 21 to 100 of skilled nursing facility care. Services cov-
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ered bv medicare Part B are subject to a 375 annual deducuble and
20 percent coinsurance.

The principal source of tunding tor the Hospital Insurance Trust
Fund is pavroll tax contributions. at rates periodically modified bv
the Congress. The trust fund is financed on a pav-as-vou-go basis.
that is. current workers pav the costs of current beneficiaries. The
Supplementarv Medical Insurance Trust Fund is financed primarily
through a combination of premiums from beneficiaries and general
revenue contributions. The calendar vear 1984 premium was 314.60
per month, which was raised to 3$15.50 per month on January 1,
1985. These rates were projected to equal 25 percent of the supple-
mentarv medical insurance program costs, as required bv the Social
Security Amendments of 1983.

ISSUES IN MEDICARE PHYSICIAN REIMBURSEMENT

Medicare reimbursement for Part B services is based on reasonable
charges. Private insurance carriers which administer the Part B pro-
gram determine the reasonable charge bv comparing the amount ac-

~tuallv billed with the billing physician’s customary charge and the lo-

calitv’'s prevailing charge. The lowest of these three amounts for anv
claim submitted is the reasonable charge. After the Part B deductible
1s met, medicare generallv pavs 80 percent of the reasonable charge
and the beneficiarv i1s responsible for the remaining 20 percent.

Increases in reasonable charges are limited by the medicare eco-
nomic index, a formula based on increases in physicians’ practice
costs. The rate of increase in the medicare economic index has been
consistently lower than the rate of increase in customarv and prevail-
ing charges. Therefore, the medicare economic index places a bind-
ing limit on increases in reasonable charges, in effect converting
them into indemnity pavments. Estimates are that about 60 percent
of medicare Part B charges are constrained by the medicare econom-
ic index.

Physicians can decide on a claim-bv-claim basis whether to accept
medicare’s reasonable charge as pavment in full for the service. If so.
the physician receives pavment directly from the program. The pa-
tient is responsible for the 20 percent coinsurance and any remaining
deducuble. If not, the physician bills the patient directly and the pro-
gram reimburses the patent for 80 percent of the reasonable charge
(after the deductuible has been satisfied). The percentage of claims
paid directly to the phvsician declined steadily from 61.5 percent in
1969 to 50.5 percent in 1976, after which it has slowly increased,
reaching 54 percent of claims in 1983.

The Deticit Reduction Act of 1984 imposed a 13-month freeze. ef-
tective October 1, 1984, on medicare physicians’ fees. All physicians
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were required to sav by October | whether thev would accept direct
pavment tor all of their medicare patients for the following vear. The
treeze and other provisions in the Deficit Reduction Act were expect-
ed to reduce the rate of increase in medicare phvsician spending in
tiscal vear 1985 trom 14.3 percentto 11.1 percent.

There are three related issues in the area of medicare phvsician re-
imbursement: ‘mandatorv direct pavment. determination of the in-
demnitv pavments. and supplementary private insurance. As noted
above, physicians currentlv have the option of accepting or rejecting
direct. pavment on a claim-bv-claim basis. Some observers have
argued that this amounts to a license to overcharge patients and
have. therefore, proposed mandatorv (all-or-nothing) acceptance of
direct pavment. This is not a sound proposal. Some physicians who
had previousiv refused direct pavment would simply cease to treat
anv medicare patients. Other phvsicians who continue to treat medi-
care patients, but would select fewer medicare patients and more pri-
vate patients. The total volume of services produced per physician by
both tvpes of phvsicians would also fall.

The second issue concerns how medicare’s. indemnity pavments
should be determined. Few observers would defend as reasonable the
present pavment svstem. which freezes in place the existing distor-
tons in physicians’ prices. For example. because insurance coverage
of inpatient services predated coverage of outpatient services and is
stll more extensive, procedures provided in hospitals have tended to
be introduced at higher prices and to move upward in ‘price more
rapidly than outpatient procedures.

Numerous proposals have been advanced to reform the medicare
indemnity pavment svstem. A successful proposal would use market
mechanisms to set the values of the medicare indemnities. This is de-
sirable because values set at competitive levels should assure contin-
ued access to quality medical care for beneficiaries. For example, the
performance of certain high-volume procedures might be put up for
competitive bids. The winning low bids would become the basis of a
comprehensive scale that assigns weights to all procedures. Finally,
the muluplier (a number that converts the weights into reasonable
charges) could be auctioned to all willing phyvsicians in the communi-
ty.

The third issue concerns supplementarv medicare insurance. In
1967, 45.5 percent of medicare beneficiaries also had private, supple-
mentary insurance: by 1977, this fraction had grown to two-thirds.
Medicare supplement policies tend to protect consumers against
medicare cost-sharing. This calls into question the effectiveness of
medicare pavment strategies based on cost-sharing, e.g.. phvsician in-
demnity pavments. At another level one mav ask why the demand for
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medicare supplementarv insurance is so strong. particularly in the
light of allegedls high premiums tor these policies.

The answer mav be that medicare supplementarv insurance is
hightlv leveraged. That is. the supplementary policv that pavs 20 per-
cent of the phvsician’s reasonable charge mav cause policvholders to
use more services. for which medicare Part B is obligated to pav 30
percent of the bill. Therefore. consumers mav regard supplementarv
policies as highlv attractive. even though they mav create substanual
excess use of services for the svstem as a whole. In the absence of
more fundamental reforms, a tax on medicare supplementarv insur-
ance mav be required to correct this problem. The tax should equal
the amount that Part B otherwise would pav on additional visits that
are induced bv the supplementarv policv. This would place Part B
second in line. after the supplementarv policy pays for the additional
VISILS,

MEDICARE HOSPITAL REIMBURSEMENT POLICY

Unul October 1983, medicare reimbursed hospitals for their “rea-
sonable costs” of providing care. subject to some limits and exclu-
sions. To constrain the rapid increase in medicare costs for hospital
inpatient care, major changes in medicare reimbursement were re-
centlv enacted. The Tax Equitv and Fiscal Responsibility Act of 1982
placed limits on total operating costs per discharge. subject to a rate _
of increase ceiling one percentage point above hospital input price
increases. The Social Security Amendments of 1983 marked a major
departure from cost-based reimbursement bv establishing the Pro-
spective Pavment Svstem. Under this svstem, hospitals are paid a pro-
spectivelv determined rate for each discharge. The amount of the
pavment is determined by the classification of the discharge into one
of 468 diagnosis-related groups. During a 3-vear transition period,
reimbursement will be based on a decreasing percentage of hospitals’
historical costs and an increasing percentage of the Federal prospec-
uve rate. Certain tvpes of expenses, such as capital and medical edu-
cation; are still paid on a cost basis.

Data indicate that hospitals are responding to financial pressures to
control costs and admissions. Hospitals showed reductions in person-
nel and staffed beds from the second and third quarters of 1983, re-
spectivelv, to the second quarter of 1984. The introduction of the
prospective pavment svstem has also coincided with a leveling in the
upward trend of hospital admissions and a sharper rate of decline in
the length of stav for people age 65 and over. Hospital admissions
for people under age 65 have fallen more rapidlv since the first quar-
ter of 1983 and the under-65 length of stav has conunued to decline
shightlv.
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The virtue of the prospective pavment svstem 1s that it “uncou-
ples” prices from the costs of individual hospitals. This idea. which
lies at the heart of the prospective pavment svstem. is that hospuals
will stnive to reduce their costs below the level of these fixed prices.
The major problem with the prospective pavment svstem is that the
svstem of prices it established has no relauon to the prices that
would cause hospitals to produce the amount of services that con-
sumers desire to buv, at the right qualitv, and the minimum cost. A
price that is too low mav cause producers to reduce investments so
that the qualitv of service declines. Of more relevance to hospital
services, a price that is too high in a market with competing suppliers
will lead hospitals to compete in dimensions other than price. driving
COsts up to prices.

Achieving the right set of prices will not be easv. The approach
currendy favored by the Health Care Financing Administration is to
revise the existing svstem to account for unusual cases, hidden differ-
ences in the severity of cases among hospitals, and the like. However,
the prospective pavment svstem-—no matter how finelv tuned—cre-
ates incentives for cost increases that could be substantial. For exam-
ple. hospitals have incentives to increase net revenues by increasing
admissions, unbundling services to shift costs to other parts of the
medicare program, and by diagnosing and treating patients in the
most-highly reimbursed diagnostic categories.

The Health Care Financing Administration may attempt to thwart
these cost-increasing tendencies by setting up regulations to detect
and punish excessive use of services under the prospective pavmtent
svstem. However, without incentives on the part of consumers, it is
doubtful that extra regulations will be effecuve. This is because indi-
vidual consumers have no stake in saving “‘no” to extra admissions,
unbundling of services, or reclassification of admissions into higher
priced diagnosis-related groups. In addition. thev have no reason to
shop among hospitals on the basis of price. An efficient hospital can
gain patients by offering higher qualitv care, but not by offering a
lower price. This will lead to excessive quality competition. The
svstem 1s basicallv one of price control. with all the usual disadvan-
tages of that approach. As a transitional measure to a market-based
svstem, however, current arrangements mav be superior to the previ-
ous svstem of cost reimbursement.

There appear to be two possible solutions for the longer run. First,
medicare Part A could be turned into a prefered provider organiza-
tion in which the program pavs in full for admissions at low-priced
hospitals. Consumers choosing more expensive hospitals would have
to pav thje balance of the hospital's bill. This arrangement would not
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preclude using medicare's substantual buving power to obtamn dis-
counts trom high-priced hospitals. )

The advantage of this approach is that it could be set up quickly in
most parts of the countrv, including those where organized alterna-
uve delivery svstems do not exist. The disadvantage is that it would
not address the structural incentives of hospitals to increase admis-
sions, unbundle services. and diagnose patients in protitable dragno-
sis-related groups. In order to solve these problems. it mayv be neces-
sarv to adopt the alternative approach of combining medicare into a
single program and letting organized provider groups bid to serve
the medicare population at competitive rates.

Under this alternative proposal. each medicare beneficiary would
receive 4 “voucher,” that would enable him/her to purchase both
phvsician and hospital services from an approved medical plan. A
successful voucher svstem would seem to have four characteristics:
(1) it would be based on capitation; (2) the medicare contribution
would be determined bv competitive bidding; (3) consumers would
have a choice among alternative plans: and (4) it.would be mandato-
rv.

Medicare pavment based on capitation, that is. a fixed pavment per
enrollee per month, would eliminate the problems of excessive ad-
missions, unbundling of services, and diagnosis-related groups reclas-
sitication which affect the present system. Competitive bidding would
address the fundamental problem that the Health Care Financing Ad-
ministration does not know in advance what hospitals’ costs trulv are.

The problem with using bidding to determine the capitation rate is
that of specifving the product to be delivered and ensuring that the
winning bidder actually delivers that product and not an inferior sub-
stitute. To overcome this problem, it is necessarv for consumers to
have a choice among competing plans. Then, if a plan did not deliver
its promised services or otherwise inconvenienced its enrollees, thev
could go elsewhere. Such plans would require a bad reputation so
that consumers need not be harmed before switching to another
plan. In order to ensure an adequate number of competing plans. it
would be necessarv to define eligible plans quite broadly. In some
instances. the capitation pavment might be given to a primarv care
phvsician who becomes the patient’s case manager and is at risk for
additional expenses.

However, choice among health plans entails its own problems—
those of preferred risk-selection and self-selection. Preferred risk-se-
lection refers to the tendency of a health plan to pick off good risks,
therebv making a profit at the standard capitation rate. There are two
wavs to prevent this, First, if the plan can charge consumers more
than the standard capitation rate. then it will be willing to enroll all
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applicants. with marginal pavments tailored to the applicant’s risk.
This svstem mav be perceived as untair to high risks. who have to
pav positive marginal premiums. An alternative is to risk-rate the
capitation pavment itself. Using certain predetermined demographic
factors which are related to health care expenditures. the Health
Care Financing Administration can varv the capitation pavment. Al-
though this svstem would not be perfect. it is exactlv the technique
that a private insurer would use to risk-rate its enrollees.

Standard medicare could remain as one of the choices under this
svstem, but not as an open-ended choice. Those who remained with
standard medicare would have to pav for expenses greater than their
risk-rated premium. Otherwise. medicare would be forced to subsi-
dize those individuals who prefer the less efficient deliverv svstem.

The Tax Equitv and Fiscal Responsibility Act marked a significant
step toward the goal of medicare vouchers. That legislation amended
the medicare statute to permit payments on a risk basis to HMOs and
other competitive medical plans. However. the current law has signif-
icant shortcomings. One of these is a requirement that, if medicare
pavments exceed the estimated cost of serving medicare enrollees,
the savings must be passed on to enrollees in the form of additonal
benefits or reduced cost-sharing. This regulation is unnecessarily re-
strictive. [t leads to allocauve inefhiciency, since medicare enrollees
might rather have cash rebates than additional benefits. A second
flaw of the existing svstem is that medicare pavment 1o competitive
medical plans is determined bv the 95th percentile of risk-rated ex-
penditures in the standard medicare plan. The competitive approach
to settng this pavment would have plans bid on the payment rate for

each distinet risk class of enrollee. —

The choice between the prospective pavment system and vouchers
boils. down to the question of the appropriate unit of service for
paving providers. The prospective pavment svstem favors payment
tor each admission. whereas the voucher system is based on payvment
per enrollee. On balance, the argument for vouchers seems to be
stronger, but both svstems face similar problems in determining the
appropriate pavment rate: the prospective pavment system must
make appropriate distinctions between different tvpes of admissions.
whereas the voucher system must distinguish among different risk
classes of enrollees.

In deciding between the competing proposals, policvmakers should
keep two points in mind. First, competitive bidding might be used to
help set the value of the medicare pavments. Second. both systems
should include strong incentives for consumers to select efficient
providers. This can be done through a preferred provider arrange-
ment or bv making the voucher svstem mandatorv. Without con-
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sumer incenuves. the medicare program will continue to experience
the cost-increasing pressures of insured medical care.

SHOULD MEDICARE MAKE SPECIAL CONSIDERATIONS?

Whatever prospective pavment svstem is chosen. if etfectve. will
lead to lower medicare pavments than would have prevailed in the
absence of the Tax Equitv and Fiscal Responsibility Act. This has
caused widespread concern that some consumers and some tvpes of
hospitals. particularly teaching hospitals, mav be disadvantaged by
prospective pavment. On closer examination. however, the argu-
ments tor special consideration under the medicare prospective pay-
ment svstem are surprisingly weak.

Part of the medicare price reductions mav be shifted to other third-
partv pavers. Some analvsts argue that the cost-shift is a hidden tax
paid by the private sector because the Federal Government 1s unwill-
ing to pay the full cost of the hospital care it has promised to medi-
care beneficiaries. Other methods of financing the shortfall, e.g.,
through increased pavroll or income taxes, aré said to place less of
the burden on lower income families. This view is seriouslv flawed. It
would be self-defeating if anv savings due to the prospective payment
svstem were _given back to the hospitals bv income or pavroll tax-fi-
nanced rebate. This would be tantamount to a return to cost reim-
bursement. In additon, such a proposal would reduce the incentve
ot private pavers to control costs. If all third party pavers attempt to
control hospital costs, the whole svstem will benefit.

Prospective pavment may also reduce hospitais’™ willingness to pro-
vide charity care. Although prospective pavment does not preclude
hospitals from using net operating revenue to finance charitv care.
some hospitals mayv lack the necessarv revenue. Any proposal to deal
with this problem should maintain strong incentives for hospitals to
collect their bills and for patients to pav them. For example, a Feder-
al program to pav for charitv care would cause hospitals simply not
to bill anv patient who appears to be a bad pavment risk. This tvpe
of perverse incentive should be avoided.

The legislation which created the prospective pavment svstem gave
special consideration to teaching costs. The salaries of residents and
teaching physicians are fullv reimbursed. It is also alleged that teach-
ing adds indirectlv to costs, because residents order more tests than
fullv trained physicians. and because the presence of residents puts
extra demands on other staff which mav not show up in time directly
allocated to teaching. These costs are reimbursed according to a
Health Care Financing Administration estimate that indirect expenses
increase by approximately 5.79 percent for everv 0.l increase in the
rato of residents to beds. The law mandated that this factor be dou-

28

- o @ ® 9 9 9 0 & O @ B e o




JANUARY 8, 1985
INTERNAL USE ONLY

§-43323" H02UOONOR-J AN=35-06:33:31) Format 1804 1053

bled in setting the diagnosis-related groups’ pavment rate tor teach-
ing hospuals.

The impact of the teaching adjustment on diagnosis-related groups
pavment rates is substanual. Tt has been estumated that 118 “heavv”
teaching hospitals would receive 3736 per admission in direct teach-
ing pavments and $2.158 in indirect pavments. The total teaching ad-
justment would amount to 71.4 percent of the basic pavment of
34.079.

The teaching cost adjustment is probably excessive. The Health
Care Financing Administration analvsis, on which the adjustment is
based. used seven variables in the estimating equation: teaching in-
tensitv, case mix, hospital wages in the local area. bed size. and three
measures of city size. Since other factors that contribute to. indirect
costs mav also be positivelv correlated with reaching, 1t is likely that
the teaching intensity esumate is too large. No attempt was made to
compare the resuits to those of other studies which have found small-
er teaching effects.

Much of the fault for the teaching adjustment lies with the Con-
gress, which doubled the Health Care Financing Administration’s es-
umate of the indirect teaching effect. The rationale for this action
was twofold: first, hidden case mix differences between teaching and
nonteaching hospitals mav not have been controlled: second. some
factors considered in the studv (standard metropolitan statistical area
size and bed complement) are not used in setting pavment rates but
are positivelv correlated with teaching; thus, using the teaching coef-
ficient alone to adjust for the indirect costs of teaching would ad-
verselv affect large. urban teaching hospitals.

Neither of these reasons is convincing. An econometric study of
teaching costs found no hidden case mix differences between teach-
ing and nonteaching hospitals. The argument for increasing the ad-
Justment because other cost-increasing factors are correlated with
teaching is also faulty. If large. urban teaching hospitals were under-
paid bv the prospective pavment svstem, this would occur because
thev are large and urban, not because of teaching.

Finallv. special consideration is given to capital costs under the
prospective pavment system. Interest and depreciation for fixed and
movable capital equipment represent onlv about 6-7 percent of total
costs for the tvpical hospital. However. the capital cost percent varies
widely among hospitals. leading to claims that including a flat per-
centage pavment for capital in the basic diagnosis-related group rate
would be unfair to some hospitals. Nevertheless, for two reasons. flat
“add-on” to the diagnosis-related group rate is the appropriate
method to payv for hospital capial. First. a simple add-on. uniike
most other proposals for reimbursing capital, would not distort the
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choice between capital and labor. Second, when one examines the al-
leged ditferences in capital expenses among hospitals. one discovers
a cvcle: those hospitals with low reported capital expenses often have
old phvsical plants which need replacement. Thus. temporary “over-
pavments” will disappear as these hospitals acquire new capital. The
losers under a flat add-on will be those hospitals which have recently

borrowed funds in the capital market. Even for this group, the dis-

counted value of the loss will be fairly small. This is because the
proper discount rate for most long-term hospital projects is the real
rate of interest on tax-exempt honds, which has averaged only about
(.5 percent for the last 20 vears.

CARE FOR THE DYING

Much concern exists about the necessity and appropriateness of
medical care services. Nowhere is this concern more relevant than for
the medicare program. In 1978, medicare enrollees in their last vear
of life accounted for 28.2 percent of total program spending, al-
though thev represented only 3.2 percent of all enrollees. An earlier
studv had shown that medicare decedents in 1967 comprised 3 per-
cent of enrollees and accounted for 22 percent of total program
spending. Therefore, a disproportionatelv small number of enrollees
accounts for a large, and apparently rising, share of program expend-
itures.

Much of this medical care is rendered in short-term hospiuals,
which critics suggest are an inappropriate site to care for the dving.
The validity of this claim rests on the ability of medical science to
determine, before care is rendered. whether or not expensive lifesav-
ing measures are likelv to succeed. Although this is an unresolved
question, some research suggests that a large part of care rendered
in hospitals’ intensive care units is of low lifesaving value. As an al-
ternative to expensive hospital treatment, careful attention should be
given to innovative proposals for addressing medical needs during
the last vear of life. One promising step was taken by the Tax Equity
and Fiscal Responsibility Act, which- extended medicare coverage to
hospice benefits, effective November 1983. Under this provision of
the Tax Equitv and Fiscal Responsibilitv Act, beneficiaries suffering
from terminal illness mav elect to receive hospice benefits.

The medicare hospice benefit recognizes that the purpose of end-
of-life medicare care is to provide for the comfort and well-being of
the pauent. In these areas, he mav be the best judge of what is good
medical care. The most difficult question is this: Under what condi-
tons does a mentallv competent patient have the right to refuse life-
sustaining medical treatment? It is bevond the realm of economics to
attempt to answer this question. It is clear, nevertheless, that expen-
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sive medical care. devoted to extending life bv weeks or davs. will
come under increasing scrutiny by both patients and third-partv
pavers.

COVERAGE FOR NEW MEDICAL TECHNOLOGY

An issue closely related to care for the dving is coverage for new
medical technologv. Recent advances in technology have enabled
phvsicians to repair or transplant numerous organs. but at very high
costs and with uncertain long-term outcomes. Should new medical
technologv be covered by health insurance programs? This question
is being addressed bv private health insurers who have, in some
cases. extended voverage to include organ transplants. These insur-
ers have developed estimates of the costs of new coverages and. if
consumers are willing to pav. the firms offering such options will suc-
ceed in the marketplace. Unfortunatelv. no counterpart to this proc-
ess exists in the medicare hospital insurance program, since the pro-
gram is not financed by premiums and since consumers cannot ex-
press their preferences bv choosing among different medicare op-
tions. These problems might be solved bv medicare vouchers, but
onlv if the standard voucher does not include expensive new technol-
ogies. Patients wishing to cover these services could then do so at
their own expense. The alternative of covering new technologies in
the standard voucher would provide protection for all medicare
beneficiaries, but it would tend to add further cost increases to the
medicare program. These increases might exceed the abilitv of our
society to pav for all new medical technologies.

MEDICAID: PUBLIC HEALTH INSURANCE FOR LOW-INCOME
PEOPLE

The public image of medicaid is that of a welfare medical program
oriented largelv toward children and other members of families re-
celving Aid to Families with Dependent Children (AFDC) pavments.
Allegations abound that these clients abuse the program. Other crit-
ics point .to abuses bv medicaid providers; and policvmakers have
become: increasingly concerned about “medicaid mills” in' which low-
quality care is provided.

None of these perceptions is accurate. In fact, medicaid has suc-
cessfullv met its legislated objectives. The primarv emphasis of med-
icaid was intended to be on persons whose economic status i1s bevond
their control—dependent children. and the aged, blind. and disabled.
Access 1o medical care for these groups has markedly improved and
with 1t have come improvements in the health of the poor.
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MEDICAID BACKGROUND INFORMATION

Medicaid was enacted by the Social Security Amendments of 1963
1o pav tor the medical care of speafic categories of low-income
people. It is administered by States and joindv funded by the Federal
Government and States. The Federal share of medicaid is determined
bv a tormula related to the State’s per capita income. For 1932 and
1983, the Federal share ranged from a statutory minimum of 30 per-
cent in 13 states te 77 percent in Mississippl. -

With some exceptions. to be eligible for medicaid. an individual
must receive or be eligible for federallv assisted cash welfare pav-
ments. States, at their opuon. mav cover specific groups of people
who do not receive cash assistance. Because of medicaid’'s multiple
criter1a for eligibiliev, about 12 million people with income below the
Federal povertv threshold are ineligible for medicaid. At the same
time. about five million of those eligible have annual family incomes
at least twice the povertv standard.

Medicaid covers a broad range of benefits. including some. such as
nursing home care. which are not often found in private insurance
contracts. Many States have also chosen to cover optional services.
such as dental care and eveglasses. which accounted for 40 percent of
all medicaid outlavs in 1978.

Medicaid patients receive most services [ree of charge. The excep-
non is nursing home care. Since this is a catastrophic expense (ex-
ceeding 340,000 tor the average admission) and 1s not covered bv
private insurance. manv nursing home residents “spend down™ their
resources and income untl they become eligible for medicaid.

The overwhelming emphasis of the medicaid program is on institu-
uonal care. Of 332.3 billion spent on medicaid in fiscal 1983, hospi-
tals received 27.2 percent for inpatient care and nursing homes ac-
counted for 42.9 percent {up from 23.4 percent in fiscal 1972). Pav-
ments to phvsicians represented only 6.7 percent of all medicaid pay-
ments in 1983,

The number of medicaid recipients increased from 18.3 million in
fiscal 1972 to 23.9 mullion in 1977 and has declined slightly since
then. The largest group of recipients are people who are eligible for
Aid to Families with Dependent Children (3.5 mullion adults and 9.4
million children). However, this group accounted for only 39 billion
of spending in 1983. A much larger amount—323.3 billion—was
spent on the aged, blind, and disabled. This is a reflection of the
medicaid program’s emphasis on institutional and, particularly, long-
term care.

Nearly 60 percent of all medicaid patients treated in private phvsi-
cian practices are seen byv practices whose patient volume is com-
posed of at least 30 percent medicaid-eligible patients. However,
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these “large medicaid pracrices” do not it the stereotvpe of medicaid
mulls. Anallarv services are not abused: nor is there evidence of ex-
cessive markups over cost. Visit length in large medicaid practices is
comparable to that in other pracuices. Phvsicians in these pracuces
often earn less than other phvsicians. However. phvsicians in large
medicaid practices tend to be older. nonboard certified. and gradu-
ates of toreign medical schools.

ISSUES IN AID TO FAMILIES WITH DEPENDENT CHILDREN MEDICAID

Proposals for medicaid reform fall into four broad areas: to change
the eligibility criteria and coverage of the poor: to trim medicaid ben-
etits: to adjust reimbursement policies: and to modifv the Federal
role. For example, the Federal role might be changed from that of
providing matching grants to pavment of block grants to States. The
argument behind this proposal is that block grants give the States
greater flexibility in deciding how to use medicaid funds.

One problem with this approach is that it mav lead medicaid-eligi-
ble people to migrate from States with poor benefits to States with
generous benefits. If that is the case. some States will not be able to
set benefits as high as thev might desire for their current residents,
because to do so would invite excessive immigration. Thus. the best
strategy for all States 1s to provide levels of benefits lower than thev
might otherwise desire.

In short, the block grant approach mav not be well-suited to the
medicaid program. which involves income redistribution among
States. One. alternative choice 1s to tie the Federal contribution to a
program of “basic”’ medicaid benefits judged to be necessary in all
States. Those States desiring to add more benefits, or to extend cov-
erage to more people, could do so with their own tunds. Another al-
ternatve 1s to cap or reduce Federal payments bv a fixed percentage
amount. This method was used by the Omnibus Budget Reconcilia-
tuon Act of 1981, which reduced Federal pavments to each State in
tiscal 1982, 1983, and 1984 by 3 percent, 4 percent. and 4.5 percent,
respectively.

Proposals to change medicaid eligibilitv critenia and coverage of
the poor should be given serious consideration. but the first principle
tor any change is that it should not reduce the incentives of medicaid
recipients to work. A program that replaces the present categorical
definition of eligibility with an income test would in effect simplyv add
another tax on the earned income of poor people.

Anv proposal to trim medicaid benefits should also be examined
carefullv. in order to rule out unanticipated perverse incentive ef-
fects. For example. one proposal considered by this Administration
would have imposed nominal copavments that would have raised the
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relauve price of medicaid sutpatent services. This might have led
medicaid beneticiaries to choose more expensive hospital care. A
studv indicated that the poor are verv sensitive to outpatient copav-
ments and that the imposition of even small copavments mav lead to
increased overall program costs.

An alternative 10 medicaid cost-sharing is for the program to con-
tract with selected hospitals on a competitive bid basis. The State of
California is experimenting with this program. Arizona is also con-
ducting a demonstration of a substanually different method of pro-
viding medicaid benefits. Virtally all beneficiaries must choose
among competing prepaid. capitated organizations. All care must be
received or authorized bv the prepaid capitated organization which is
at financial risk for the provision of care. This system is similar to the
HMOs voluntarilv selected by manv emplovees under their private in-
surance plan options.

Both of these programs limit the patient’s freedom to choose any
provider without regard to costs. This mayv raise the claim the medic-
aid is becoming a "‘second-class” medical program. but the hard re-
ality is that we cannot afford to send public patients to high-cost hos-
pitals and phvsicians.

ISSUES IN LONG-TERM CARE MEDICAID

Long-term care Medicaid presents a different set of issues. Fore-
most among these is the growing demand for long-term care for the
aged. The elderlv population doubled between 1950 and 1980 and
will double again by 2030, accounting for almost one-fifth of the U.S.
population. Moreover, the elderly population is becoming older. In
the two decades from 1990 1o 2010, the 85 and over age group will
increase three to four umes as fast as the general population, This
will create increasing demands for long-term care.

Most of the long-term care population resides in the community.
Onlv. 29 percent are in msututions. However, since institutional care
is verv expensive and manv experts believe that it may be unneces-
sarv in some cases, many proposals emphasize community care for
the elderlv. Among these are formal sources of care (paid providers
of home care. adult dav care. etc.) and informal support bv family
members. Some have proposed giving families tax deductions or
credits if they maintain. severely disabled familv members at home
rather than placing them in an institution.

Other approaches would seek to strengthen private, voluntarv fi-
nancing mechanisms for long-term care. One of these 1s the “life care
contract,” in which the beneficiarv is guaranteed a lifetime continu-
um of care in a community that combines residenual living with spe-
cialized long-term care services. The resident usuallv pavs a fump
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sum ninal tee and monthly charges thereafter. This contract repre-
sents a capitated approach where the provider is at risk and. there-
tore. has an incentive to provide a cost-effective mixture of services
including alternanves to institutional care.

CONCLUSION

Medical care spending is rising at an alarming rate. seeminglyv
bevond our abilitv to control it. This dispairing attitude is not justi-
fied. It is possible to control medical care costs without harming the
health of the average person. This is because many of todav’s health
problems are more-closelv related to eating, drinking, and smoking
habits. and to accidents. than thev are to lack of medical care. Thus,
people can significantly improve their health by taking responsibility
for healthv lifestvles. The private sector can encourage this trend by
establishing insurance premium savings for healthv behavior.

This does not mean, of course. that medical care does no good for
anvone: in selected cases, such as medical treatment of hvpertenton.
or medical services for the poor who are at high risk. the beneficial
impact of medical care can be substantial. The best approach. there-
fore. is one that concentrates on serving these high-risk beneficiaries.

Much of the rise in medical care spending is due to health insur-
ance, which insulates both individual consumers and providers from
the costs of using or prescribing additional services. Numerous pro-
posals would introduce price sensitivity into the market for medical
services. The use of indemnity pavments, which remove the insur-
ance subsidv from the marginal units of health care or health insur-
ance. is especiallv promising. The indemnitv concept underlies the
tax cap on health insurance, prefered provider organizations, physi-
cians’ fee schedules and diagnosis-related group payments to hospi-
tals. and vouchers. The indemnitv -pavment for each of these services
might be set by competitve bidding.

Another promising development is that States have recently begun
to take action to control medical care costs. State laws have been
changed to permit the development of preferred provider organiza-
tions and to remove barriers to price advertising of medical care
products and services. State attention should also be given to elimi-
nating regulations which favor one type of insurance company over
another.

Some private health insurers have been able to negotiate discounts
from hospitals. Discounts benefit the policvholders of these insurers
and place pressure on other health insurers to control their premium
costs. However. it would be unwise to encourage insurance industrv
concentration in order to obtain discounts. The negative conse-
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quences ot market concentration might outweigh anv benefits trom
this policy.

Finaliv. policvmakers should not use single instruments to correct
muluple problems. The foremost example 1s using insurance premi-
ums to - transfer income: from the -healthv population to the less
healthv. This defeats the purpose ot insurance. which s to protect
against the risk of ilness at a premium which represents tair actuarial
COSts.
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CHAPTER 3

The United States in the Global
Economy: Progress and New
Opportunities

THE CRISIS ATMOSPHERE that has marked the global economy
in recent vears has been dispelled considerably by economic develop-
ments. in 1984. Progress.in several areas—notably on the internation-
al debt problem and economic stagnation in the industrialized na-
tions—has provided the global economy with more breathing room
than it has enjoved in recent vears.

The events of 1984 have also demonstrated, once again, the extent
to which national economies are linked to one another through inter-
national trade and financial relations. Many recent positive interna-
tional developments can be traced to vigorous economic recovery in
the United States. A growing, open U.S. market has provided strong
stimulus to our trading partners in both the industnalized world and
in debt-ridden developing countnes. For those countries in the latter
group, increased export demand has been a critical factor in their
return to improved economic health. '

While there has been some tendency for the benefits of faster U.S.
growth to spread throughout the global economic system, the
strength of the U.S. recovery also has resulted  in increased diver-
gence between the United States and its partners on several related
aspects of economic performance. Two developments—the growing
U.S. current account deficit and the high level of the dollar—merit
closer examination of their causes and effects.

Compared to progress on growth and international debt, improve-
ments in other problem areas have been. less dramatic. Economic
stagnation in many countries in the early 1980s provided an environ-
ment well suited to the advance of protectionism. Reversing this
trend has turned out to be difficult. The recent marked improvement
in economic condiuons and the occasion of a new Presidential term
provide a good opportunity for evaluation of progress made so far in

this most challenging area of international economic policy and for'

consideration of steps that can be taken to ensure the success of a

new round of multilater’al trade negotiations that are currently under’

discussion.
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EXTERNAL DEFICITS AND THE U.S. ECONOMY

In 1984 the U.S. current account position—the difference between
the value of goods and services that the United States sold abroad
and those bought from foreign residents, minus net transfer pav-
ments made to foreign residents—declined by about 360 billion to
more than 3100 billion. or almost 3 percent of U.S. gross national
product (GNP). Most of this decline was accounted for by a $50-bil-
lion expansion of the U.S. merchandise trade deficit, which reached.
3110 billion in 1984. Movements in the U.S. current account position
and its main components are shown in Chart 3-1.

In consequence, there have been increased calls for protection and
other rypes of market intervention. Although protectionist measures
might provide a limited short-run advantage to affected sectors, they
would do so onlyv at great cost to the U.S. economy and to the integ-
rity of the global system of free-trade relationships. Moreover, such
steps are difficult to reverse. Accordingly, it is important to under-
stand the origins of the present large external deficits in order to
evaluate correctlv their associated costs and beénefits and to establish
proper policy priorities. Recent large external deficits and associated
capital inflows mayv be in large part the consequences of successful
recovery in the United States, rather than a problem requiring sepa-
rate, new policy actions.

A current account deficit is not necessarily a negative factor for the
economy as a whole. Depending on its underlying causes, a deficit in
the current account may bring distress to some sectors of the econo-
my as they have to adjust to changed conditions, but it typically
brings some benefits as well. For example, in many industries import
competition has prompted additional expenditure on new plant and
equipment and greater attention to controlling wages and other
costs. Some producers are making greater use of “outsourcing”—the
importing of less expensive parts and components—and are acting
more as designers, assemblers, and marketing agents for foreign pro-
ducers. Such shifts are the competitive response to changed market
conditions and, on the whole, work to the benefit of U.S. producers
and consumers.

Viewed more broadly, a current account deficit simply means that
(ignoring transfer payments) U.S. residents are purchasing for con-
sumption or investment more goods and services than they are now
producing. The counterpart of the current account deficit is the cap-
ital account surplus, which measures the net claims on the United
States that foreign residents have accepted in payment. Net capital
inflows provide the financing for the excess of current expenditure

-
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over output. These inflows have been important in financing the
recent U.S. investment boom.

Chart 3-2 shows how vanious aggregate financial flows have shifted
during the past 2 vears. The entries in Chart 3-2 are related to one
another by the accounting requirement that private investment must
be equal to, or in effect financed by, total savings from three sources:
private savings, government savings (the negative of government bor-
rowing), and capital inflows from abroad (the capital account sur-
plus). The chart shows that the approximatelv 30-percent increase in
U.S. private investment by 3224 billion between 1982 and 1984 was
financed bv an increase in private saving by about $130 billion.
Greater private saving was offset partly bv a small increase in total
government borrowing. But, almost 390 billion of the increased in-
vestment flow, or about 40 percent, was financed bv net capital
inflow from abroad.

Large deficits in U.S. current external expenditure on goods and
services. and corresponding cumulation abroad of claims on the
United States are not likely to go on indefinitely. Although there is a
good deal of uncertainty about how long a current account deficit {or
surplus) can be sustained, most industrialized countries, including
the United States, when observed for a period of several vears or
more, have not varied very far from balance in their current account
positions. When deficits or surpluses have emerged, either their un-
derlving causes were temporary, or natural market forces (or policy
responses) arose eventually to bring about adjustment. In these epi-
sodes, whether or not the entire process of deficit and adjustment is
Jjudged to have been beneficial depends in large part on whether or
not the increased current expenditure is used producuvely. If, for ex-
ample, the addiuonal current expenditure is mostly consumed, then
the gains from greater current expenditure may be slight and subse-
quent adjustment is likely to be painful. However, in the recent
period during which the U.S. current account deficit has increased,
private saving has been maintained and investment has been very
strong. This suggests that the elements are in place for a sustained
expansion with less likelihood of a difficult future adjustment.

Although the U.S. trade balance has fallen sharply in this recovery,
U.S. exports as a whole have not experienced unusuallv slow growth.
Real exports have actually increased at an annual rate of about 5%
percent since the end of 1982 (about 7% percent in 1984 alone),
about the same rate as in comparable stages of recent previous re-
coveries. The recent decline in the trade balance has not arisen from
any deterioration in U.S. productive efficiency. Since the beginning
of the recovery, U.S. output per work hour has advanced at an
annual rate of 3% -percent, easing earlier concerns about declining
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productivitv growth. Wage increases have also decelerated, with the
result that there has been a marked performance in U.S. unit labor
costs. The strong pertormance of investment in the present upswing
is a positive sign for the continuation of this trend.

CAUSES OF THE TRADE DEFICTT

In last vear's Economic Report, three factors were singled out as lead-
ing causes of the large trade deficit at that time: the relative strength
of the dollar. reduced U.S. exporis to heavilv indebted developing
countries, and faster growth in the United States compared with
growth in its industrialized trading partners. These three factors sull
are present, but the emphasis that each deserves has shifted some-
what.  Improved conditions in manyv developing countries have al-
lowed them to resume import growth, though certainly not at pre-
1981 levels. Although the growth-rate gap between the United States
and its industnalized partners widened earlier this vear, some conver-
gence has been evident lately as U.S. growth has slowed and expan-
sion has accelerated somewhat in Europe. The dollar, however, con-
tinued to strengthen in 1984,

Esumates of how much each of these factors contributed to the
recent decline in the U.S. trade balance are inherentlv inexact, in
part because they are not independent of one another. Nonetheless,
rough estimates give a general impression of their relauve impor-
tance. Since 1981, U.S. real growth has exceeded that of its main in-
dustnalized trading partners by about three-quarters of a percentage
point per vear on average; in 1984 the gap in growth rates was more
than three times as large. Even at unchanged relative prices, with
faster growth of U'.S. production and demand. U.S. purchases of im-
ported materals and products normally. will increase. On this score
alone, one can account for roughly one-quarter of the $85 billion de-
cline in the annual U.S. trade account position since 1980. Slower
growth in U.S. exports to debt-ridden developing countries, which
have been obliged by financing constraints to reduce their imports,
accounts for a slightly smaller share of the decline. This factor has
been especiallv significant in our trade with Latin America where the
United States has a large stake in export markets.

On the other hand, not all external developments have increased
the U.S. deficit. The dollar price of oil has moved downward by more
than 20 percent since 1981, and shifts to other energy sources and
conservation have meant that annual payments for imported oil by
the United States have been cut by about $20 billion in the past 4
vears. When these gains in the bill for imported oil are included, a
net decline of about $60 to $70 billion remains—much of which is
attributable to the strength of the dollar.
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THE STRONG DOLLAR

One of the most striking features of the present recoverv in the
United States is that it has been associated with a pronounced and
persistent rise in the value of the dollar. The top panel of Chart 3-3
illustrates the extent to which the dollar has gained against a weight-
ed average of other major currencies in recent vears. Since 1980, the
latest vear in which the U.S. international current account was rough-
lv in balance. the dollar has advanced steadilv, until bv late 1984 ut
was about 65 percent above its average in 1980 and at its highest
level since tlexible exchange rates were adopted in 1973. The largest
increases in the dollar’s value occurred in 1981 and 1982 from an
unusually low level in 1980, but during the eight quarters since the
latest recession in the fourth quarter of 1982, the dollar has strength-
ened by about 20 percent.

These gains were not a reflection of weakness in any individual for-
eign currency, as has sometimes been the case in past episodes of
dollar strength. The dollar has nsen significantly against all other
major traded currencies. (Three of these—the German mark, Japa-
nese ven, and British pound—are shown in the lower panel of Chart
3-3). Recent movements of exchange rates do not appear to have oc-
curred in response to anv particular external events, analogous to the
sharp oil price increases that disrupted foreign exchange markets in
the 1970s. This suggests that U.S. economic developments are re-
sponsible for the dollar’s strength.

Our understanding of how exchange rates are determined is still
quite incomplete. Given enough time, exchange rates and the factors
on which thev depend ought to adjust so that a representative bundle
of goods costs roughly the same in countries linked by open trading.
There 1s ample evidence, however, that this relationship of purchas-
ing power panty need not hold over the short or medium term. The
upper panel of Chart 3-3 shows how the dollar’s real exchange rate
(i.e., the nominal exchange rate adjusted for consumer price levels
here and abroad) has moved in recent vears. Changes in the real ex-
change rate have generally been less pronounced than changes in the
nominal exchange rate, but it has decidedly not been the case that
changes in the latter have merely compensated for relative price per-
formance. Since 1980 the dollar’s real rate of exchange has risen bv
about 60 percent, only slightly less than the nominal exchange rate.
From the fourth quarter of 1982 to the fourth quarter of 1984 the

. dollar's real exchange rate appreciated by about 18 percent.

Over the shorter term honzons that are relevant to many impor-
tant market and policy choices, exchange rates are determined in
asset markets. Large international investors and borrowers allocate
their portfolios among assets of various currency denominations in

w
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highlv integrated international markets. Vast volumes of financial
assets can be traded in a matter of minutes at virtually anv ume of
dav. Accordinglv, asset prices. including the exchange rate. can
change quickly in response to changing expectations about funda-
mental characteristics that influence asset demand and supplv.

International investors can be expected to make their portfolio de-
cisions mainly on the basis of expected rates of return, including ex-
pected exchange rate changes, adjusted for risk and other special fac-
tors. It is useful, therefore, to compare expected real interest rates
on dollar and nondollar assets (i.e., nominal interest rates adjusted
for expected inflation) to understand what has been happening in
foreign exchange markets.

The upper panel of Chart 3—4 shows that starting in 1979 U.S. ex-
pected real interest rates moved sharply upward and peaked in 1982,
Although they have fallen since then, they sull are at relatively high
levels. Foreign real interest rates also experienced a similar upward
movement starting in 1980, as can be seen in the upper panel of
Chart 3~. However, the rise in real interest rates abroad was much
less pronounced than in the United States, leaving a substantial paosi-
tive gap between U.S. and foreign real interest rates. That gap is

—shown in the lower panel of Chart 3—4.

Why have U.5. expected real interest rates and the dollar been so
high? The answer can be found largely in the character of the recent
successful U.S. recovery, as discussed in Chapter 1. The initial in-
creases in U.S. real interest rates were associated with the [979
change to a ughter U.S. monetary stance. Subsequent declines in in-
flaton, which were svstemnatically underpredicted in most forecasts,
contributed to a strengthening of the dollar between 1980 and 1982,
as the expected real return to holding dollar assets rose and im-
proved inflation performance itself justified a higher nominal dollar
exchange rate.

More importantly, as emphasized in Chapter |, the Economic Re-
coverv and Tax Act of 1981, together with reduced inflation, signifi-
cantlv raised the after-tax rate of return on new business investment.
This increase in the real rate of return on U.S. business investment
spilled over to the return on dollar-denominated assets generaily and
to the level of the dollar itself. After 1981, expanding Federal budget
deficits mav also. have raised the level of U.S. real interest rates and
helped to strengthen the dollar. The extent of upward pressure on
real interest rates and on the dollar through this channel, however, is
of uncertain size. ‘ ‘

Higher real returns and lower inflation account for some but not
all of the observed upward movement of the dollar. In the lower
panel of Chart 3—4, it is evident that while the real exchange rate has
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been nising steadilv since 1980. the real interest rate gap in favor of
the dollar has narrowed since 1982 and occasionallv has been nega-
tive. This suggests that other factors mav have continued to push up
the demand for doilar assets. A number of additional explanations
have been put forward, but what seems most persuasive is that the
combination of increased after-tax profitability of U.S. corporations,
the demonstrated strength of the U.S. recoverv, the reversal of inter-
national lending outflow from U.S. banks, and the generally more fa-
vorable longer run prospects for the U.S. economy have prompted
an additional increase in. demand for dollar assets. }ust as in 1980
when the relativelv low level of the dollar probably reflected a more
pessimistic view of future U.S. performance than could be measured
by the real rate of interest and other available indexes, in 1984 the
relatively high value of the dollar probably reflects more optimistic
assessments than can be captured by these indices.

The recent strength of the dollar has had a number of important
effects—some positive and some negative. As the dollar has risen,
some U.S. industries that compete in internationl markets have expe-
rienced difficulties. Many of these problems are concentrated in the
manufacturing sector, where declines in trade balances across indus-
tries have been widespread. In 1984, only 6 of the 20 major U.S.
manufacturing industries had positive merchandise trade  balance,
and even these 6 experienced declines or no increase. Some manu-
facturing industries are troubled by problems bevond those ansing -
from dollar strength, however. The four industries with the largest
trade deficits in 1984—autos, steel, consumer electronics, and petro-
leum——also have relativelv high labor costs, raw material costs, and
other factors that have contnibuted to a loss of comparative advan-
tage. :

Trade problems are not limited to the manufacturing sector. The
traditional U.S. surplus in agricultural products has contracted by
about 39% billion from its level of 3 years ago, as dollar appreciation
and slower demand growth have kept dollar prices and export vol-
umes down. Large declines have also occurred in U.S. exports of raw
materials.

In many respects, however, the dollar’s nise in value has been ben-
eficial. Production and investment in sectors less involved in interna-
tional trade have been stimulated. In some cases, external pressures
have accelerated needed changes and had a positive effect on the
economy as a whole. The strong dollar has also meant that prices of
traded goods and close substitutes have been kept lower than they
would have been otherwise, thereby benefiting both U.S. consumers-
and U.S. producers who use imported inputs. Undoubtedly, the dol-
lar’s rise since 1980 has made the task of bringinglinﬂation under
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control considerabliv easier. In addition. to the extent that dollar
strength has arisen from a shift in demand toward dollar assets, U.S.
interest rates have been lower and real investment has been higher
than would have been the case otherwise. Stronger U.S. investment
has important longer run consequences, since it will ultimately mean
higher productivity, faster potental growth, and more emplovment in

_ the tuture,

THE DEBTOR COUNTRIES: RECENT PROGRESS

Earlier we noted that economic adjustment in debt-burdened de-
veloping countries was an important cause of the widening U.S. trade
deficit. However, several favorable developments that became evident
in 1983, and were reflected in improved external positions of bor-
rowing countries, continued in 1984. As a result, the prospects for
several major debtors are now much more favorable. These recent
gains confirm that the strategies for economic adjustment and repay-
ments that have been followed bv these nations are basically sound,
We have also learned a great deal in recent years about the factors
that contributed to ‘widespread  debt-servicing problems. However,
international debt probiems have not been solved. Progress has been
quite uneven, and some countnes have not taken adequate steps
toward adjustment in their domestic economies to benefit much from
the improved international economic environment.

Recent expenience has highlighted the degree to which economic
growth and the successful servicing of foreign debt by developing
countrieés is sensilive to external conditions. The continuation of
progress at the pace of the past 2 vears depends on a number of con-
ditions in the global economy being met, including a reversal of the
recent trend toward protection in both industrialized and developing
countries. Although the pressures from impending international debt
problems have lessened somewhat, with very few exceptions, sover-
eign borrowers in the problem group have not yet regained sufficient
credutworthiness that they can resume normal borrowing in interna-
tional financial markets.

The source of recent problems in internatonal lending is found
not in one but in several underlying causes. The sizeable increase in
the 1970s in international bank lending—mainly to the more ad-
vanced developing countries in Laun America and Asia as well as to
Eastern Europe—was typicallv organized through consortia of large
international banks, but also eventually included participation by
smaller regional banks. It differed from previous international lend-
ing in several important ways. Loans were for relatively long terms,
but were priced at vanable interest rates, specified typically by
spreads above a short-term interbank rate. Thus, changes in global
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monev-market conditions were retlected verv rapidlv in the interest
burden ot the debtor countries.

Rather than being for specific project use or for short-term trade
credit, bank lending was quite often intended for general use. Thus,
a countrv’s abilitv to service and repav borrowings depended not so
much on its capacity to generate proceeds from identifiable projects.
but rather on the overall export performance and import dependence
of its economv-—an outcome inherentlv more difficult 1o evaluate.

To manv banks. thin profit margins on loans in the industrialized
countries and prospective high rates of return in developing coun-
tries made such lending look highlv profitable and relativelv safe.
The late 1970s was a period of relatively strong growth for the devel-
oping countries. and export demand for most of the borrowing coun-
tries was expanding. The inflationary environment then particularly
encouraged investment in natural resource industries and lending to
countries specializing in those products. [t now seems apparent, how-
ever, that banks" ability to judge the soundness of this relatively new
tvpe of general-purpose borrowing was limited at best. Aggressive
lending resuited in inapproprately high levels of bank exposure to
some countries that threatened the stability of not only individual
banks. but the international banking svstem as a whole.

The economic policies followed by borrowing countries also con-
tributed greatlv to the eventual crisis. Encouraged by the readv avail-
ability of external resources, manv borrowing countries {ollowed un-
disciplined policies—policies which subsidized consumption and dis-
couraged productive investment, and which frequently resulted in ex-
cessive government spending and credit expansion to inefficient state
enterprises. In most instances, the authorities showed little inclina-
ton to resist monetizing these deficits, and the exchange rate was
not devalued rapidly enough to offset fully the ensuing inflation. In
some cases, real appreciation of the local currency reflected a delib-
erate attempt to reduce inflationarv pressures; in other cases, espe-
ciallv among. the oil exporters.in this group, strong capital inflows
pushed the real exchange rate up. In either case, real appreciation
caused resources to be diverted from the manufacturing and export-
oriented sectors, leaving borrowing countries poorly positioned to
deal with later declines in demand and increased pavments burdens.

These developments set the stage for trouble, but the sharp reces-
sion in the industnalized countries in 1981 and 1982 made the prob-
lem immediate and acute. The combinanon of reduced demand for
exports of developing countries, coupled with higher real interest
rates as inflation was brought under control, placed a double burden
on heavilv indebted borrowers, the consequences of which had not
been fully foreseen. The problem was compounded subsequently for
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the oil exporters among this group bv a decline in the doilar price of
oil, More generallv, for manv countries exporting primary products,
appreciation of the dollar caused their terms of trade (the relative
price of their exports to the price of their imports) to turn down-
ward. Thus, at the same time that the interest burden was mounting,
debtor countries found it increasingly difficult to generate additional
hard currencv through external trade. Capital flight further reduced
available hard currency resources. In August 1982, the Mexican au-
thorities indicated to U.S. authorities that they were unable to service
their international obligations. Most of the major soverign debtors
joined the ranks of problem borrowers soon thereafter.

Since then, improvements have occurred in all three areas that
contributed to debt problems. Perhaps the clearest indicators of
progress are the gains made by borrowing countries in reducing their
external deficits. Although the majority of the large debtors are still
in a deficit position in their current. accounts—indicating that thev
are sull increasing their net indebtedness to the rest of the world—
external deficits have narrowed markedlv in recent vears for some
kev countries. Since 1981 the total annual current account deficit of
the largest |7 debtors among the developing countries has declined
by about 344 billion to a level this vear expected to be about $20
billion, -despite an increased interest burden. Some countries have
made especially dramatic gains; Brazil and Mexico stand out in par-
ticular. The Brazilian current account deficit declined by more than
38% billion in 1983 and is esumated to have-fallen by another $6
billion in 1984 to only about one-half billion dollars. For Mexico, the
gains have been even more dramatic—a total improvement of 319
billion between 198! and 1983. The Mexican current account was in
surplus by 35 billion in" 1983, and the surplus is estimated to have
been only slightly less in 1984.

Earlv improvements in the current accounts of borrowing countries
were made primarily through cuts in imports. These cuts were neces-
sitated by financing constraints that were associated with sharp de-
clines in acuvity and income. Import declines continued in response
to restrictive fiscal and monetary policies and exchange-rate devalu-
ations that were part of programs supported by the International
Monetarv Fund (IFM). More recently, as the potental for further
import reduction has been exhausted, continued improvement in
borrowers’ external positions has relied on expanding exports.

Almost all of the major borrowing countries experienced export

growth in 1984. Most have returned to real GNP growth as. well. This
has been important in maintaining enough pohucal consensus to sus-
tain their economic adjustment:
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Increased exports are largelv a reflection of expanding demand in
the industnalized countnies. especiallv in the United States. As the
leader in the global recoverv. the United States with its comparatively
open markets has plaved a disproportionate role in absorbing the
output of the debtor countries. The United States now buvs about 30
percent of the exports of the 17 larget debtors among the developing
countries. as compared with 17 percent for comparable imports by
the European Communitv (EC) and 14 percent by Japan. Even more
striking is the fact that, of the increases in industnalized countrv im-
ports from the large debtors in the past 2 vears, almost 90 percent is
accounted for by imports by the United States.

Although in 1983 and 1984. banks cut back their new lending to
the debtor countnies from earlier peaks, bank loans, together with of-
ficial lending, sull have been available at levels adequate to support
adjustment programs. In consequence, the ratio of debt to exports—
a measure that is often used as an indicator of a borrowing country’s
financial position and ability to pay—has stopped nsing in most
countries and has started to decline in manv. The average ratio is
onlv slightlv below 2, however, still considerably above the average
level of about | ¥z in the mid-1970s,

Banks have also improved their positions noticeably. By increasing
their capital and loan-loss reserves (by about 25 percent for U.S.
banks over the past 2 vears), banks have reduced their loan-to-capital
ratios and are now in a better position to deal with anv possible
future debt-servicing problems.

Positive steps have also been taken in the restruc%ing of outstand-
ing debt—the most notable development being a rescheduling agree-
ment reached between Mexico and its private bank creditors in Sep-
tember 1984 on Mexico's outstanding public-sector debt of about
$50 billion. Previous rescheduling of smaller amounts of sovereign
debt and generally been on a l-vear basis; the Mexican agreement
broke new ground in that it covered debt maturing over the follow-
ing .6 vears. Party i view of Mexico's excellent performance under
its adjustment program and contunued good prospects, the lending
terms in the new agreement were attractive—a quite low-incerest
spread and a generous grace period. The usual fees and commissions
also were waived. In addition, greater flexibilitv is afforded the lend-
ing banks bv a provision in the Mexican agreement that up to 30 per-
cent of their outstanding credits to Mexico may be converted at the
bank's option to their own home currency, thus enabling more
secure funding. Significantly, the new Mexican muiti-vear agreement
appears to have served as a prototype in later reschedulings includ-
ing ones with Venezuela and Argentina.

1
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Although these developments have been encouraging, resolution
of the debt problem is clearly a long-term matter. Debt-related diffi-
culues stll plague manv of the smaller developing countries. some
borrowers in Eastern Europe. and some Western industrialized coun-
tres. In some cases, their relativelv poor performance arises from
special factors. Countries that-depend heavilv on the prices of certain
raw material exports {such as copper, rubber, un, and oil) have been
set back espeaiallv bv recent price declines. In general. price trends
for exports of developing countries have not been favorably lately:
the average dollar price of industralized raw materials (excluding oil)
has fallen by about |4 percent from its level at the end of 1983, and
export revenues of countries specializing in these products have been
eroded. In other cases, problems continue because essential domestic
adjustments have not vet been made. The differing performance of
these countries confirms that the extent of a debtor country’s recov-
erv depends closely on export growth, maintenance of competitive
exchange rates, well-conceived investment plans, and noninflationary
macroeconomic policies. These elements are typically part of adjust-
ment programs developed in consultation with the International
Monetarv Fund. The important role of the Fund in providing new
lending and overseeing adjustment cannot be overstated.

The events of the past 2 vears clearly reveal the sensitivity of the
performance of the debtor countries to the state of the global econo-
my—including the level of interest rates, the value of the dollar, com-
modity export prices, and, especially, the rate of growth of the indus-
trialized economies. The debtor countries have benefited particularly
from extremelv strong U.S. growth. A number of studies have sug-
gested that with sustained real growth in the industrialized countries
at roughly a 2 w0 3 percent annual rate, the servicing of developing
countnies’ debt is manageable. At faster rates it is easier, of course.

Sustained growth in the industnialized countries by itself, however,
is not sufficient to ensure success. The markets in industrialized
countries must remain open, not only to traditional exports from the
developing debtor countries, but also to the more skill-intensive ex-
ports that emerge as their comparative advantage evolves. In recent
vears, increased protection has been directed at this latter class of
products as these exports—particularly those from the so-called
“newly industrialized countries”—have become more competitive.

It is important to recognize that the costs of such protection in-
clude not onlv the negative direct impacts of such measures in terms
of misallocation of resources and distortions to patterns of spending,
but also the broader damaging effect of such restrictions on the pros-
pects for further debt repayment. Both production and the prospects
for debt repayment would be further enhanced by expansion of for-

12
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eign direct and portfolio investment flows. These tlows could in-
crease if host countries were to provide a better investment climate.
Increased foreign direct investments, in particular. not onlv would
partly relieve borrowing needs but also would provide additional
benetits, such as technological m}nsfers trammg and improved ex-
ports marketing know-how.

OUR INDUSTRIALIZED TRADING PARTNERS

The performance of the major industrialized countries in their re-
coverv from the 1980-32 global recession has been uneven. That di-
vergence was still apparent in 1984, Although the United States, and
to a lesser degree Japan and Canada. experienced further healthy ex-
pansion (albeit from a fairlv deep trough in Canada), recovery in
Europe still lagged well behind. Average real GNP growth in the four
major European economics (Germany, France, the United Kingdom,
and Italv) accelerated slightly in 1984 to about a 2% percent annual
rate. but this was less than half the average of the three non-Europe-
an countries mentioned above and hardly represents a significant de-
parture from their relatively stagnant condition since the mid-1970s.
Although some progress has been made lately in revitalizing the Eu-
ropean economies, it is clear that Europe still suffers the fundamental
problems. The most visible symptom of these problems is the pres-
ence of persistent and rising unemplovment, currently equivalent to
almost 11 percent of the European work force.

Two factors are pointed to most often to explain the slow econom-
ic recovery in Europe: structural problems in European labor markets
and disincentives to adjustment and growth. The former includes
highlv indexed wages, high nonwage labor costs and social charges,
and arrangements for excessive job security that contribute to a low
rate of both mobility and new hirings, while the latter refers to varni-
ous government regulatory burdens, high marginal tax rates on labor
and capital incomes, and large subsidies paid to agriculture and de-
chining industrial sectors.

The combined result of these factors has been low levels of capac-
ity utnlization and low rates of investment. Expressed as a share of
GNP, pnivate investment in Europe has declined steadily since the
first o1l shock and is now well below the level of investment shares
seen in Europe in the 1960s. There has also been essentally no net
job creatuon in Europe in the past 15 vears. In addiuon to disincen-
uve effects and labor market rigidities, labor market conditions have
been worsened by demographic factors—especially a heavyv influx
into the work force of vounger workers, on whom the burden of un-
emplovment has fallen most heavily. Labor force growth is expected
to decelerate in coming years, but in the absence of a marked pickup

13
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in investment and productivitv, achieving a significant reduction in
European unemplovment will be difficult.

High prionity has been given recentlv in Europe to reducing large
government defiaits and limiting the swelling share of govermment
expenditure in total demand. Considerable progress has been made
in contracting public-sector deficits, but the hope that deficit reduc-
tion and curbs on public spending, by themselves, would contribute
significantlv_to higher growth bv releasing resources to the private
sector has been realized so far to onlv a limited degree.

ON balance the external sector has provided verv little net stimu-

_ lus to growth in Europe. This is not to sav that European exports to
the United States have been weak. On the contrarv, EC exports to
the United States have grown at a 15 percent annual rate since 1982.
However, the U.S. market presentlv makes up a relatively small share
of total EC export sales (about 16 percent, not including intra-EC
trade}. Trade within the Community has declined since 1981, and
other important. EC export markets—Organization of Petroleum Ex-
porting Countries (OPEC), the Eastern Bloc, and major developing
countries—have been stagnating or declining. In these latter markets,
however, even the market shares of European exporters have not in-
creased, despite significant gains in competitiveness vis-a-vis the
United States in the past 2 vears.

Although recent progress has been slow.in Europe; there- are
grounds for increased optimism. Unemployment is related to deep
structural problems, but nominal wages have decelerated in several
countries. As inflation has been brought under control, there are a
few signs of greater flexibility in real wages and more willingness on
the part of labor to compromise on nonwage issues. In some cases,
performance in 1984 has been affected by special factors, such as
persistent intlation in France and sectoral strikes in the United King-
dom and Germanv. The rapid rebound of activity in Germanv after
the strike there was settled suggests that the underlving German
growth potenual 1s strong. Performance in the other countries may
improve for similar reasons once their particular difficulties are dealt
with successfullv. Finally, continued good pertormance on control of

“inflation and reduction of budget deficits may provide many Europe-
an countries with a foundation for more stable economic growth.

In companson. with the European economies, the Canadian and
Japanese economies have performed well. The U.S. market is rela-
tivelv much larger for both countries {70 percent of total exports for
Canada. and 30 percent for Japan), and recent export growth to the
U.S. market has been robust (since 1982, about 20 percent annually
for both). The fact that Japan also exports heavily to the rapidly ex-
panding newly industralized countries of Asia (South Korea, Taiwan,

14
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Hong Kong. and Singapore—where about 14 percent of Japan's ex-
ports now 3o0) also has contribued to its largely export-led recoverv.

Our trade relations with Japan have sometimes been singled out as
a special problem. In a period in which the United States is running
the largest trade deficit of anv nation. Japan is in quite the opposite
position with an estimated trade surplus of more than 340 billion in
1984. Furthermore. the deficit in U.S.-Japanese bilateral trade has ex-
panded significantlv in 1984 to an estimated annual deficit of over
330 billion this vear.

Undue emphasis on the bilateral balance in a multilateral trading
svstem is misplaced, however, and can be misieading—just as wouid
be inferences about a person’s financial standing based on his or her
relationship with only one creditor. In fact, the decline in the U.S.
bilateral trade position with Japan since 1981 has been less than that
with either the EC or Laun Amenca. Although some problems have
arisen in the past in relation to foreign access to particular markets in
Japan. the agreement reached in earlv January 1985 between Presi-
dent Reagan and Japanese Prime Minister Nakasone to establish high

level talks to seek wavs of opening Japanese markets-furtheris-a-sign . _ .

of possible progress in this area.
RECENT U.S. ACTTIONS IN INTERNATIONAL TRADE

A review of U.S. actions during 1984 on a wide range of issues in
internatonal trade provides a useful background for the discussion of
new free trade iniuatives in the next section. U.S. actions in 1984
represent a mixed record of protectionism and limited progress
toward freer trade. Significant actions include the passage of a major
trade bill by the Congress in cooperation with the Administration,
decisions on several important import relief cases, and the extension
or modification of existing import restrictions in several sectors.

THE TRADE AND TARIFF ACT OF 1984

Despite unusual protectionist pressures, the Congress and the Ad-
ministration put in place an omnibus trade law that is generally sup-
portive of free trade. The major provision of the Trade and Tanff
Act of 1984 is the renewal of the Generalized Svstem of Preferences
(GSP). The GSP provides for a reduction of tanffs to zero for im-
ports from qualifving developing countries, although some imports
(notablv textiles) are not covered by the program. The new law also
authonzes negotiations with Israel (and other countries) to establish
a free trade zone. Other provisions include tariff reductions on about
100 products and various revisions of trade law.
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GSP Renewal

The Trade and Tanff Act extends the GSP program unul 1993,
enabling the President to continue to grant dutv-tree treatment to
manv exports from 140 developing countries. In addition. it removes
quantitative limits on the exports eligible for GSP from the poorest
countries. Continuation of GSP is linked to the recipient’s enforce-
ment of exclusive rights in intellectual propertv (patents. trademarks,
and copvrights) and its respect for the nghts of workers. Several
products, including leather apparei. were added to the list of articles
ineligible tor GSP. a list that alreadyv includes clothing and texules.
The new law also requires the graduaton from the program of coun-
tries with a per capita GNP exceeding 38,500 per vear. This figure is
indexed to one-half the rate of U.S. economic growth. As a step
toward freer trade, GSP renewal benefits American consumers and
producers. as well as participating developing countries.

U.S.-Israel Free Trade Agreement

The Trade and Taniff Act provides authority for negotiations to es-
tablish a U.S.-Israel Free Trade Agreement. The trade-creating ef-
fects of such a free trade zone will benefit both Israel and the United
States.- The President, however, will retain the power to impose
quotas. or 1o negouiate export restraints if the International Trade
Commuission determines that increased imports threaten national se-
cuntyv or injurv to domestic industries. The President is also empow-
ered to negotiate reductions in tarffs and nontaniff measures with all
countries, subject to congressional approval. The President, there-
fore, can enter into negouations with any country desiring a free

‘trade zone with the United States.

Other Provisions

The “reciprocity’” measures in the new law extend the Trade Act
of 1974 to provide specific authonty for the President to retaliate
against a wide range of barriers to U.S. exports, including services
and investment, as well as to negotiate to reduce or eliminate bar-
ners to U.S. foreign investment and U.S. exports of services, semi-
conductors. and other high technology goods. The U.S. Trade Rep-
resentative. moreover, now has explicit authority to initiate investiga-
tions of unfair trade practices and to impose import restrictions in
response to foreign export performance requirements.

The new law expands the countervailing duty statutes to include
specifically products that benefit from using subsidized inputs and re-
quires the International Trade Commission to assess cumulativelv the
volume and effect of imports of like products from two or more
countries for purposes of injurv determination.

16

3

<ry



PN

e o S L bl . G e LA T

o

Aba  madien . C

JANUARY 8, 1985
INTERNAL USE ONLY

S—83237 01700 08-JAN-35-06:40:13) Format 0804 1/10/83

The definition of “industrv’” is also modified to allow grape pro-
ducers 2 vears to file petitions against foreign trading practices af-
fecting the wine industrv. Aside from raising the risk of countervail-
ing duties on European wines and possible EC retaliation against the
United States, this provision deviates from the established principle
of onlv allowing petitions from firms with like or directlv competing
products. The President is also required by a related provision to
seek reductions in foreign barriers to American wines and encour-
aged to establish a wine export promotion program.

The criteria tor determination of injurv due to imports under Sec-
tion 201 of the Trade Act of 1974 are also revised. Section 201 pro-
vides procedures for domestic industries to petition for relief from
import competition. The changes require the International Trade
Commission to consider plant closings and producers’ inventories of
imports. in its -escape clause cases. Moreover, the law specifies that
the profitability of the domestic industrv will not preclude an injury
finding, nor will the presence or absence of anv one factor. The
effect of these changes remains to be seen. but there mav be an over-
all increase in both the number of new cases filed and the number of
injurv findings.

Finallv, the bill provides: explicit authority for the President to im-
plement his recently announced steel trade program. which is. dis-
cussed below in more detail. The U.S. Customs Service is to enforce
import agreements, including voluntary restraint agreements (VRAs),
between the United States and steel exporting nations.

ESCAPE-CLAUSE, ANTIDUMPING, AND COUNTERVAILING-DUTY CASES

The International Trade Commission investigated several Section
201 “escape-clause” cases during 1984. After a finding of imjury due
to imports bv the International Trade Commission, the President is
charged with making the final decision based upon the national eco-
nomic interest. The International Trade Commission determined that
imports were not a substantial cause of serious injurv, or threat of
serious injurv, to three small domestic industries. In the unwrought
copper and carbon steel cases, however, the Commission did find
injury and recommended import relief in the form of various trade
restrictions, Import restrictions were terminated during the past vear
in two previous escape-clause actions. .~

To provide import relief for the copper industrv, two Commission
members recommended a quota, two an increased tanff, and one no
relief. An additional option, which was favored bv the domestic in-
dustrv, was to negotiate restrainis on production with the major
members of the copper producers’ association, the Consejo [ntergu-
bernamental de Paises Exportadores de Cobre. The President, how-
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ever, rejected all three relief options. The first two were rejected on
the grounds that they would create a differential between domesuc
and world copper prices which would damage the U.S. copper fabri-
cating industrv and result in a significant net loss in domestic em-
plovment. The last option. negotiations to limit foreign producton,
was rejected by the President. as both impractical and contrarv to
free market principles.

In the petition from the steel industrv for escape-clause relief, the
International Trade Commission found injurv in five of the nine cate-
gones of products produced bv the steel industrv and recommended
a combination of market-share quotas and tariffs to restrict imports.
In September, the President rejected the proposed remedv and opted
instead to negotiate VRAs that would cover all nine steel products
for a period of 5 years. The President acted in response to sharp
surges of steel imports during the vear, which were the result in part
of foreign government subsidies to their domestic industries. The re-
strictions are expected to limit imports to roughly 20 percent of do-
mestic steel consumption. Agreements for new export restrictions
have been reached with Japan. South Korea, Spain, Australia. South
Africa, Mexico, and Brazil. An existing restriction agreement with the
EC will continue through 1983, although the Administration seeks
modifications in the restnictions for pipe and tubes. In November the
Administration announced an embargo of all imports of pipe and
tube from the European Comrmunity.

As of late 1984, the International Trade Commission, in conjunc-
tion with the Department of Commerce, had finished antidumping
investigation on 17 products imported from 12 countnies. The Com-
mission concluded that import sales at less than fair value had mate-
rallv injured domestic industries for ten of the products. Many of
these cases involved steel imports from South Korea, Brazil, and
Taiwan. In additon, South Korea and Taiwan were found to be
dumping color television sets in the United States, and the People's
Republic of China to be dumping various chemicals.

OTHER TRADE ACTIONS

The 3-vear Japanese VRA on automobiles announced in 1981 was
extended an additional year, until April 1985, at a slightlv higher
limit of 1.85 million cars per vear. Following the automobile manu-
facturers’ $4 billion in losses in 1980, Japanese automobile exports
to the United States were resiricted, beginning in April of 1981, to
1.68 million cars per vear. The rationale for the restriction was that
the U.S. automobile industry needed tume to adapt to world competi-
tion. During the period of Japanese export restraint, the industrv was
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to adjust through invesiment in new technology and cost-cutung
measures.

In agriculture. the United States maintains 3 number of significant
import restricuons. including restrictions on cotton, peanuls. dairy
products. and sugar. With the excepuon of the quota on sugar, these
restrictions remained unchanged in 1984. The sugar quota for 1984~
33 was reduced by 17 percent to be consistent with domestic sugar
policies. The rationale for the reduced sugar quota includes reduced
demand. increased use of sugar substitutes, increased domestic pro-
ducuon. and surging imports of products containing sugar from
Canada and Mexico.

New intertm rules governing U.S. texule imports were announced
in August 1984 in order to tighten the “countrv-of-origin” provisions
of the textile quotas. U.S. textile producers charged that traditional
textile exporters, such as Taiwan, had been “iranshipping” their
products through other natons in order to have the products
charged against the quotas of those nauons. For example, textile im-
ports from Taiwan and Hong Kong were less than 10 percent higher
during the first half of 1984 compared to 1983. Imports from Thai-
land and Indonesia. however; were up 94 and 227 percent. respec-
tivelv. The U.S. texnle industrv claimed that most of the increase was
due to transshipped goods. In fact there is some evidence that entire
factores are moved to circumvent individual -countrv quotas. The
new rules state that anly products wholly manufactured or substan-
uallv transformed in a nation can be counted toward that countrv’s
quotas. Opposition from foreign producers and domestic retailers re-
sulted in a delav in the complete implementation of the rules unul
the end of October.

ACTIONS IN INTERNATIONAL FINANCE

Just as restrictions on trade generate inefficiencies in production
and distortions in consumption, capital controls on international fi-
nancial transactions induce-other undesirable distortions in the allo-
caton of tunds across investment projects and in the allocation of re-
sources over ume. In the major industralized countries, controls that
once were quite elaborate as recently as a decade ago have been
graduallv ‘eroded. The process has been accelerated by the emer-
gence ot otfshore financial markets, such as the Euromarkets, that are
generallv bevond the reach of national authorities’ control, as well as
bv the more recent surge of deregulation and innovation in domestic
financial markets. The United States now maintains a full array of es-
sentially open financial markets for international investment and
fundraising. To a great extent, other countries have shared the expe-
riences in the 1970s and 1980s that led to financial changes here,
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and they have responded similarlv by liberalizing and accepting
changes in their own domestic and international financial markets. In
recent vears. capital controls and other related restrictions have been
removed in Germanv, Switzerland. the United Kingdom. and more
recently in Japan.

In Mav 1984. an agreement was reached between the Japanese and
U.S. Governments on a set of measures designed both to liberalize
domestic and international financial transactions in Japan and to pro-
vide greater foreign access to Japanese financial markets. The agrge-
ment accelerates changes that were aireadv under wav. Although Jap-
anese financial markets are not vet fullv open, the agreement marks
an important stage in fapan's continuing movement toward fully lib-
eralized financial markets.

The U.S. objective of unrestricted capital flow is also evident in the
removal in 1984 of the U.S. withholding tax on interest earned bv
nonresidents on LS. bonds and other financial instruments. The new
tax rules now enable U.S. corporations to issue securities directlv to
foreigners without having to go through the previous cumbersome
and costly procedure of issuing indirectlv through an offshore shell
subsidiarv. Shortly following the U.S. rule change, both Germany and
France dropped their own corresponding taxes on interest pavments
to nonresidents.

The United States has also been at the forefront of efforts in the
Orgamzaton for Economic Cooperation and Development {QECD)
to restrict the use of subsidized financing for exports. In the case of
so-called “mixed credits”—the use of concessionarv loans for devel-
opment aid to boost exports through tied sales—the OECD prohibits
the aid element from being below 20 percent. The United States has
asked that this figure be raised to 50 percent to limit abusive trading
practices.

THE CHALLENGE OF COMPREHENSIVE FREE TRADE

Despite substantial reductions in tariffs among industrialized coun-
tries - since World War [I, many trade restrictions and distortions
remain. In fact the world is now moving awav from comprehensive
free trade. In the troublesome area of nontanff barmers, for example,
the proportion of total manufacturing consumption in major industri-
alized countries subject to nontariff restrictions rose to about 30 per-
cent in 1983, up from 20 percent just 3 vears earlier. Even tanffs
remain high in some sectors (textiles, footwear. steel, wood products,
and shipbuilding, for example) and among less developed countries.
Outside manufactunng, trade is subject to severe resirictions and
market distortions, especially in agriculture and services.
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If we are to sustain the post-World War [I momentum toward
comprehensive tree trade and the world economic growth treer trade
has fostered. new international inatives are required. Speaking to
the Iniernational Monetarv Fund and World Bank Joint Annual Meet-
ings on September 25, 1984, President Reagan called for just such
inihatves;

“For the millions around the globe who look to us for help and
hope. [ urge all of vou todav: Join us. Support with us a new, ex-
panded round of trade liberalization. and, together, we can strength-
en the global trading svstem and assure its benefits spread to people
evervwhere.”

What follows in the remainder of this chapter is first, a restatement
of the case for free trade. including a rebuutal of the mvths of protec-
tionism; second, a discussion of the obstacles to progress toward free
trade; and, finally, a discussion of various strategies for surmounting
these obstacles.

THE CASE FOR FREE TRADE -

The persuasive power of arguments for free trade arises not onlv
from abstract economic reasoning, but also from concrete historical
comparisons of the achievements of free trade against those of pro-
tectionism.. The conclusions to be drawn from such comparisons over
the past two centuries are unambiguous: Countries that have fol-
lowed the least restrictive economic  policies both at home and
abroad have experienced the most rapid economic growth and have
enabled the greatest proportion of their populations to rise above
subsistence living standards. Nevertheless, the demonstrated achieve-
ments of free trade cannot be taken for granted—the mvths of pro-
tectionism persist, eroding the discipline of national -economic poli-
cies around the world and frustrating new free-trade initiatives.

The Achievements of Free Trade

The power of free trade is easilv demonstrated bv a few historical
examples: the free trade area established among the States of the
United States bv the U.S. Consttution, Britain's unilateral movement
toward freer trade in the 19th centurv, the successive rounds of mul-
ulateral taritf reductions since World War II, the emergence and ex-
pansion of the European Community. and the remarkable growth in
the past several decades of less developed countries that have fol-
lowed open, market-oriented trading policies.

The Articles of Confederation, the first compact among the United
States after independence from Britain was won, did not prohibit the
States from erecting barriers to interstate commerce. In the absence
of an interstate commitment to free trade, protectionist interests in
each of the individual States quickly succeeded in restricting the flow
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ot competing products from other States. The debilitating etfects of
this protecuonism on the States’ economies was a major impetus o
the replacement of the Articles of Confederation by the U.S. Consu-
tution. which explicidy forbids the States from levving tarniffs. Federal
courts have generally protected the integrity of the prohibition on
State tariffs, ruling as recentlv as 1981. for example, thai a Louisiana
tax on natural gas passing through the State was an illegal tariff. The
U.S. Constitution also prohibits the Federal Government from impos-
ing export duties.

Aside from immediatelv establishing a free trade area among the
original 13 colonies, the constitutional prohibition against State tar-
iffs has been crucial to the development of the U.S. economy in two
additional ‘wavs. First, the free-trade area was aufomatically expanded
as new States joined. expanding the scope of the domestic market.
Second. the unrestricted trade in the large domestic market tended
to reduce the economic costs to the United States of its protection-
ism against the rest of the world. The high tanffs characteristic of
U.S. commercial policy from the early 19th centurv to almost . the
middle of this centurv would have imposed a much greater burden
on the U.S. economy if the scope of the domestic market had not
been protected bv the Constitution.

A second episode that illustrates the power of open markets is Brit-
ain’s movement toward freer trade in the middle of the 19th century.
There are two salient features of this experience. First, Britain's
move was untlaleral. The repeal of the Corn Laws bv Robert Peel’s
government in 1846 was not conditional upon “concessions’” from
Britain's trading partners. Rather, the repeal was mouvated by the
growing recognition that the tanffs on imported grain set by the
Corn Laws were a barmier to the advancement of Britain's own econ-
omy, Second, the results of free trade were exactly opposite from the
predictions of supporters of protectionism. Protectionists had argued
that a deciine in the prices of imported grains from: repeal of the
Corn Laws would lead to a corresponding decline in wages. Rather
than falling, however, wages rose dramaticallv. Thus, Britain was very
much an “engine of growth™ in the 19th century world economy, and
freer trade fueled the engine.

More recent experiences sustain the point. The slide of the world
economy into the Great Depression of the 1930s was accelerated by
unprecedented tanffs imposed by the Smoot-Hawley Act of 1930 and
bv similar policies abroad. The U.S. Secretary of State, Cordell Hull,
was instrumental in passage of the Reciprocal Trade Agreement Act
of 1934, which became the basis for mululateral trade liberalization,
even though further trade liberalization was delaved until after World
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War II. Significandv. 1984 marked the 30th anniversarv of the Trade
Agreement Act.

Since World War IL. successive rounds of mululateral trade liberal-
ization have demonsrated the power of open markets through almost
four decades ot world economic growth. After full implementation of
the current Tokvo Round tanff cuts in 1987, import tanffs among
major industrialized countnies will average below 5 percent on indus-
tnal products. down from averages of more than 50 percent at their
peak in the 1930s. The profile of average tanff rates in the United
States from 19200 to 1979 tjust prior to the beginning of the Tokvo
Round cutsy is exhibited in Chart 3-3. Few denv the central role
these cuts have plaved in the post-World War II expansion of the
world economy.

During the same period. the emergence and expansion of the EC
liberalized trade even further among Western European countries. As
the United States had done almost two centuries earlier, the mem-
bers of the EC accelerated their economic growth bv establishing a
large, -relauvelv unrestricted common market. Numerous studies
idenufv the opening of the European market as central to Western
Europe’s economic success.

A final illustration of the achievements of freer trade is particularly
important. As former colonies gained independence after World War
[1. thev tvpicallv sought to achieve economic independence as well.
and ‘manv embarked upon extensive import substitution policies to
reduce their dependence on imports from former colonial trading
partriers. The overwhelming conclusion of studies of these policies,
however, is that thev severelv stunted economic growth. In contrast,
those newlv industralizing countries that pursued more open eco-
nomic policies have experienced trulv remarkable records of econom-
ic growth. Beginning with Japan, the list of examples continues on to
include Hong Kong, Singapore, Taiwan, and South Korea, among
others. As a digression, another important characteristic common to
all these examples (i.e., the United States, Britain, the European
Communirv. Japan, and the more successful developing countries)
should be noted—the reliable enforcement of contracts.

Acknowledging the record of free trade as a development strategy,
President Reagan made the following commitment on his departure
to the International Meeting on Cooperation and Development .in
Cancun. Mexico in 1981:

“Free people build free markets that ignite dvnamic development
for evervone. We will renew our commitment to strengthen and im-
prove international trading, investment, and financial relations, and
we will work for more effective cooperation to help developing coun-
tries achieve greater self-sustaining growth.”
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The Muths ar Proteciionism

Despite the observed achievements of open markets. several erro-
neous mvths regarding the benefits of protectionism persist. The
worst of these, perhaps. is the claim that import restrictions save jobs
at home. While emplovment in one sector mav be higher with protec-
tion than without. job losses in other sectors of the economv are
often even larger in the near term and about the same magnitude in
the longer term. Thus. import restrictions have little or no effect on
total emplovment. although thev do affect the distribution of emplov-
ment among sectors: Moreover. estimates of the annual cost of each
job saved in protected sectors are as high as 3250.000 for some sec-
tors. Finallv, the influence of protection on emplovment in an indus-
trv is usuallv small relative to other determinants, such as the general
prospernityv of the economy.

A second argument offered for protection is that it can provide an
industrv a breathing period during which to modernize and. to
become more competiuve. A less optimistic version of the same argu-
ment is that protection permits a smooth “‘run-down” of. existing
production in the industrv. Most of the evidence on either version
runs to the contrarv. Although it is possible for protection to In-
crease resources available for modernization and increased competi-
tiveness, it also reduces the pressure for anv adjustment to occur. It
is common for productivity and unit costs to deteriorate even further
relative to other industries once protection is granted.

Paradoxicailv, more recent forms  of protection {in- particular,
VRAs) help joragn producers by enabling them to charge higher
prices for the restricted exports. United States protection on steel in
the 1970s, for example, is estimated to have increased the annual
profits of Japanese steel producers bv about 3200 million—or about
half of the Japanese expenditures on research and development in
steel (the world's highest).

Bv the same token, protection does not simplv facilitate a smooth
run-down of existing activity—it often frustrated adjusument by at-
tracting new resources to the sector. In manv countries it is clear that
a disproportionate amount of entrepreneurial activity is devoted to
protected sectors. Fullv one-third of all the clothing and textile estab-
lishments in the United States at the end of 1982, for example, had
not been in the industrv just six vears earlier, and more than one-
fifth of all new manufacturing firms in France in recent vears have
been in the clothing and texule industrv. Thus, it is not Surprising
that the “temporarv’ protection many industrial countries sought for
textiles beginning in the early 1960s has resulted in a formal, long-
term policy of protection.
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Another mvth of protectionism is that protection is a “fairer”
policv than tree trade tor lower and muddle-income families. The
burden of protection. however, tvpicallv falls greatest on lower
income consumers. The tariffs texplicit or implicit) embodied in LS.
trade barriers are more regressive than any other major tax, includ-
ing sales taxes. Trade restrictions in industrial countries are skewed
toward restriction of those basic, labor-intensive goods that comprise
a disproporuionate share of lower income budgets. As a more specific
example. the proportionate burden of Canadian restrictions of textile
imports on lower income consumers is estimated to be four times
greater than on higher income consumers.

There is also the argument that we should restrict the flow of im-
ports to protect our economy from unfairly subsidized exports from
other countries.- Generally, this argument is aiso incorrect. Perma-
-nently subsidized exports to the United States obviously make our
imports cheaper than thev otherwise would be. Thus. rather than
being a “‘beggar-thv-neighbor” trading policy. subsidies are an
“ennch-thv-neighor” policy. Moreover, we do not permit a State
within  the United States to restrict tmports of goods produced in
other States that provide *‘unfair” tax subsidies. :

There are two special cases in which the argument for restraint can
be correct, however. One is when the foreign subsidv is not perma-
nent. Countnies might, for example, use subsidies to expand domes-
tic production in some industries during the down period of a busi-
ness cvcle. 'In this case the importing countrv suffers recurring ad-
Justment costs as its own domestic industrv responds over the busi-
ness cvcle to vanations in the level of subsidized imports.

A second theoretical possibility is where oligopolistic profits might
be large. In such an industrv a counury could attempt to increase its
share of the potenual oligopoly profits by subsidizing its own indus-
trv,. either directly or indirectlv. This case mav be so rare, however,
that it is best treated as an academic curiosity. Furthermore, in both
of these special cases the best solution is an international compact on
acceptable subsidization policies, rather than protectionism.

Another argument offered for protection is that we must restrict
imports in order to protect our ‘‘basic” industries. Because the
United States has been characterized by certain industries since the
Great Depression, the argument runs, these same industries must be
protected from foreign compeution to ensure continued economic
growth. This argument mistakes the prospects for continued vitality
of our economyv as a whole with the prospects of particular indus-
tries. So-called “basic” industries can always be identified at a point
in time, but the hallmark of a dvnamic economy is that basic indus-
trnies can change. Most importantly, there are numerous examples of
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countries that have failed with the strategv of propping up weak in-
dustries, with no apparent successes.

Finallv. there are. of course. legitimate national security consider-
ations in some industries. but as a practical matter. security issues are
rarelv a major factor in protectionist actions, except under the U.S.
policv of strategic sxport resirictions.

OBSTACLES TO COMPREHENSIVE FREE TRADE

Before concrete free-trade initiatives are proposed, the obstacles to
new international commitments to free trade should be clearlv identi-
fied and understood. since initiauves that do not address. the real ob-
stacles to liberalization are doomed to failure. The following discus-
sion of these obstacles focuses on several issues: the inertia of exist-
ing trade barriers and distortions. the appeal of new trade barriers,
the participation of developing countries in multilateral trade negoti-
ations, and the presence of domestic policy constraints.

The Inertia of Exusting Trade Barmers

Existing trade barriers carrv a life of their own, as political inertia
works against their elimination. In heavilv protected sectors, adjust-
ment to liberalized trade is especially painful unless the overall econ-
omv is expanding. As a consequence, it is imperative that free-trade
iniuacves be comprehensive enough to ensure each countrv-that at
least some sectors -of its economy will expand rapidlv enough to
cushion the adjustment of other sectors. Expanding sectors not only
often reduce the extent of the contraction in formerly protected sec-
tors. but also provide new opportunities for anv displaced workers
and resources. This strategy has worked reasonablv well for the mul-
ulateral tanff reductions among industrial countries since World War
II, and should be a kev element in anv new initiatives.

The comprehensiveness of trade liberalization. however, is itself
threatened bv extraordinary pressures to retain existing trade bar-
riers. Remaining barmers have been revealed as those most difficult
to eliminate. since these are the restrictions that negotators have
been forced to ignore. Nontanff barriers, in particular, pose difficult
problems. Quantitative restrictions, import licensing, exchange con-
trols, technical standards misused to restrict trade, and the like are
much more difficult to compare, to evaluate, and to negotiate than
taniffs. Without strong incentives on all sides to make mutual
progress toward free trade, negotiation of nontariff barriers can be
excruciatingly slow and tedious. A new, formal round of multilateral
trade talks to deal with such barriers, for example, is expected by
some to take several vears to complete successfullv, if at all.

The difficulty of negotiating reductions in nontariff barriers is ex-
acerbated by another standard feature of international trade negotia-

ry
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tons. Exisung trade restrictions are the bargaining chips a countrv
uses in internattonal trade negotations. Thus. countries are reluctant
to liberalize completelv their own trading practces for fear that their
abilitv to obtain reciprocal liberalization from their trading partners
will be reduced in the future. As a consequence, countries are in the
paradoxical position of “needing’ certain trade restrictions in order
to eliminate others. To succeed fullv, any new iniuative must break
through this paradox.

The Appeal of New Trade Barmers

Most countries are under increasing domestic political pressure to
aid one or more ailing industries. Unfortunatelv. nontariff trade bar-
riers are becoming the policy of choice. The reasons are not compli-
cated. Quantitative restrictions and other nontanff restnctions are
wypicallv “off-budget,” so that no explicit governmental appropriation
is required to subsidize the industrv. Thev are also often extra-legal,
falling outside normal rules and restrictions of the General Agree-
ment on Tariffs and Trade (GATT), and often requiring no formal
legislative action.

Perhaps most importantly, nontanff restrictions are sometimes wel-
comed bv the country's established trading partners. For example,
VRAs transfer implicit tax revenues from consumers in the importing
countrv (which would otherwise be collected domestically) to produc-
ers in the exporting countries (through the effect of restricted sales
on prices). Although some progress has been made in a few areas in
recent vears, new international commitments that limit the discreton
of individual governments to maintain or impose nontariff trade bar-
riers are clearly needed.

Incentives for Developing Country Participation

Another veryv serious obstacle to comprehensive trade liberalization
is the problem of encouraging the full participation of developing
countries. In previous mululateral rounds of liberalization developing
countries have not been required to reciprocate fullv in multilateral
tanff reductions bv lowering their own trade barriers, and most stll
maintain substanual levels of both taniff and nontanff trade barriers.
Futhermore. these countries will have little incentive to participate in
further liberalizatuon as long as kev sectors in which they have a com-
parative advantage (especiallv textiles) are exempted from the libéral-
ization process. In fact, the current trade preference schemes ex-
tended to developing countries by most industrialized countries give
these countries a vested interest in maintaining. the -existing most fa-
vored nation taniff barriers, since the benefit their exporters derive
from the perference schemes depends upon the level of most favored
nation tarniffs levied on goods from competing exporters in industrial
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countries. Sustained progress in opening the capital and service mar-
kets ot developing countries is not likelv, for exampe. without accom-
panving progress for these countries in opening world markets for
their manuractured products.

Domestic Policy and nstitutional Barmers

In some instances. the trade restrictions imposed bv a countrv are
determined almost enurelv by domestic policies in a particular sector.
Nowhere 1s this more obvious around the world then in agriculture.
After World War II, the United States was successful at the outset in
limiting trade negotiations to manufacturing and in excluding agn-
culture, despite strong LS. comparative advantages in many agricul-
tural commodities. The exclusion of agriculture was motivated by a
desire to avoid possible conflicts with domestic agriculture programs.

The absence of strong international commitments to open markets
in agriculture has fostered the development of restrictive domestic
policies by the EC under the Common Agricultural Policy, by the
United States and other industnal countries, and by developing
countries. These costly domestic policies require an increasinglv

elaborate arrav of international restrictions. on.trade. in agricultural . ...

products. Hence, little progress on liberalized trade in agriculture |
can be expected without reforms in related domestic policies. A
countrv cannot, for example, maintain a direct price support program
for a domestic agricultural product (sugar. grain, or dairv products,
for example) that sets the price above the price of available imports
without also imposing trade restrictions on imports either through
quotas or variable import levies. Otherwise, the domestic price sup-
port ‘would be an impossible expensive world price support.

Domestic industrial policies can pose similar barriers. Tanffs, pref-
erenual procurement, direct subsidies. preferenual credit arrange-
ments. exclusive market rights, and the like, are examples of explicit
barrers to imports. Barmers can also be implicit, however. The com-
plex and extensive relationship between the Japanese Ministrv of
International Trade and Industrv in Japan and major domestic indus-
tries is often cited as an example of this phenomenon. Moreover, pri-
vate Japanese trading companies control a substantial share of im-
ports—at the same ume they have verv strong ties with domestic
manufacturers. In some cases, these ues are reinforced bv shared
equity or other financial interests: Not surpnisingly, therefore, trading
compantes do not tvpically market imported products that compete
with those produced by damestic manufacturers with whom they al-
ready trade. '

The emphasis on such institutional barriers to trade can sometimes
be misleading, however. If institutional and commercial practices are
not sustained by government policy (directly or indirectly), then prac-
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tices that violate the fundamentals of a competitive marketplace are
subject to chailenge bv new entrants. [f no government trade re-
straints are present and no new entrants appear. then existing prac-
uces mav be etficient.

In the case of Japan. for example, there are reasons to believe that
the costs of successtul entrv of foreign products mav be higher than
for other countries. At the marketing level. Japan is still characterized
by small shops and wholesalers. With roughlv one-half the popula-
tion of the United States. Japan has nearlv as manv retail establish-
ments and wholesalers. The Japanese preference for shipping in
small, neighborhood stores means that inventories must be small. de-
liveries frequent. and special services provided. While Japanese shop-
ping patterns mav change, to succeed in Japan exporters and new do-
mestic producers alike must establish a distmbution and service
svstem, either bv themselves or through Japanese partnerships. Thus,
enury costs are high. The fundamental issue is whether and how gov-
ernmental policies are used to raise these costs artificiallv. In some
instances the aruficial barriers are obvious (as in the official Japanese
domestic monopoly in telecommunications), in others the barriers
are less obvious (as in the case of import inspection).

A STRATEGY FOR FREE TRADE

Despite the obstacles to free trade, there is everv reason to push
now for comprehensive trade liberalizauon. First, the trend toward
increasing protectionism at the national level may actually help mobi-
lize a consensus for a new international initative toward comprehen-
sive free trade. Recovery of the global economyv presents the oppor-
tumty to resist protectuonist pressures and to reach just such a free-
trade consensus.

Second, there is evidence that many countries around the world
are increasinglv willing to pursue domestic’ polictes that emphasize
open markets. market incentives and private control to-a greater
degree than before: members of the EC are under increasing pres-
sure to find a less costly alternative to their current common agricul-
tural policv. the United States 1s increasingly concerned about the
large costs ot its own domestc agricultural policies, and many devel-
oping countries appear to be at least more receptive to private, com-
peutive markets in basic sectors. This change in the world tempera-
ment toward open. market-oriented policies poses the opportunity
for successtul new miuauves. S S '

Third, at the Williamsburg Economic Summit, President Reagan
and the heads of government of major U.S. trading partners agreed
to consultations among their governments on. a new  multilateral
round of trade negouations under the auspices of the GATT. At the
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London Summit. thev agreed to broaden these talks to include all
GATT parues. A mululateral round of trade talks is the most effec-
uve vehicle for successful trade liberalization.

Finallv. the U.S. Trade and Tanff Act of 1984 authorizes the Presi-
dent to enter into negouations with any country desiring a free-trade
area with the United States. although congressional ratification is re-
quired. This authorizauion, together with the call for a new round of
formal multlateral trade negouations, presents a good opportunity
for trade liberalization.

A New Round of Multiateral Trade Negotiations

To exploit present opportunities the United States must pursue de-
cisive, extraordinarily disciplined policies. At the most general level.
a successful international strategy requires that the United States
push aggressively forward on comprehensive multilateral trade nego-
uations under the auspices of the GATT. At a more detailed level. a
successful international strategyv requires that the United States itself
be committed to comprehensive trade liberalization. In this context,
comprehensiveness has several dimensions—products factors of pro-
duction. countries. and tvpes of trade distortions, including VRAs
and various preferential treatments of domestic industrv. Each of
these dimensions s crucial to successful liberalization.

With regard to products, the Untied States should push especiallv
hard for liberalized trade in agriculture, services, telecommunications
equipment, advanced electronics, automobiles, textiles, wood prod-
ucts, and steel, to mention just some of the major problem areas.
The United States has much to gain from liberalizing these areas,
and developing countries in particular will have few incentives to par-
uictpate without the promise of liberalized texule trade.

In the industries above where the United States has significant. re-
stricions—automobiles, ‘steel, textiles, and agnculture—the costs of
the restricuons are large. The annual cost of each additional job
saved through protection in the automobile, steel, and textile indus-
tries. for example. is in each case several times the average annual
pav in the industrv. For steel the cost of new restrictions is roughly
3200 thousand per job. These costs arise from the cutbacks in steel-
using industries and from increased prices to consumers, Moreover,
in agriculture the annual cost of restrictions on sugar imports is in
excess of 33 billion. and the consumer cost of import restrictions on
dairy products 1s even higher. ‘

With regard to the vanous tvpes of distortions, some progress has
been made in the GATT negotiations over subsidies, government
procurement pracuces, and other nontanff barners, but a new U.S.
initiative at this tume could accelerate and' expand agreements in
these ar}\other areas.
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The Role of GATT

GATT was established in 1948 to toster liberalized trade and has
sponsored several successtul rounds of mululateral trade negoua-
tions. An etfective GATT is essenual to further liberalization and ex-
pansion of international trade. In particular. GATT obligations can
help to restrain protectionist trends around the world bv providing a
source of external discipline to national policies. Just as the U.S.
Constitution puts interstate trading policv bevond the control of indi-
vidual States. international commiuments can put the use the tanffs
and other major forms of nontariff barriers bevond the control of in-
dividual countries. Moreover, since no policy is likely to be compiete-
lv successful in this regard, an ambitious program of automatic trade
liberalization is needed to counter the inevitable individual lapses of
protectionism at the national level.

The objectives of U.5. policy towards GATT are to strengthen the
existing framework in the short term and to expand the scope of the.
agreement in the longer term. To achieve these goals, the United
States supports the work program agreed to by the GATT Contract-
ing Parues at the Ministeral meeung in 1982, Efforts to strengthen
and expand the existing framework include working parues on safe-
guards and structural adjustment, quanttative restrictions and other
nontanff measures, and dispute settlement procedures. as discussed
below.

The United States supports the negotiation of an effective ‘‘safe-
guards™ code that would discipline the use of temporarv import re-
strictions as a method of dealing with domestic industry adjustment
to import competition. A strong safeguards code is necessary to pro-
vide additional discipline over the trade-restrictive actions of GATT
member countries. and the United States has been at the forefront of
calls for strengthened provisions in this area. Unfortunately, little
progress can be reported so far.

The conunuing proliferation of quantitative and nontariff restric-
tions .on trade is a major item of concern for the United States and
manyv other GATT members. The working party on this issue has
catalogued existing quantitative restrictions and other nontariff meas-
ures and judged their consistency with GATT principles. It is hoped
that this information will facilitate negotiations to eliminate the re-
strictions, perhaps as part of the preparation for a new multilateral
round of trade negotiations.

A major weakness of the GATT is its inability to resolve disputes
effectivelv. A greater reliance on professional panelists to resolve dis-
putes might lead to a more predictable settiement process less sub-
ject to control by member countries. If adopted, the recommenda-
tions of the GATT working party in this area would improve the

31

g

b

85



S SN o S N

[PVE S R

JANUARY 8, 1985
INTERNAL USE ONLY

R o
'fi“ . < arE ey 5 *—-g;"k'}i £ ]
o -
§—453237 2032(00)(08-J AN-35-06:40:44) Format 0804 . . 1/10/33

process of forming panels. as well as the implementation of panel
recommendations. Progress in this area is limited, however. bv the
absence ot formal GATT codes covering a wide range of both prod-
ucts and trading practices, which could serve as objective criteria for
resolving disputes. as in the case of the Standards and Government
Procurement Code.

In an attempt to resolve this problem. the GATT Contracting Par-
tes have discussed extension of the GATT framework into agricul-
ture, services, counterfeit goods {and other issues of intellectual
propertv nghts). high technology goods. and textiles. GATT disci-
pline over agnricultural trade policies is much-weaker than over trade
in manufactured goods. Quantitative and nontariff restrictions and
subsidies, in particular, are widespread in agricuiture. Some countries
have used export subsidies agressively to capture the market shares
of other producers. Others, including the United States, restrict
import of some agricultural products to avoid conflicts with domestic
agricultural policies.

In order to bring agriculture more fully under the rules of GATT,
the United States supports a reduction in quotas and licensing pro-
grams limiting agricultural imports and a general prohibition on
export subsidies. The EC, however, opposes a_general prohibition
and believes that export subsidies should be permitted. Clearly, agri-
culture remains a major stumbling block to freer world trade. Al-
though trade in services constitutes an increasing portion of interna-
tional trade, it continues to remain outside the GATT framework.
The United States believes that trade in services is inherently linked
to trade in goods. Progress in this area has been slow, however, due

" not onlv to the complexity of the subject but also to intense opposi-

tion in principle. especially among developing countries. The service
industries in these countries are usually small, and the governments
argue that further growth of the industries would be impossible with-
out restrictions on foreign competition. Despite such oppositian, the
United States has recently pursuaded other Contracting Parties to
consider the issue of services and the possibility of establishing a
GATT working group. ‘

Trade in counterfeit goods has increased noticeably in recent
vears.. In addition to the economic losses to trademark owners, trade
‘in counterfeit goods presents potential safety and health hazards to
consumers. The United States believes that GATT provides the best
forum for negotiating and implemernting an agreement to handle this
problem and urges the formaton of a working party on trade in
counterfeit goods. Developing countries have opposed such a work-
ing party on the grounds that GATT is an inapproprniate forum to
discuss this issue. Their underlying fear, however, is that rules to re-
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stnict the trade of counterteit zoods will be used as a protectionist
measure bv developed countries to limit imports of legitimate goods.
As required by the Trade and Tantf Act of 1984. the United States is
preparing a survev of problems around the world with intellectual
propertv rights in general. The study will provide the basis for U.S.
efforts to negotiate an end to major abuses of such rights.

In 1982 the United States proposed that GATT examine the prob-
lem of trade in high technology goods. As a resuit of opposition. the
studv was transferred to the OECD. Two major findings have now
emerged from this studv. First, open international markets are neces-
sarv 1o capture fullv the benefits of high technology industries.
Second. restrictive trade practices are increasing trade frictions in
these industries. Major 1ssues include the role of preferential public
procurement {especially in telecommunications), the role of product
standards, limiting the access of domestic firms to government spon-
sored research, the influence of various tvpes of government spon-
sored research and techonology on commercial and industrial tech-
nologv. and the effect of government policies on investment.

Finallv, we come to textiles, which are exempted from standard
GATT rules. The Mulu-Fiber Arrangement, which governs trade in
textiles, is due to expire in July 1986. This agreement establishes
rules governing quotas for textiles. A working party is examining the
possibility of bnnging textile trade into the GATT framework, per-
haps through the negotiations on renewal of the Multi-Fiber Ar-
rangement. which begin in 1985. Texule restrictions began in 1960
as a temporarv expedient to give the textile industries in the United
States and other industnal countries time to adjust but, perhaps pre-
dictably, have evolved into a permanent obstacle to freer trade.

Secondary Strateques

A potential problem with muitilateral negotiations is that thev mav
be stalled bv a relativelv small group of countries. If thos occurs, the
United States and others may be forced eventuallv to resort to sec-
ondarv strategies for liberalization. The new free-trade area (FTA)
negotiating authonity given the President offers one possible. option: -
FTA negouations.tend (o reverse the incentives in international trade
negotiations, to make countries more eager to be among the first to
agree to liberalize trade rather than among the last. The incentives
for countries to be among the first to enter an FTA with the United
States could be strong. Because no duties would be levied on intra-
FTAnexports of FTA members, the first entrants would enjov sub-
stantial competitive advantages over outsiders in the large U.S. do-
mestic market, especially if highlv restricted sectors were to be in-
cluded in the FTA agreement. In addition, as the number of coun-
tries joining an FTA grows the incentives for outsiders to join in-
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crease. since unfavorable trade diversion increases and the size of the
non-FTA market decreases, as the FTA expands.

One possible criticism of an FTA iniuative is that it mav appear (o
some as a regression to narrow. bilateral trade negotiations. Howev-
er. a U.S. FTA strategv, if.implemented. would be quite different
from traditional bilateralism. First. the possibility of an FTA strategy
would be considered onlv if multlateral negouations stall. Second.
an FTA iniuative would not be the same as the narrow. complex
trade “‘haggling” charactenstc of the 1930s because there are GATT
criteria for permissible FTAs. Third, an FTA initiauve would be as
mululateral as the number of countries that choose to join the agree-
ment. There is nothing wntrinsically. bilateral about an FTA. Again
anv FTA initiative would at all times be subordinated to resumed
progress in multilateral trade negotations.

Perhaps most importantly, however the possibility of an FTA initia-
tive offers the United States and others the option of using a free-
trade instrument. rather than protectionism, as a threat against pro-
tectionist countries that are recalcitrant in multilateral negotiations.
There are several fundamental difficulties with using protectionist
trade sanctions as an instrument to trv to persuade other countries to
liberalize their own trading pracuces. First. trade sanctions hurt the
countrv that imposes them. in some instances as much as. or more
than, the foreign countrv. Second, the foreign trading partner knows
that this i1s the case. As a consequence, threats of trade sanctions are
often weak. The foreign countrv knows that a country will be reluc-
tant to implement restrictions. and if the sanctions are implemented,.
that thev will in fact hurt the home countrv's domestic economy. -
Then, of course, there is alwavs the additional threat of foreign retal-
1ation.

In contrast, a possible FTA poses a threat to FTA outsiders by di-
verting their-exports through freer trade within the FTA. Thus, FTAs
offer an alternauve strategy to trade sanctions that emphasizes freer,
rather than more restricuive, trade policies in dealing with major
countries. or groups of countries, unwilling to participate in fully
comprehensive trade liberalization.

In rare instances, however, the United States mav be forced to use
trade sanctions to force a particular trading partner or a group of
trading partners to abandon especiallvy restrictive trading practices.
Although such sanctions raise the danger of retaliation and possible
trade wars, there mav be isolated instances where this danger is mini-
mal relative to potenual gains. However, sanctions should onlv be
used in accordance with clearly established rules, not in frustration or
as a pretext for protectionist actions. Thus, when threat of a sanction
is introduced it should alwavs be accompanied both bv an unambig-
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uous explanation of which trading practice the sanction is aimed at
eliminating and bv credible assurances that anv sanctions imposed
— will be removed immediatelv when the restrictive practice halts.

Tvpicallv, effective sanctions will not be possible in the same in-
dustrv where the restrictive trading practice occurs. primanlv because
this forces a confrontation on ground where the trading partner is
relativelv strong and where the cost of the sanction to the United
States mav be large. For example. if we are seeking to eliminate sub-
stantial export subsidies in an industry where the U.S. competitive
position is weak. a trade sanction in the same industrv is unlikely to
be successful. In addition. sanctions in weak industries are more sub-
ject to protectionist abuse and may raise legitimate concerns among
trading partners. A sancuon is more likely to succeed in an industrv
where the trading partner’s exports to the U.S. market are more im-
portant to them than they are to the United States. Thus, trade sanc-
tions must be carefullv 1ailored to the specific needs of particular cir-
cumstances. One would also expect strategic sanctions to be used
only ‘at the discretion of the highest policy levels of the government.

- SotmELamestic ssues.

Coordination of a new international initative with possible reforms
in related domesuc policies seems opportune. The Administration
will seek agricuitural reforms 1983 farm legislation that will increase
U.S. flexibility in negotiating freer trade in agricultural products. The
agriculwral policy of the EC is also under scrutinv within the Com-
munity,

On a somewhat different note, much could also be done to ward
off protectionist pressures prior to crisis points. Trends in productiv-
itv. and unit costs as early as the mid-1970s, for example, made clear
that the steel and automobile industries in the United States were be-
coming less compeutive with foreign producers. Publicizing such
trends early could inform the public and the industrv that govern-
ment action will not be forthcoming at some crisis point in the future
to redress the industry’s own errors.

Finallv, 1t 1s often assumed that opening markets abroad for U.S.
exports by reducing trade barriers will necessarilv improve the funda-
! mental position of the U.S. trade deficit. While it mav seem obvious
to some that the trade deficit will decline if we reduce all the effec-
tive barrters to our exports in foreign markets, this is not necessarily
the case. The fundamental position of a countrv's trade balance is
determined by domestic investment opportunities and saving behav-
tor (including government) relative to investment opportunities and
saving behavior abroad. Changes in trade barriers will affect the
trade balance in a fundamental way only to the extent that they.
change saving or the investment climate, either at home or abroad.
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Accordingly, the use of a target for the U.S. rade deficit teither with
the rest of the world or with parucular countries) as a measure of our
success in liberalizing trade is likelv 1o lead to frustrauon. Compre-
hensive free trade is a policv objective because ot the proven benetits
of open markets; not because it will lead 10 a parucular balance ot
trade.
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