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THE WHITE HOUSE 

WASHINGTON 

January 10, 1985 

MEMORANDUM FOR RICHARD G. DARMAN 
ASSISTANT TO THE PRESIDENT 

FROM: JOHN G. ROBERT~L? 
ASSOCIATE COUNSlL'T8~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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EXECUTIVE OFFICE OF THE PRESIOEN-f5 ~.'.:i - j 

COUNCIL. OF ECONOMIC ACVISERS 

WASHINGTON. O.C. 20900 

January a, 1984 

:-1 EMO RANDOM FOR RICHARD DARMAN, WHITE HOUSE // 
JOHN COGAN, CMB 

FRCM: 

SUBJECT: 

CAROLYNE ~VIS, HCFA 
STEVE ENTIN, TREASURY 
ROBERT HEL~S, HHS 
SIDNEY L. JONES, CCMMERCE 
ROGER PORTER, OPD 
WILLil1A ROPER WHITE HOUSE 
BRUCE STEINWALD, PROPAC 

William s. Haraf .: '_>L 
Special Assistant to the Council 

1985 Economic Report -- Chapter 4 

Attached is the first galley of Chapter 4 of the 1985 
Annual Economic Report of the Council of Economic Advisers 
which will accompany the Economic Report of the President. 
Please let us have your comments by c.o.b. Thursday, January 
10, 1984. -

These should be delivered to Room 315 Old Executive Office 
Building. Should you or your staff members have specific 
substantive questions about major issues, please feel free to 
contact Roger Feldman (395-5614). 

Attachment 
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Public Policy To Control Medical Care 
Costs 

I:\ 1965 .-\ \IAJOR CHA~GE occurred in the l'nited States medi­
cal care wstem. That vear marked the enactment of the medicare and 
medica1d programs. For the first time. the Federal Government made 
a major commitment to finance the medical care needs of its elderlv 
and poor citizens. The purpose of medicare was to reduce the finan­
cial burden of illness on the elderlv; the legislated goal of medicaid 
was to improve the access of the deserving poor to medical care. 

Despite the political appeal· of these objectives, the price tag was 
not expected to be great. The medicare hospital insurance program 
was expected to cost the Federal Government about $1 billion in its 
first vear. with growth to Si billion in 1985. according to medicare's 
actuaries. 

This estimate was wrong, of course. Federal spending on medicare 
reached $5i...J. billion in 1983. Spending for the hospital portion of 
medicare in l 983 surpassed the original projection by six fold. \1ed­
icaid and other Federal and Seate or local medical care programs 
consumed an additional $6 i .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 bv 
which this is accomplished is 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. \fost nonelderlv people in the Cnited States have private 
health insurance. usuallv provided as an emplovmenc-related fringe 
benefit. Emplovers are experiencing rapid escalation in their health 
benefits costs: in some cases, the percent of gross pavroll spent on 
health benefits has increased bv 50 percent from 1976 to 1983. The 
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consequences of this increase ma\ be h115her prices. lower corporate 
profits. or lower wage increases for emplo\ees. 

Increasing medical care spending might be viewed farnrablv if it 
made a ~ignificant contribution to public health. The link between 
more ~pendinis and better health appears ob,·ious. If people buv 
medical care to prevent illness or to cure illness. surelv medical care 
spending of 5355...t billion in l 983. which represents 10.8 percent of 
the l 983 gross national produce (G'.'\P). 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 
5\·stem admit that it is difficult to identifv the point at which addition­
.ii 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 in 1983. 
up from $41 in 1965 ($119 in 1983 prices), and the average cost per 
hospital admission increased from $31 l ($90 l in 1983 prices) to 
$2. 789 over the same period. Widespread calls are heard to curb the 
increasing costs of medical care. Policvmakers have a wide arrav of 
options. ranging from increased regulation to unfettered competi-

···------------. ~ti9.t;i, from_ which to choose. The onlv agreement among the advo­
cates of competing policies is that continuation of the present svstern 
is unacceptable. 

Therefore. on the twentieth anniversarv of medicare and medicaid, 
it is appropriate to review the present condition of public and private 
health insurance programs in the Cnited 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 healthv behavior. reasonable levels of 
health insurance coverage. and careful use of medical care services. 
Producers must also face incentives to deliver medical care services 
efficientlv at competitive prices. 

HEALTH ST.-\Tl:S OF THE . .\MERICAN POPCL\TION 

The life expectancy of the American population has improved 
>teadilv smce l 900. when the average American could expect to live 
for -1i.3 vears. At the tum of the centurv, females lived 2 vears 
longer than males. on average. and blacks lived 33.0 vears, sub.stan­
tiallv fewer than the -!i.6 vears for whites. Bv 1982. ~verage life ex­
pectancv had increased to 7-L5 vears. The male-female gap had wid­
ened to i .-1 vears. but the black-white gap had narrowed to less than 
six vears. 

, .. - - - .. - - - ...... ·-

PART F 



• • 

JANUARY 8, 1985 
INTERNAL USE ONLY 

)003100 H 08-J A~ -3 S-1)6:5 ~:3 5 l Fnrmal !11''1-t 

\lost of the increase in life expecrancv during the first half of this 
centurv was due to the prevention of death J.t earh· ages. The factors 
mamh responsible for dramatic declines in rnortalitv were improved 
qnnauon. heating. Jnd other amenities. :ilong with 'ignificant bre:ik­
throughs m immunization against communicable diseases. Those 
Americans !uch enough to lilve to :ige 65 in 1950 could expect to 
live for 13.9 more \ears. This was onlv a modest gain from 1900. 
when thev could expeet 11.9 more vears of life .. \s of 1982. however. 
the life expectancy of older adults had increased to 16.8 vears. 

Increasing life expectancv at older ages. along with declining birth 
rates. has led to the well-known "graving .. of .\merica. The age dis· 
mbution of our population has shifted markedlv since 1965. when 
the over-65 population represented 9.5 percent of the total popula­
tion. In ! 983. the elderlv accounted for 11. i percent of the total 
population. Since the elderlv 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 elderlv. 

Increasing life expectancv at older ages in evidence of improved 
health status of the .-\.merican population. Additional evidence is that 
infant mortalitv rates and fetal death rates have fallen since l 950. 
( Infanc deaths occur within the first vear of life; fetal deaths are the 
deaths of fecuses 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 substantiallv above those 
for whites. 

Between infancv and age 65. there are distinct differences in the 
causes of death by 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 .. -\.mong 
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 .. -\.fter 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 extremelv important role in mor­
talitv. 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 rnortalitv 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 ~ratus indicators must also be Jdjusted for the age distribution 
'>f the population. since the population is agmg. and manv diseases 
Jppear more frequenclv among the elderlv. 

Even 1\Hh these qualificaicons in mind. it is important to examine 
trends in the self-reported health status of the .\merican population 
from nationwide rnrvevs of households. One measure of health status 
is .. restricted activitv 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 .. \ dav spent in bed at home 
or in the hospital r"bed-disabilitv dav") is. of course. a restricted ac­
tivitv dav. 

Surve\'S indicate that the number of restricted activitv 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 earlv 1960s 
and has remained roughlv constant since then. Some increase oc· 
curred among the 45 to 64 and over 75 age groups . 

. \nother health status indicator is activitv limitations due to chronic 
conditions that began more than 3 months before the week of the 
mrvev .. \ striking trend emerges from these survevs: the proportion 
of males of ages -l5 to 64 who are unable to perform their major ac­
tivitv has more than doubled-from 4.-l percent of that age group in 
1960 to 11.5 percent in 1981. Smaller. but verv noticeable increases 
are shown for this activicv limitation among males of ages l i to 44 
and females of ages 45 to 64. 

Trends in reported activitv limitations may be explained, in part, 
bv the expansion of disabilicv cash benefits and the number of bene· 
ficianes between the mid-l 960s and the mid-19i0s. During l 965-i5. 
cash pavments to disabled persons increased from $9.i billion ($28. l 
billion in 1983 prices), or l. l percent of GNP. to $33.9 billion ($58.0 
billion in 1983 prices) or 2.2 percent of GNP. During the same 
period, the number of social securitv disabilitv insurance beneficiaries 
grew bv 150 percent whiie the co~ered workforce grew bv only 55 
percent. It appears that persons with severe chronic conditions could 
leave the work force with greater disabilitv benefits. whereas a decade 
earlier thev might have continued to work. Changes in mortalitv pat· 
terns mav also partlv explain increases in activitv limitations .. \s mor­
talitv rates drop. some people who stav alive longer have chronic dis­
eases that cause disabilitv. 

' - - .. 

TRENDS IN ~tEDIC.\L CARE SPENDING AND LTILIZATION 

In 1983, .\mericans spent $355.4 billion on medical care. Table -!­
breaks down national health expenditures in 1983 bv tvpe of ex-

t ' ' I ; i • e ~ • • . - _. - ·-
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penditure ,rnd source of funds. Spending on hospital care accoumed_ 
for -tl A percent of total medical care spending and -t 7 .0 percent ot 
.. personal health care ~pendin15" 1 a categon that includes most pav­
ments to medical care providers!. Following hospital care in impor­
tance were phvsicians· ~ervices .ind nursing homes with '22.0 and 9.'2 
percent. respecriveh-. of personal health care spending. 

T.\BLE -i-l .-Yanonal health ~xpend1/ures 7,. rvpeyt expenditure and source o{jimds. f G83 

:S1llions of dollars! 

l>nvate !unasC: J;overnment fund~..:. ..... -· 

:' fOe ot exoeno1ture Total 

rota1 .... 355.4 

Health services and suopues .. 340.1 

Personal health care ........ 313.3 

Hospital care ............... l472 
Physmans services ....• 69.0 
Dentists· services ........ 21.8 
Other orolessional 

S!l'IJCes ................... 8.0 
OrU\lS and medical 

suntlnes ......... ., ........ 23.7 
tvegtasses and ao-

011ances .................. i2 
~ursmg name care ..... 
Other oersonat 

28.8 . 

~ealth care .. 8.5 

Programs adm1mstrat1on 
;nd net cost of onvate 
'lealth insurance. 15.6' 

Government puolic health 
act1v1t1es ... ,. ............ "'" 11.2 

Research and construction of 
med1ta1 fac1hties ... 15.3 

Researcn> ....... 6.2 ' 
Conmuctlon .... 9.1 

Total 
Total 

2066 195.7 

199.8. 195.7 

188.8 . 185.2 

68.8 I 67.3 
49.7 49.7 
21.2 21.2 

5.6 . 5.5 

21.6 2!.6 

5.2 5.2 
14.9 !4.7 

l.8 

10.9. 10.S 

Consumer 

Gtrect 
oavment 

a5.z 

35.2 

35.2 

11.l 
19.6 
13.9 

3.3 

t8.4 

~.5 
!4.4 

Private 
nsur· 
3nce 

:10.s 

l!0.5 

100.0 . 

56.2 
30.l 

7.4 . 

2.1 

3.2 

10.5 

6.8 ....... . ..... ,, ............ 

4 
6.5 ,::: 

..................... 

Other• Total federal 

10.9 :48.8 l02.7 

4.1 140.3 96.B 

3.7 124.5 93.0 i 

1.5 78.4 50.6 
( 2) 19.3 : 15.6. 

5 3 

2.5 1.9' 

2.1 1.1 

LO 9 ' 
14.0 8.1 

l.8 6.6 4.5 

4.6 2.6 

11.Z l.2 

6.8' 8.4 ' 5.9 

4 5.8 5.2 
6.5 : 2.6 i .7' 

' Soending ov pndanthrop1c organuattons. industrial in"l)lant health services. and construction financed pnvatety. 
' Less than $!00 m1lhon. 

State 
ano 
·ocat 

46.l 

43.5 

31.5 

17.8 
3.7 

3 

.5 

l.l 

l 
5.9 

2.1 

2.0 

10.Q 

2.6 

6 
2.0 

1 Researcn and development expenditures of drug comoanies and other manufacturers and providers of medical eQuioment and 
suoo11es are excluded from "'researcn."' as the value of thelf research 1s included 1n the expenditure class 1n wn1ch the product 
!alls. 

Source: Deoartment of Health and Human Se!'l1ces. Health Care Financing Admm1strat1on. 

Fiftv-five percent of the monev spent on medical care comes from 
private funds paid directlv by consumers and bv 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 pav for most drugs and dental services out of their own pock­
ets. Private insurance provides virtuallv no coverage for nursing 
home care. 

Government funds constituted -11.9 percent of total medical care 
spending in l 983. of which the Federal Government contributed 69 
percent. Federal spending dominated that of State and local govern-

5 
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mems in most penonal health care cate!Sories and in medical re­
,earch. while State ;ind local go,·ernments \\·ere dominant in expendi­
tures for construction and go,·ernment public health activities. 

The percentages •)f medical care spending de\'Oted to hospital and 
nursing home care have risen o,·er time. This trend has implications 
for hO\\' these ~en1ces are financed. Brieflv 5peaking. hospital and 
nursing home care occur infrequenth and are expensive. Both con­
siderations tend to increase consumers· demands for third-partv 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 92.5 percent in 
1983. 

Another trend has been an increase in the Federal share of medical 
care spending from a minimal 3.4 percent in 1935 to 29. i percent in 
1983. The largest portion of this increase occurred between 1965 
and l 9i0. The share of private sector pavments fell rapidly from 
1965 to 1970. The drop appeared almost entirelv as a decline in con­
sumer direct pavments. 

Table 4-2 shows aggregate and per capita trends in medical care 
~pending from 1965 to 1983. In 1965 the average American spent 
$207 ( $599 in 1983 prices J on medical care. Total medical care 
~pending 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 economv during this period, medical care spending 
consumed an increasinglv 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 C nited 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 19i5 and 9.i percent in 1980. Comparable 
figures for the L' nited States are 8.6 percent in 197 5 and 9 A percent 
in 1980. Other countries have attempted. for the most part unsuc­
cessfullv. to control medical care spending bv regulation rather than 
through market forces. One exception appears to be the Cnited 
Kingdom. where strict central controls have limited medical care 
spending to 5.6 percent to GNP in 1975 and 5.8 percent in 1980. 
The success of this approach might be questioned however, Consum­
ers in the Cnited Kingdom national health svstem face long waiting 
times for nonemerger:cv hospitalization, and the qualitv of service in 
that svstem mav be declining. 

L\CTORS RESPO:-;SIBLE FOR RISI:-;G \tEDICAL CARE EXPE:-.iDITCRES 

The factors responsible for rising medical care expenditures can be 
broken down into changes in price and changes in quantitv. Price 

6 
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·oral '"vate :unas Juvernm.ent 'unas 

"ear !..mount Jotlars1 lmount ,:loHars; lmount 001lars1 
P~rcent Percent P-9rcent 

•ow 'er JI ''NP ~otal ;,~r Jt :ota1 'ota1 >er ot :otal 
b1H1ons; :ao1ta ouhons 1 :ao1ta n1ihonsi :ao1ta 

:965 ii 9 207 ?.l J0.9 :s2 :33 ::J 54 26,2 
:966 16.3 225 6.i 32.7 :59 ·u :35 56 29.3 
:967 51.5 248 o.4 32.5 t57 532 :s.o ?I 36.8 
:968 38.2 278 :;,7 36.l 172 '32.0 22.1 105 38.0 
:969 '55.5 310 7 0 i0.7 l92 52.0 24.9 118 38.0 

:970 75.0 JSO i 5 !7 2 22! 53.0 27 8 :30 37 0 
:971 33.5 ;as n 513 239 52.1 3!.7 146 37.9 
:972 .. l3.9 129 J 9 58.5 268 52.3 35.4 t62 37.7 
:97? ... :014 !68 7 8 54 0 290 51.9 39.4 :78 38.l 
:97 il6.3 522 ll 58.8 309 59.l 17 6 214 !0.9 

:975 .. :327 590 3.6 '6.3 340 57 5 56.4 251 J2.5 
:976. :sos 665 3.8 87 9 388 58.3 52.8 277 Jl.7 
:977 .... : 70.2 743 3.9 :00.1 .!37 58.8 '0.l 306 .!l.2 
:978 ... 190.0 322 38 ilO.l !76 57.9 79.9 346 42.I 
1979 215.l 920 8.9 :24.2 531 57.7 90.9 389 42.3 

!980 ....... 248.0 l.049 9.4 142.2 501 573 :as.a 448 42.7 
198! .... 285.8 l.197 9.7 l64.2 688 ; 57.4 121.7 510 42.6 
1982 ....... 322.3 l.337 10.5 186.5 774 57.9 135.8 564 .!2.l 
:983 .... 355.4 l.459 . 10.8 206.6 848 58.l 148.8 611 41.9 

~ote. -Per capita amoul'll,ts are based on July l Social Secunty Area oopulat1on estimates. t1h1ch 11$ude the resident U.S. 
~opulat1on and that at the outlying terntones. plus Federal military ana civilian employees and thetr dependents overseas. olus 
in estimate ot the census unaercount. 

Source: Oeoartment ot Health and Human Serves. Health Care Financing Adm1ntstrat1on. 

changes can be subdivided further into general inflation and medical 
care price increases in excess of general inflation. Quantitv 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 
5 l. 7 percent of the rise in hospital inpacient 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. i .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 approximatelv 39.4 percent from 1981 to 
1982 and 46. l percent from 1982 to l 983. Those increases occured 
at a time 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 l 9i 1-81 trend value. 
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Fifo-ei>sht percent of the increase in expenditures for phvsicians · 
~er\1ces from 197 l to 1981 was due to general inflation. Other 
causes 1\·ere the price mdex for ph\·sicians' fees in excess of the G:\P 
detlator. l 0 percent: 1·is1ts. 5 percent: .md real expenses per \·isit. :!7 
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. '\Vhile 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 si15nificance of these numbers is that the extraordinarv in­
crease in medical care expenditures results from changes in the 
nature of the product: the scope. complexitv. 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
ton: ~ests and surgical procedures have been growing much faster 
than the number of phvsicians' visits. ·---~---~-~·-·-·. 

TRE:"<DS I'.'i l'SE OF \tEDIC\L CARE SERVICES 

Si15nificant trends have occurred since 1964 in the use of particular 
medical services by different demographic groups. Hospital davs of 
care fell from 1964 to 198 l for vounger age groups. but rose for 
older people. especiallv those over 65. This change mav be attrib­
uted. in part. to the medicare program, which has provided hospital 
insurance coverage for the elderly since 1965. 

In 1964. poorer people. as measured bv family income under 
$2.000. had the lowest rate of phvsicians' visits. Poorer people 
<familv income less then $5.000 in l9i6 and less than $i,OOO in 
198 l) had the highest rate of phvsicians' visits in l 9i6 and 198 l. 
The hospital discharge rate among poor people increased. while dis­
charge rates among other income groups fell. These changes mav be 
amibuted. in pan. to the medicaid program. which has improved the 
access of poor people to phvsicians and hospitals. 

DOES \lORE \.fEDICAL CARE PRODL'CE BETTER HEAL TH? 

The previous sections showed that trends in medical care spending 
have been paralleled with improvements in some measures of health 
status in the Cnited States. It would seem natural then to assume 
that more medical care produces better health. Spending some 
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mone\ nn medical care is indisputabh· worth\\·hile. But this does not 
1mph that. be\ond rnme point. ~pending more mone\· on medical 
care necessarih leads to further improvements in health. 

Statistical ~tudies. for the most part. indicate that differences in 
monalin and morbiditv among States or regions in the Cnited 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 scudv. it was found that additional medical resources made 
little or no contribution to a person's health. 

The ~trongest e\·idence 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. . ..\bout -LOOO 
nondisabled people between the ages of l 4 and 61 were randomlv 
assigned to a set of insurance plans for 3 or 5 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 phvsicians and adult hospitalizations were fewer. 
However. the oqlv 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. 

'.\lumerous studies of Health :\faintenance Organizations. which are 
prepaid medical care plans,· also show that more medical care does 
not necessarilv lead to better health. Prepavment gives phvsicians an 
incentive to practice conservative stvles of medicine .. ..\s a result, en­
rollees in prepaid plans use up to -l:O percent fewer hospital days 
than enrollees in fee-for-service health insurance plans. '.\lo charges 
have been substantiated that the conservative stvle of medical care in 
prepaid plans is inferior to that in the fee-for-service sector . 

...\ growing bodv of studies suggest that some tvpes of medical care 
make a significant positive contribution to health. Research conduct­
ed in the C nited States and other countries has shown that hvperten­
sion (high blood pressure) can be controlled bv appropriate medical 
treatment. This result is significant because hypertension is a kev risk 
factor in cardiovascular disease. which accounted for approximatelv 
half of all C .S. deaths in l 980. Other studies have shown that hvper­
tension control has improved significantlv in recent vears. Improved 
rates of hvpenension 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 19i0 to 188.5 in 
1983. 

Evidence that poor people with hvpertension can benefit from free 
medical care comes from a "natural experiment" in which medicallv 
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indigent Jdults 1, ere terminated from the C.ilifornia medicaid pro­
gram in 1982. Blood pressure levels Jmong terminated people with 
hvpertension deteriorated 5ignificanth during the 6-month stud\· 
period. compared to a control group . 

. \ 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. .-\nother studv 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 ·mortalicv, 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 F.-\CTORS ON HEAL TH 

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 identified three risk factors-smoking, 
cholesterol. and blood pressure-as determining the risk of death 
from anv cause. These factors are all influenced bv a person's life­
stvle. Thi~ is particularlv true of smoking, which is entirelv a self-in­
flicted risk factor . 

. -\ number of investigators have estimated that 30 percent, or more. 
of coronarv heart disease deaths can be attributed to cigarette smok­
ing. Smoking is the major single cause of cancer deaths in the Cnited 
States. and it is a contributing factor to deaths from stroke and em- -
phvsema. In fact. smoking has been implicated as a cause of so manv 
diseases that the C.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 C.S. 
mortalitv from smoking is estimated to exceed the number of .-\meri­
cans killed in battle during World War II. 

.-\ccording 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 \·alue of lost earnings ~utributable to sickness or death related to 
~moking was $3 1.-t billion. The wtal cost for 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-from SI. 76 billion to 53.08 billion 1 in 
1983 medical care prices) . 

. .\lcohol abuse also imposes enormous costs. Direct medical care 
costs due to alcohol abuse were estimated to be S 19 .-t billion m l 9i2 
1l983 prices): discounted costs of lost production due to this cause 
were $33.5 billion .. .\lcohol abuse was responsible also for motor ve­
hicle accident losses of $ l 0. 7 billion and violent crimes which cost 
53.-t billion . 

. .\utomobile saferv is another area in which health is aff ei::ted bv be­
havior .. .\ studv of data from 1970 to 1979 estimated that highwav 
traffic fatalities were significantlv reduced bv the implementation of 
the 55 mile per hour national maximum speed limit. This studv indi­
cated that about 42.000 lives were saved bv this policy between 197 -1 
and 1979. 

PCBLIC POLICY TO ESCOCRAGE HE:\.LTHY BEHAVIOR 

Evidence shows that people can improve their health if thev adopt 
healthv lifestvles. It would be premature. however. to conclude that 
government polio· should attempt to promote healthv behavior. The 
legitimacv for public action rests on a finding thac private markets do 
nOl provide incentives for individuals to adopt healthv behavior in 
appropriate situations. This mav occur if consumers do not have 
access to relevant information 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. 

\iegative externalities arise if 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. Cigarette 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 is to tax the 
products that cause them. For example. the Federal excise tax on dis­
tilled spirits will be raised from $10.50 per proof gallon (64 ounces 
of ethanol) to $12.50. on October 1. 1985. The Federal excise tax 
per pack of cigarettes was raised from 8 to 16 cents bv the Tax 
Equitv and Fiscal Responsibilitv Act of 1982. The Tax Equitv and 
Fiscal Responsibilitv Act tax increase is due to expire lacer this vear. 
when the Federal cigarette tax will revert to its old level. Several 
smdies have shown that consumption of alcoholic beverages and 
cigarettes would fall if the prices of these products were increased bv 
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,m excise tJ.x. fhese .;olutions J.re infenor to J. svstem in which the 
tax is le\·ied univ <JO the behavior that results in the externalitv. e.g .. 
.;moking in public or driving \,·hile incoxicated. However. the costs of 
collecting rnch "ideal" taxes might be prohibitiYe. 

The problem of externalities is sharph distinct from the problem 
of costs imposed <m the smoker bv his own behanor. These costs 
.iffect 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 companv gives a 
l 0-percent discount to individuals who report that thev do not 
~moke .. -\utomobile insurance policies use age. sex. and previous ac­
udent historv. among other factors. to distinguish among risks. Simi­
lar rating methods might be applied to the health costs of alcohol. 

The role of the Federal Government in this area should be to 
ensure that legal barriers are not imposed that restrict the abilicv of 
private insurers to distinguish among risks. In· one instance. an active 
policv mav be recommended. This concerns premiums for enrollees 
in the Federal Emplovees' Health Benefits Plan. the '.\iation's largest. 
with approximatelv 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
ing J.nd drinking. 

HEAL TH INS CRANCE .-\ND \-tEDIC.-\L CARE COSTS 

Studies suggesting that an increase in medical care use would do 
little to improve the health of the average person might justifv some 
concern that rapidlv risin-g- medical care cos ts are ··excessive." but 
thev could hardlv explain the widespread belief among both analysts 
and policvmakers that the medical care system is in a state of acute 
distress. In other industries. the principle of consumer sovereigntv is 
generallv the best guide to determine how manv resources should be 
allocated to the industrv. Whv doesn't this principle apply to the 
medical care industrv? 

\(edical care is different from other major industries because onlv 
about one-quarter of the cost of medical care is paid directlv bv 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 to 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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c::il c:1re needs. B\ pa\ ing a fixed J.mount each month. consumers can 
protect (hemsehes from large medical costs should thev faU ill. 

The foregoing rationale suggests that health insurance 5erves 3. 

useful function in the economv. Howe\·er. the benefits of health in­
rnrance can be offset if the polin premium is not based on expecrp 
medical care costs incurred under the polin bv 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. however/ slight. *rue to the individual, each person 
will have little incentive to use medical services carefullv and to buv 
services from the most cost-effective providers. 

Perfect risk rating for everv individual would be exceedingiv com­
plex. '.'<evertheless. 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 manv policies provide 
rnch arrangements. including free care at the point of purchase, the 
undesirable effects of imperfect risk rating are magnified. :Yloreover. 
the subsidv for additional services reduces providers· incentives to 
hold down their price and to control the complexitv of their prod­
ucts. These pricet increases make it more difficult for uninsured con­
sumers to purchase medical care and mav 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 risk 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 policv concern. 

THE TAX Sl'BSIDY FOR PRIVATE HEAL TH INS CRANCE 

Private medical insurance is a relativelv recent phenomena in the 
l'nited 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 social securitv taxes. Recent estimates indicate 
that i9 A percent of the noninstitutional population have private 

13 

- - - ....... 

PART F 



JANUARY 8, 1985 
INTERNAL USE ONLY 

• • • 

, 
- -

Format ll1'04 

health insurance .md 85 percent of private health insurance is em­
plo\ ment-related. 

The tax exclusion can be newed as a special Federal subsidv for 
the purchase of emplmment-related health insurance. From this per­
.;pective. the exclusion reduces the price of insurance to emplo\·ed 
consumers and thereb\" 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 subsidv to 
obtain estimates of the responsiveness of the demand for health in­
-;urance to price changes. Such studies have all concluded that the 
demand for health insurance would fall if the tax subsidv were re­
duced. 

'-iumerous studies. conducted in the 1960s and 19i0s. showed that 
demand for medical care services is directlv related to the level of 
health insurance coverage. Data sources for these studies were re­
gional (often statewide) aggregates. individ!-!al consumer data collect­
ed bv survevs. and several "national experiments" in which the level 
of cost-sharing was changed for a particular group of consumers .. -.\11 
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 of the impact of insurance on demand for medi­
cal care services have been provided bv the RANI)f0xperiment. Inter­
im results from the RAND ~Mhk inag1us@ experiment show that 
total medical expenditure per capita rises steadilv 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 mav 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 :?3 percent and the price of the phvsician selected bv 
18 percent. compared to the prices of hospitals and phvsicians 
chosen bv persons with no insurance. 

Several studies have shown that phvsicians· stvle 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 
phvsicians to provide more services per visit or to itemize charges 
that were previouslv mcluded in the professional fee. Another studv 
calculated that insurance was responsible for more than half of the 
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rise m hospital prices from 1958 through 1967. This contrasts to 
iseneral inflation. which accounted for onlv l 0 percent of the in­
crease. 

Current insurance policies lea\'e the consumer little or no incenti\'e 
to find cost-effective suppliers. :\earlv l 00 percent insurance CO\'er­
Jge 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 insurance to protect themselves against large health care bills. 
which le:ids to further price increases. 

PROPOSALS TO REFOR\f THE T . .\X TREAT\!DiT OF HEALTH ISSCRA.SCE 

BESEFITS 

Several policv solutions have been proposed to reform the tax 
treatment of health insurance beqefits. One proposed bv the Admin­
istration would have limited tax-free health benefits paid bv an em­
plover to $ l 75 per month for a familv plan and $70 per month for 
individual coverage. These limits would have been indexed to in-

----~-v-e-artv--i-frproportion 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. Boch 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. :\ studv bv the Congressional Budget 
Office estimated that a limit of $165 per month (about $171 in 1984 
prices) would produce added revenues of $4. l billion in 1984 and 
$7 .8 billion in l 987. Removal of the subsidv altogether might have 
increased tax revenues bv $25. 7 billio~n 1983. Thirtv-five percent of 
this amount would have been paid bv 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
ciencv 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 currentlv following 
this policv 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 bv em-
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plm ees 1\·ho have ro paY for ::iddi'tiona! premium costs out of rheir 
01\·n pocket. 

One ::ilternati\·e to the .-\dmimstration proposal im olves a limited 
tax credit (a credit which can be applied onh w rhe purchase of 
health insurance) of 40 percent of the health insurance premium up 
to :i maximum credit of SiO per month. This is identical to a S 1 i5 
per month tax cap for a worker whose marginal tax rate is -10 per­
cent .. -\n ad\'antage of the tax credit proposal is that it would equalize 
the subsidv across all income groups l 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 
Jlso be neutral between workers who obtain health insurance 
through their emplover and those who are self-emplo\·ed or unem­
ploved . .-\. disadvantage of the tax credit is that it might encourages 
consumers whose marginal tax rate is less than 40 percent to pur­
chase more health insurance . 

. -\nother 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 substantiallv 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 relative price of insur­
ance and would. therefore. choose a lower insurance premium; and 
workers subsrantiallv 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 quantitv of health insurance purchased, a bet on the tax­
free rebate does not seem advisable . 

. -\!though multiple choice of medical care plans is not necessarv in 
order to implement a tax rebate plan, it is often included as an ele­
ment in 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 \faintenance Orga­
nizations lHMOs). 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 H.\10 if one is avail­
able. This viewpoint is an expression of a philosophical preference 
and is not based on economic analvsis . .\lore to the point is the ques­
tion of whether an H.\10 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 .. -\ recent studv of firms that offer their emplovees 
a choice between a fee-for-service insurance and H.\10s has found 
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that ~mall changes in emplovee cost-sharing for health care premi­
ums ha\·e a sizable impact on H\.10 enrollment. 

The second issue is whether the low-co\·erage plans offered under 
the multiple choice proposal would be more attractive to low-risk in­
dinduals. If '>O. 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 \·iew health insurance as a means 
for providing a subsidv 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 relativelv good risks would continue bailing out of 
the full-coverage policv umil all that is left are a pool of people who 
.ire essentiallv uninsurable. If polinmakers do not like this outcome. 
thev should consider an explicit income transfer to those persons 
who are chronic high risks. 

rson1.s1n· ISSCRASCE A.SO PREFERRED PROVIDER ORGASIZ..\TlO~S 

Even if the tax subsidv for health insurance were reduced or elimi­
nated. health insurance would continue to have a distorting effect on 
medical care markets. as long as the policv paid for the costs of addi­
tional medical services. \fost health insurance policies currentlv in­
corporate this undesirable feature. However, some insurers and self. 
insured emplovers are experimenting with indemnitv insurance. in­
which the insurance companv makes a fixed pavment per unit of care . 
. \n indemnitv 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 indemnitv is paid entirely 
bv .the consumer. 

Ideallv. indemnitv payments would be based on episodes of illness. 
rather than units of medical care. This svstem would reduce the tend­
encv of insured consumers to use additional services as well as to 

choose expensive providers. However, the difficultv of defining ill­
ness might make an ideal svstem exceedinglv complex. Therefore. in­
demnitv pavments based on units of care mav represent an accepta­
ble. albeit imperfect. alternative. 

Private indemnitv plans tvpicallv allow providers to bill consumers 
for amounts above the indemnitvl However. some insurers have ex­
pressed an interest in concluding agreements with providers who will 
accept the indemnitv as pavment in full. The insurer would channel 
patients to these providers. This is the basis of the "preferred pro­
\'ider organization." which is springing up around the coumrv in in­
creasing numbers. .\ preferred provider organization represents a 
method for determining the insurer's indemnitv pavment at a level 
equal to the full-billed charge of the low-priced providers. In prac-
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uce. other criteria. such .:is quali[\. can ;ilso be used to 5elect the pre­
ferred providers. 

\lanv ernplmers have expressed Jn interest in the preferred pro­
\tder organizauon concept as J means to control their maring health 
benefit costs. The major barrier to the de\'elopment of preferred 
provider organizations appears to be restrictive State insurance laws. 
Therefore. J number of States have passed enabling legislation that 
permits the development of preferred provider organizations. 

Pl'BLIC POLICY TOW.\RD DISCOL''.\TS 

. ..\!though the basic preferred provider organization concept does 
not invol\'e a discount. i.e .. pavment less than the hospital's full­
billed charge. manv insurers are attempting to negotiate discounts as 
part of the pref erred provider organization arrangement. If success­
ful. thev will join some of the :-.;ation's 90 Blue Cross plans. which 
have alreadv obtained discounts from hospitals. yfanv HMOs have 
also negotiated hospital discounts. 

These discounts have, for two reasons. recentlv become an impor­
tant public policv issue. First, hospicals claim that discounts force 
them to "shift" costs bv making up charges to ocher insurers. This 
has led to suggestions that discounts be banned. in favor of so-called 
"all pavers rates." where all msurers would pav equal rates. Second, 
some cmics have claimed that the size of the Blue Cross discount ap­
pears to be related to and is perhaps a consequence of Blue Cross· s 
relativelv large market share. :'\loting this relation. the less concen­
trated commercial insurance industrv has sought. unsuccessfullv, to 

obtain relief from antitrust laws which prohibit joint insurance com­
panv negotiations with hospitals. 

There is little economic justification for banning discounts. When 
one insurer negotiates a discount, cost-shifting i.s not the onlv possi­
ble outcome. The discount mav also reduce the hospital's net operat­
ing margin; the hospital's operating efficiencv mav improve; and the 
level of real expenses per admission mav fall. :\.11 of these outcomes 
might be viewed as positive responses. In particular. since hospital 
costs are artificiallv inflated bv insurance. some reduction in real ex­
penses per admission mav be desirable. 

This does not implv. however. that commercial insurers should be 
encouraged to negociate together for a discount. In the first place, a 
large market share is not necessarv in order to obtain a discount. 
yfanv H:\IOs recentlv have negotiated hospital discounts even chough 
their market shares are small reiacive to Blue Cross's. Second. anv in­
surer. regardless of its size, can form a preferred provider organiza­
tion. Through the preferred provider organization the insurer can se­
lectivelv determine its pavments w hospitals so that hospitals with 
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excesmeh high costs will lo-;e customers in the marketplace. Third. 
~mng the Federal Goernmem's blessing to countervailing market 
power sets a dangerous precedent. Countervailing power arguments 
could. for example. be used b\ hospitals seekin15 to band together to 
escape relief from legHimate. but \·igorous. price pressure from the 
insurance mdustr\'. 

The large market shares commanded bv Blue Cross plans are most 
probablv not attributable to anticompetitive conduct bv those plans. 
State insurance acts usuallv exempt the Blues· policvholders from 
State taxes on insurance premiums. These premiums generaliv range 
from 2 to -l percent. In addition. the Blues are not subject to the re­
serve requirements of their commercial rivals. Two empirical esti­
mates mggest that each one percentage point difference in premium 
tax rates mav contribute between 3.35 and 5.-l 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. ..\!­
though insurance regulation is a matter best left to the States. these 
studies suggest that competition among health insurers might be pro­
moted if regulatorv advantages favoring Blue Cross were reconsid­
ered bv the States. 

fHE ROLE OF I:\FOR\1ATIO'.'i IN HEALTH CARE \tARKETS 

\.lost experts agree that. in order for the medical care market to 
function properlv, 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. Critics of pro-competition medi­
cal care proposals often point to consumer information as the weak 
link in 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. manv participants in the RA~D health in­
surance experiment lacked certain facts that seem relevant to choos· 
ing a particular provider. Few of them correctlv 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 5.000 em­
plovees in ~tinneapolis. researchers found significantly better answers 
to the question on hospital admitting privileges. This suggests that 
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consumers in \tinneapolis-where manv emplO\ees ha\·e ;i choice 
;imong competin15 H\IOs-are J.ware that choosing a closed-group 
H\10 limits one\ J.bilin to choose am hospital. 

One J.rea where information is currentlv poor concerns the prices 
charg-ed bv different providers. Inadequate price information is. to a 
large extent. a wound that the health care 5\·stem has inflicted on 
itself. \lost price advertising of medical services has been banned bv 
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 eve7Iasses. eve examinations. and prescription drugs. 
Recent court rulings. however. have substantiallv lifted these prohibi­
tions on advertising. 

lt 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
itv bv observing price differences in the market. 

Finallv. 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 poorlv 
informed about medical care prices. This point is substantiated bv a 
survev of individuals regarding their health insurance premiums. 
Families with individual insurance coverage were more likelv than 
families with group insurance to respond correctlv that thev paid out­
of-pocket premiums. This occurs because individual policvowners are 
more likelv to purchase the health insurance policv themselves; thus. 
thev have a stronger incentive to learn about the price of the policv. 

\tEDICARE: Pt:BLIC HEAL TH l:'IJSL'.RANCE FOR THE . .\GED 

In 1983, spending for the medicare program was S5i.4 billion. 
This represented 46 percent of total government medical care spend­
ing in 1983 !Table 4-3). M:edicare has expanded at a rapid rate since 
196i. when it consumed $4.5 billion t$12.3 billion in 1983 prices). 
Even during this .-\dministration. which has been committed to aus­
tere budgets for other domestic programs. medicare spending rose 
bv l i .5 percent from 1981 to 1982 and 12. l percent from 1982 to 
1983. '--

The impending crisis iA_ 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 l I .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. C nder baseline projections developed bv the Congressional 
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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. · 

\tEDIC.\RE B.\CKGROL":-..;D 1:-..;FOR\IA TIO!'< 

\ledicare was enacted in 1963. lt consists of two parts: Hospital In­
surance. also called Part . ..\.; and Supplementarv \Iedical Insurance, 
also called Part B. \Iedicare Part . ..\. provides benefits that help most 
aged and certain disabled individuals, who qualifv for social securitv 
cash benefits, to pav for inpatient hospital and other institutional 
servtces. \1edicare Part B helps beneficiaries pav for phvsician and 
other outpatient services. Part B is a voluntarv program, although 97 
percent of Part A participants are also in Part B. \-fedicare is adminis­
tered bv the Health Care Financing Administration. an operating 
component of the Department of Health and Human Services. 

\ledicare Part . .\ covers 90 davs of hospital care per spell of illness 
and allows an additional 60 "reserve davs .. to be used over the bene­
ficiarv' s lifetime. Part A also covers 100 davs of skilled nursing facilitv 
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 $336 to $-WO on Januarv l. 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 l 00 of skilled nursing facilitv care. Services cov-
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ered b\ medicare Pan B are rnbject to a 575 annual deductible J.nd 
20 percent coinsurance. 

The principal rnurce of funding for the Hospital Insurance Trust 
Fund is paHoll tax contributions. at rates periodicallv modified b\ 
the Cungress. The trust fund is financed on a pav-as-\ou-go basis. 
that is. current workers pav the costs of current beneficiaries. The 
Supplementan \fedical Insurance Trust Fund is financed primarilv 
through a combination of premiums from beneficiaries and general 
re\enue contributions. The calendar vear 1984 premium was 51-t.60 
per month. which was raised to 515.50 per month on Januarv L 
1985. These rates were projected to equal 25 percent of the supple­
mentan· medical insurance program costs. as required bv the Social 
Secuntv .-\mendments of 1983. 

lSSl"ES I:-< \IEDIC..\RE PHYSICIAN RENBl"RSE\tE;-.;T 

\ledicare 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 phvsician's customarv 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 is responsible for the remaining 20 percent. 

Increases in reasonable charges are limited by the medicare eco­
nomic index, a formula based on increases in phvsicians · practice 
costs. The rate of increase in the medicare economic index has been 
consistentlv 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 indemnitv pavments. Estimates are that about 60 percent 
of medicare Part B charges are constrained bv the medicare econom­
ic index. 

Phvsicians 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 phvsician receives pavment directlv from the program. The pa­
tient is responsible for the 20 percent coinsurance and anv remaining 
deductible. If not. the phvsician bills the patient directlv and the pro­
gram reimburses the patient for 80 percent of the reasonable charge 
(after the deductible has been satisfied). The percentage of claims 
paid directlv to the phvsician declined steadilv from 61.5 percent in 
1969 to 50.5 percent in 19i6. after which it has slowlv increased. 
reaching 5-l percent of claims in l 983. 

The Deficit Reduction .-\ct of 1984 imposed a 15-month freeze. ef­
fective October 1. 198-t. on medicare phvsicians' fees. All phvsicians 
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were required to -<a\ b\ October l whether the\· would accept direct 
pa\ment for ;:ill •)f their medicare patients for the following vear. The 
freeze ;:ind other pro\isions in the Deficit Reduction .-\ct were expect­
ed w reduce the rate of increase m medicare ph\·sician spending in 
fiscal vear 1985 from 14.5 percent to 11. l percent. 

There are three related issues in the area of medicare phvsician re­
imbursement: mandacon· direct pavment. determination of the in­
demnitv pavments. and supplementarv private insurance .. .\s noted 
above. phvsicians currentlv have the option of accepting or rejecting 
direct pavment on a claim-bv-daim basis. Some observers have 
;:ir~ued that this amounts to a license to overcharge patients and 
have. therefore. proposed mandatorv tall-or-nothing) acceptance of 
direct pavment. This is not a sound proposal. Some phvsicians who 
had previouslv refused direct pavment would simplv cease to treat 
;:inv 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 bv 
both tvpes of phvsicians would also fall. 

The second issue concerns how medicare's indemnitv pavments 
should be determined. Few observers would defend as reasonable the 
present pavment svstem. which freezes in place the existing distor­
t10ns in phvsicians' prices. For example. because insurance coverage 
of inpatient services predated coverage of outpatient services and is 
still more extensive, procedures provided in hospitals have tended to 
be introduced at higher prices and to move upward in price more 
rapidlv than outpatient procedures. 

7'-iumerous proposals have been advanced to reform the medicare 
indemnitv pavment svstem. :\ successful proposal would use market 
mechanisms to set the values of the medicare indemnities. This is de­
sirable because values set at corripetttive levels should assure contin­
ued access to qualitv 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. Finallv, 
the multiplier (a number that converts the weights into reasonable 
charges) could be auctioned to all willing phvsicians in the communi­
tv. 

The third issue concerns supplementarv medicare insurance. In 
1967, 45.5 percent of medicare beneficiaries also had private, supple­
mentarv insurance: bv .1977, this fraction had grown to two-thirds. 
\{edicare 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
demnitv pavments. At another level one mav ask whv the demand for 
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medic1re -;upplementaf\ insurance is '50 5trong. particularh in the 
light ot ..illegedh· high premiums for these policies. 

The ..inswer ma\ be that medicare supplementaf\· insurance is 
lwz;hth leYeraged. That is. the supplementarv policv that paYS '.20 per­
cent of the ph,sician·s reasonable charge mav cause polinholders w 
use more sef\·ices. for which medicare Part B is obligated to pav 60 
percent of the bill. Therefore. consumers mav regard suppiementaf': 
policies as highlv attractive. even though thev mav create substantial 
excess use of sef\·ices for the svstem as a whole. In the absence of 
more fundamental reforms. a tax on medicare supplementarv insur­
;rnce 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 
o;econd in line. after the supplementarv policv pavs for the additional 
visits. 

\.IEOICARE HOSPIT . .\L REIMBL'RSEME~T POLICY 

Cntil 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 Responsibilitv . .\ct 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. Cnder this svstem, hospitals are paid a pro­
spectivelv determined rate for each discharge. The amount of the 
pavment is determined bv 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
tive rate. Cenain 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 continued to decline 
slightlv. 
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The \ inue of the prospecti\e p;wment ~\·stem is that it "uncou· 
pies .. prices from the costs of individual hospitals. This idea. which 
lies at the heart of the prospective pavment wstem. is that hospitals 
will ~mve to reduce their costs below the le\·el of these fixed prices. 
The major problem with the prospective pavment svstem is that the 
'>\Stem of prices it established has no relation to the prices that 
would cause hospitals to produce the amount of services that con­
mmers desire to buv, at the right qualitv. and the minimum cost. .\ 
price that is too low mav cause producers to reduce investments so 
that the qualitv of service declines. Of more relevance to hospital 
sen·ices. a price that is too high in a market with competing suppliers 
will lead hospitals to compete in dimensions other than price. driving 
coses up to prices. 

:\chieving the right set of prices will not be easv. The approach 
curremlv favored bv the Health Care Financing Administration is to 
revise the existing svstem to account for unusual cases, hidden differ­
ences in the severitv 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 bv increasing 
admissions. unbundling services to shift costs to other parts of the 
rnedicare program, and bv diagnosing and treating patients in the 
most-highlv reimbursed diagnostic categories. 

The Health Care Financing .\dministration rnav attempt to thwart 
these cost-increasing tendencies bv setting up regulations to detect 
and punish excessive use of services under the prospective pavment 
svstem. However. without incentives on the part of consumers. it is 
doubtful that extra regulations will be effective. 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 .. \n efficient hospital can 
gain patients bv offering higher qualitv care, but not bv offering a 
lower price. This will lead to excessive qualitv competition. The 
svstem is basicallv one of price control. with all the usual disadvan­
tages of that approach .. \s a transitional measure to a market-based 
svstem. however, current arrangements may be superior to the previ­
ous svstem of cost reimbursement. 

There appear to be two possible solutions for the longer run. First, 
medicare Part .\ 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 us in IS medic:ire· s mbstantial bu\·ing power to obtain dis­
counts from high-priced hospitals. 

The advantage of this approach is that it could be set up quicklv in 
most pans of the coumn·. including those where organized alterna­
tive deliven· S\'Stems 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 profitable diagno­
sis-related groups. In order to solve these problems. it mav be neces­
san· to adopt the alternative approach of combining medicare into a 
5ingle program and letting organized provider groups bid to serve 
the medicare population at competitive rates. 

l' nder this alternative proposal. each medicare beneficiarv would 
receive a "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: 
ill 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 . 

.\ledicare 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
sification which affect the present svstem. Competitive bidding would 
address the fundamental problem that the Health Care Financing .--\.d­
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 actuallv delivers that product and not an inferior sub­
smute. 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 broadlv. 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 tendencv 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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..ippl1Cams. w1th marginal pavmems tailored t0 the applicant· s risk. 
This 'i\·stem mav be perceived ..is unfair to high risks. who have to 

pav posaive maqinal premiums. ..\n alternative is to risk-rate the 
capitation pavment itself. Csing certain predetermined demographic 
factors which are related to health care expendimres. the Health 
Care Financing . .\dmmistration can \·arv 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 
-;tandard medicare would have to pav for expenses greater than their 
risk-raced premium. Otherwise. medicare would be forced to subsi­
dize those individuals who prefer the less etncient delivery svstem. 

The Tax Equitv and Fiscal Responsibilicv . .\ct marked a significant 
step toward the goal of medicare vouchers. That legislation amended 
the medicare statute to permit pavments on a risk basis to H;\{Os an<!_ 
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 additional 
benefits or reduced cost-sharing. This regulation is unnecessarilv re­
strictive. It leads to allocative inetliciencv. since medicare enrollees 
might rather have cash rebates than additional benefits .. .\ second 
flaw of the existing svstem is that medicare pavment to competitive 
medical plans is determined bv the 95th percentile of risk-rated ex­
penditures in the standard medicare plan. The competitive approach 
to setting this pavment would have plans bid on the pavment rate for 
each distinct risk class of enrollee. 

The choice between the prospective pavment svstem and vouchers 
boils down to the question of the appropriate unit of service for 
paving providers. The prospective pavment svstem favors pavment 
for each admission, whereas the voucher svstem is based on pavment 
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 svstem must 
make appropriate distinctions between different tvpes of admissions. 
whereas the voucher svstem 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 w 
help set the value of the medicare pavments. Second. both svstems 
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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-;umer incenmes. the rnedic:ire progTam will cominue to expenence 
the cost-mueasint1: pressures qf insured medical care. 

'iHOl"LD \IEDIC.1-RE \L\KE -;PECl.\L CO,SIDER.\ TIO"s: 

\\"hate\er prospecll\·e pa\·ment s\·stem is chosen. if effective. will 
lead to lower rnedicare payments than would have prevailed in the 
absence of the Tax Equin and Fiscal Responsibilitv Act. This has 
caused widespread concern that some consumers and some tvpes of 
hospitals. particularlv teaching hospitals. mav be disadvantaged bv 
prospective pavment. On closer examination. however, the argu­
rnems for 5pecial consideration under the medicare prospective pav­
rnent wstem ..ire 5urprisingh· weak. 

Part of the rnedicare price reductions rnav be shifted to other third­
partv pavers. Some anaivsts argue that the cost-shift is a hidden tax 
paid bv the private sector because the Federal Government is unwill­
ing to pav 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. are 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 pavment 
-;~s.terri wer~_given _Qack _~~i!i~ hospitals bv income or pavroll tax-fi­
nanced rebate. This would be. tantamount to a return to cost reim­
bursement. In addition, such a proposal would reduce the incentive 
of private pavers to control costs. If all third partv pavers attempt to 
control hospital costs. the whole svstem will benefit. 

Prospective pavmem mav also reduce hospitals· willingness to pro­
vide charitv care .. \!though prospective pavment does not preclude 
hospitals from using net operating revenue to finance charitv care. 
some hospitals mav lack the necessarv revenue .. .\nv proposal to deal 
wirh 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 hospirals simplv 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 payment svstem gave 
special consideration to teaching costs. The salaries of residents and 
teaching phvsicians are fullv reimbursed. It is also alleged that teach­
ing adds indirectlv to costs. because residents order more tests than 
fullv trained phvsicians. and because the presence of residents puts 
extra demands on other staff which mav not show up in time directlv 
allocated to teaching. These costs are reimbursed according to a 
Health Care Financing . .\dministration estimate that indirect expenses 
increase bv approximatelv 5. i9 percent for even: 0.1 increase in the 
ratio of residents to beds. The law mandated that this factor be dou-

28 

.,.. - - .. • • • • • • • • • • 

PART F 



• • ' .. 

JANUARY 8, 1985 
INTERNAL USE ONLY 

· x:i:o1001108-J A:\-.~5-06:5 3:2 I l 

bled m ~etting the diagnosis-related groups· pa\ment rate for teach­
ml?' ho~pitals. 

The impact of the teaching adjustment on diagnosis-related groups 
pavment rates is ~ubstantial. [t has been estimated that l 18 "heav\'" 
te::ichmg hospitals would recei\·e $756 per :idmission in direct teach­
ing pavments .ind $2.158 in indirect pavments. The total teaching ad­
justment would amount to 71.-t percent of the basic pavment of 
S-!.079. 

The teaching cost adjustment is probablv .excessive. The Health 
Care Financing . ..\dministration 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 otv size. Since other factors that contribute to indirect 
costs mav also be positiveh· correlated with teaching, it is likelv that 
the teaching intensitv estimate is too large. ~o attempt was made to 
compare the results to those of other studies which have found small­
er teaching effects. 

y[uch of the fault for the teaching adjustment lies with the Con­
gress. which doubled the Health Care Financing . .\dministration's es­
timate of the indirect teaching effect. The rationale for this action 
was twofold: first. hidden case mix differences between teaching and 
nomeachmg 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. 

~either of these reasons is convincing. ...\n econometric studv 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 faultv. 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 svstem. 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 
widelv 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. ~evertheless. for two reasons. flat 
"add-on" to the diagnosis-related group rate is the appropriate 
method to pav for hospital capital. First. a simple add-on. unlike 
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
le~ed differences in capital expenses among hospitals. one discovers 
a C\Tle: those hospitals with low reported capital expenses often have 
•>Id phvsical plants which need replacement. Thus. temporarv ··o\·er­
pavments" will disappear as these hospitals acquire new capital. The 
lo~ers under a Hat add-on ;,·ill be those hospitals which have recemh 
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 bonds. which has averaged onlv about 
0.5 percent for the last 20 ,·ears. 

t :.\RE F()R fHE DYI:\G 

\luch concern exists about the necessitv and appropriateness of 
medical care services. :--iowhere is this concern more relevant than for 
the medicare program. In l 9i8. medicare enrollees in their last vear 
of life accounted for 28.2 percent of total program spending, al­
though thev represented onlv 5.2 percent of all enrollees. An earlier 
studv had shown that medicare decedents in 196 i comprised 5 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 apparentlv rising, share of program expend­
nures. 

\(uch of this medical care is rendered in short-term hospitals, 
which critics suggest are an inappropriate site to care for the dying. 
The validitv of this claim rests on the abilitv 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 bv the Tax Equitv 
and Fiscal Responsibilitv Act, which extended medicare coverage to 

hospice benefits, effective :--iovember 1983. Cnder 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 patient. In these areas. he mav be the best judge of what is good 
medical care. The most difficult question is this: Cnder what condi­
tions 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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-;ive medical care. de,oced w extending life b\· \\·eeks or dav5. will 
come under increasing; ~crutim· b\ both patients :md third-part\ 
pavers. 

CO\ ER.\GE FOR \.;[\\ \IED!C.\L TECH'-.;OLOGY 

:\n issue c!oselv related to care for the dving is co\·erage for new 
medical technologv. Recent advances in technology have enabled 
phvsicians to repair or transplant numerous organs. but at \·erv high 
costs and with uncertain long-term outcomes. Should new medical 
technologv be covered bv health insurance programs? This question 
is being addressed bv private health insurers who have, in some 
cases. extended ·coverage co 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. Cnfortunatelv. no counterpart to this proc· 
ess exists in the medicare hospital insurance program, since the pro­
gram is not financed bv premiums and since consumers cannot ex­
press their prefere.nces bv choosing among different rnedicare 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 
societv to pav for all new medical technologies. 

\.lEDlCAID: PCBLIC HEAL TH INSCR.\NCE FOR LOW-INCOME 
PEOPLE 

The public image of medicaid is that of a welfare medical program 
oriented largelv wward children and other members of families re­
ceiving .\id to Families with Dependent Children <AFDC) pavments . 
. .\llegations abound that these clients abuse the program. Other crit­
ics point to abuses bv medicaid providers; and policvmakers have 
become increasinglv concerned about "medicaid mills" in which low­
qualitv care is provided. 

>lone of these perceptions is accurate. In fact. medicaid has suc­
cessfullv met its legislated objectives. The primarv emphasis of med-
1Caid was intended to be on persons whose economic status is bevond 
their control-dependent children. and the aged. blind. and disabled. 
Access to medical care for these groups has markedlv improved and 
with it have come improvements in the health of the poor. 
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\ledicaid w;:is enacted b' the Social SecuritY .-\mendments of 1965 
to pa\· t'or the medical care of 5peofic categories of low-income 
people. It is Jdmmistered b\ States and JOinth funded bv the Federal 
Government Jnd States. The Federal ~hare of medicaid is determined 
b\ J formula related to the State's per capita income. For 1982 and 
1983. the Federal 5hare ran15ed from a statmorv minimum of 50 per­
cent m 13 states to 77 percent in \lississippi. 

\\iith some exceptions. to be eligible for medicaid. an individual 
must receive or be eligible for federallv assisted cash welfare pav­
ments. States. at their option. mav cover specific groups of people 
who do not rece1\·e cash ;:issistance. Because of medicaid's multiple 
criteria for eligibilitv. about 12 million people with income below the 
Federal povertv threshold are ineligible for medicaid .. -\t the same 
time. about five million of those eligible have annual familv incomes 
at least twice the povenv standard. 

\ledicaid covers a broad range of benefits. including some. such as 
nursing home care. which are not often found in private insurance 
contracts. \lanv 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. 

\ledicaid patients receive most services free of charge. The excep­
tion is nursing home care. Since this is a catastrophic expense (ex­
ceeding :$-10.000 for the average admission) and is not covered bv 
private insurance. manv nursing home residents ''spend down" their 
resources and income until thev become eligible for medicaid. 

The overwhelming emphasis of the medicaid program is on institu­
tional care. Of $32.3 billion spent on rnedicaid in fiscal 1983, hospi­
tals received 27.2 percent for inpatient care and nursing homes ac­
counted for -!2.9 percent (up from 23.-! percent in fiscal 1972). Pav­
ments to phvsicians represented on!v 6. 7 percent of all medicaid pav­
ments in l 983. 

The number of medicaid recipients increased from 18.3 million in 
fiscal l 972 to 23.9 million in l 977 and has declined slightlv since 
then. The largest group of recipients are people who are eligible for 
.-\id to Families with Dependent Children (5.5 million adults and 9.4 
million children). However, this group accounted for onlv $9 billion 
of 5pending in 1983. .-\ much larger amount-$23.3 billion-was 
spent on the aged. blind. and disabled. This is a reflection of the 
medicaid program· s emphasis on institutional and. particularlv, long· 
term care. 

\;earlv 60 percent of all medicaid patients treated in private phvsi­
cian practices are seen bv practices whose patient volume is com­
posed of at least :30 percent medicaid-eligible patients. However. 
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rhese .. brn:e medica1d prJ.crices" do not tit the stereot\·pe of medic1id 
mills .. .\nc1llan ~er\'ices ;ire nOl ;ibused: nor is there e\idence of ex­
ces:rn e markups over cost. \'isit length in large rnedicaid practices is 
e<>mparable to that in other pracuces. Ph\·sicians in these practices 
1>ften eJ.rn less than other phvsicians. However. phvs1cians in large 
medicaid practices tend to be older. nonboard certified. and gradu­
J.tes of foreign medical schools. 

[SSL.ES r:-.; .\ID TO F.\\IILIES WITH DEPE:-.:DE:'\T CHILDRE:-.: \IEDIC.-\.ID 

Proposals for rnedicaid reform fall into four broad areas: to change 
the eligibilitv criteria and coverage of the poor: to trim medicaid ben­
efits: to adjust reimbursemeht 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 flexibilitv 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 
strategv for all States is 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 is to tie the Federal contribution to a 
program of .. basic" medicaid benefits judged to be necessarv in all 
States. Those States desiring to add more benefits, or to extend cov­
erage to more people. could do so with their own funds .. ..\nother al­
ternative is to cap or reduce Federal pavments bv a fixed percentage 
amount. This method was used bv the Omnibus Budget Reconcilia­
tion . ..\ct of 198 I. which reduced Federal pavments to each State in 
fiscal 1982, 1983, and 1984 bv 3 percent, 1: percent. and 4.5 percent, 
respectivelv. 

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

. .\nv 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 bv this Administration 
would have imposed nominal copavments that would have raised the 
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relauYe pnce of medic:11d <)utpauem sen·ices. This might have led 
medic:ud beneficiaries to choose more expensive hospital care .. ..\ 
studv indicated that the poor are \ erv sensitive to outpatient copav­
mems and that the imposition of e\·en small copavmems ma,· lead to 

increased overall program costs . 
. ..\n alternative to medicaid cost-sharing is for the program to con­

tract with selected hospitals on a competitive bid basis. The State of 
Cilifornia is experimenting with this program .. ..\rizona is also con­
ducting a demonstration of a substantiallv different method of pro­
viding medicaid benefits. \'irtuallv all beneficiaries must choose 
amon15 competing prepaid. capitated organizations .. ..\11 care must be 
received or authorized bv the prepaid capitated organization which is 
at financial risk for the provision of care. This svstem is similar to the 
H:\.lOs voluntarilv selected bv manv emplovees under their private in­
surance plan options. 

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

!SSL'ES IS LOSG-TER\I CA.RE \1EDIC..\lD 

Long-term care \ledicaid 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 l 950 and 1980 and 
will double again bv 2030, accounting for almost one-fifth of the C.S. 
population. \1oreover. the elderlv population is becoming older. In 
the two decades from 1990 to 2010, the 85 and over age group will 
increase three to four times as fast as the general population. This 
will create increasing demands for long-term care. 

~1ost of the long-term care population resides in the communitv. 
Onlv 29 percent are in institutions. However, since institutional care 
is verv expensive and manv experts believe that it mav be unneces­
sarv in some cases. manv proposals emphasize communitv care for 
the elderlv. Among these are formal sources of care (paid providers 
of home care. adult dav care, etc.) and informal support bv familv 
members. Some have proposed giving families tax deductions or 
credits if thev maintain severelv 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 is the "life care 
contract ... in which the beneficiarv is guaranteed a lifetime continu­
um of care in a communitv that combines residential living with spe­
cialized long-term care services. The resident usuallv pavs a lump 
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.;um miual fee Jnd rnomhh charg-es thereafter. This contract repre­
<ents J. capitated J.pproach when; the pro\·ider is at risk and. there­
fore. has J.n incentive to pro\·ide a cost-effecme mixture of sen·ices 
mcludin~ J!ternati\ es to institmional care. 

CO'.'\CLCSIO>i 

\Iedical care spending is rising at an alarming rate. seeminglv 
bernnd our abilitv to control it. This dispairing attitude is not justi­
fied. It is possible to control medical care costs without harming the 
heJ.lth of the average person. This is because manv of todav·s health 
problems are more-closelv related to eating, drinking, and smoking 
habits. J.nd to accidents. than thev are to lack of medical care. Thus. 
people can significamlv improve their heallh bv taking responsibilirv 
for heahhv lifestvles. The private sector can encourage this trend bv 
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 hvpertention. 
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. 

\luch 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. >;umerous pro­
posals would introduce price sensitivitv into the market for medical 
services. The use of indemnitv 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 pavments to hospi­
tals, and vouchers. The indemnitv pavment for each of these services 
might be set bv competitive bidding. 

Another promising development is that States have recentlv 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 auemion should also be given to elimi­
nating regulations which favor one tvpe of insurance companv 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 uf market concentration might outweigh am benefits from 
this polin, 

Finalh. polic\makers .;hould not use -;ingle instruments to correct 
multiple problems. The foremost example is using insurance premi­
ums to tr:msfer income from the healrhv population to the less 
healthv, Thi<> defe:its the purpose 1>f insurance. which is to protect 
against the risk of illness Jt a premium which represents fair actuarial 
COStS, 
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SUBJECT: DRAFT CHAPTERS 3 and 4 OF THE' 1985 ECONOMIC REPORT 

ACTION FYI 

VICE PRESIDENT 
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ACTION FYI 
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May we have your comments no later than 12:00 Noon on Thursday, 
January 10. Thank you. 

RESPONSE: 

Richard G. Darman 
. ""'- ... , 
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\. ' • > 

· . (: ' Assistant to the President . \ .. :' 
Ext.2702 
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.J EXE~J'r'1vE OFFICE OF THE PRESIDENT 1:35 J:.:1 -1 
COUNCIL OF ECONOMIC ADVISERS 

WASHINGTON, D.C. 10500 

January 8, 1984 

MEMORANDtM FOR RICHARD DA:RMAN, WHITE HOUSE v'/ 
BERYL SPRINKEL, TREASURY 
MANUEL JOHNSON, TREASURY 
GREGORY BALLENTINE, CMB 
SIDNEY L. JONES, CCMMERCE 
ALLEN WALLIS, STATE DEPAR'IMENT 
STEPHEN AXILROD, FEDERAL RESERVE 

FRCM: William s. Haraf ~. >~/· 
Special Assistant to the Council 

SUBJECT: 1985 Economic Report -- Chapter 3 

Attached is the first galley of Chapter 3 of the 1985 
Annual Economic Report of the Council of Economic Advisers 
which will accompany the Economic Report of the President. 
Please let us have your comments by c.o.b. Thursday, January 
10, 1984. 

These should be delivered to Room 315 Old Executive Office 
Building. Should you or your staff members have specific 
substantive questions about major issues, please feel free to 
contact Richard Freeman (395-5086). 
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CHAPTER 3 

The United States in the Global 
Economy: Progress and New 

Opportunities 

1/10/83 

THE CRISIS . .\ T~,tOSPHERE that has marked the global economy 
in recent years 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. '1.any recent positive interna­
tional developments can be traced to vigorous economic recovery in 
the Cnited States. A growing, open t:.S. market has provided strong 
stimulus to our trading partners in both the industrialized world and 
in debt-ridden developing countries. 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 tendencv for the benefits of faster U.S. 
growth to spread throughout the global economic system, the 
strength of the t:.S. recovery also has resulted in increased diver· 
gence between the Cnited States and its partners on several related 
aspects of economic performance. Two developments-the growing 
U.S. currem 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 ocher problem areas have been less dramatic. Economic 
stagnation m 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 conditions 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 
n~w round of multilater(al trade negotiations that are currently under' 
d1scuss1on. . · 
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EXTER:-;AL DEFICITS .-\:-.iD THE C.S. ECO'.'\OMY 

1/10/83 

In 1984 the C.S. current account position-the difference between 
the value of goods and services that the Cniced States sold abroad 
and those bought from foreign residents. minus net transfer pav­
ments made co foreign residents-declined bv about $60 billion to 

more than S l 00 billion. or almost 3 percent of t: .S. gross national 
product (G:\°P) . .\lost of this decline was accounted for bv a $50-bil­
lion expansion of the U.S. merchandise trade deficit, which reached, 
$110 billion in 1984 . .\lovements in the L' .S. current account position 
and its main components are shown in Chart 3- l. 

In consequence, there have been increased calls for protection and 
ocher types of market intervention. Although protectionist measures 
might provide a limited short-run advantage to affected sectors, they 
would do so only at great cost to the U.S. economv and to the integ· 
ritv of the global svstem of free-trade relationships . .\loreover, 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- costsaiia5enefiis and to establish 
proper policv priorities. Recent large external deficits and associated 
capital inflows mav be in large part the consequences of successful 
recovery in the United States. rather than a problem requiring sepa­
rate. new policv 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 mav 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 actention 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 foreigri 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 chat foreign residents have accepted in payment. Net capital 
inflows provide the financing for the excess of current expenditure 
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over outpuL These inflows have been important in financing the 
recent C.S. investment boom. 

Chart :3-2 shows how various 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 bv, 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 50-percent increase in 
C .S. private investment bv :5224 billion between 1982 and 1984 was 
financed bv an increase in private saving by about S 150 billion. 
Greater private saving was offset partlv by a small increase in total 
government borrowing. Bue, almost $90 billion of the increased in· 
vestment flow, or about 40 percent, was financed by 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 likelv to go on indefinitelv. Although there is a 
good deal of uncertaintv about how long a current account deficit (or 
surplus) can be sustained. most industrialized countries, including 
the Cnited States. when observed for a period of several years or 
more, have not varied very far from balance in their current account 
positions. When deficits or surpluses have emerged, either their un· 
deriving causes were temporarv. or natural market forces (or policv 
responses) arose eventuallv to bring about adjustment. In these epi· 
sodes, whether or not the entire process of deficit and adjustment is 
judged to have been beneficial depends in large part on whether or 
not the increased current expenditure is used productivelv. If, for ex· 
ample. the additional current expenditure is mostlv consumed, then 
the gains from greater current expenditure mav be slight and subs.e­
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 l'.S. trade balance has fallen sharplv in this reco_very, 
U.S. exports as a whole have not experienced unusuallv slow growth. 
Real exports have actuallv increased at an annual rate of about 5¥4 
percent since the end of 1982 (about 7112 percent in 1984 alone), 
about the same tate 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. ~ince the beginning 
of the recoverv, U.S. output per work hour has advanced at an 
annual rate of 31/4 ·percent, easing earlier concerns abouc declining 
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productivitv growth. Wage increases have also decelerated. with the 
result that there has been a marked performance in C.S. unit labor 
coses. The strong performance of investment in the present upswing 
is a positive sign for the continuation of this trend. 

CACSES OF THE TRADE DEFICIT 

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 C.S. exports to heavilv indebted developing 
countries. and faster growth in the Cnited States compared with 
growth in Its industrialized trading partners. These three factors still 
are present. but the emphasis that each deserves has shifted some­
what. Improved conditions in many developing countries have al­
lowed them to resume import growth, though certainly not at pre-
1981 levels .. \lthough the growth-rate gap between the United States 
and its industrialized partners widened earlier this year, some conver­
gence has been evident latelv as U.S. growth has slowed and expan­
sion has accelerated somewhat in Europe. The dollar. however, con­
tinued to strengthen in 1984. 

Estimates of how much each of these factors contributed to the 
recent decline in the C.S. trade balance are inherentlv inexact, in 
part because thev are not independent of one another. ~onetheless. 
rough estimates give a general impression of their relative impor­
tance. Since 198 l. C.S. real growth has exceeded that of its main in­
dustrialized 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 l'.S. production and demand. l'.S. purchases of im­
ported materials and products normallv 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 L' .S. exports to debt-ridden developing countries, which 
have been obliged bv financing constraincs to reduce their imports, 
accounts for a slightlv smaller share of the decline. This factor has 
been especiallv significant in our trade with Latin America where the 

, United Stares has a large stake in export markets. 
On the other hand. not all external developments have increased 

the LS. defiot. The dollar price of oil has moved downward bv more 
than 20 percenc since 1981, and shifts to other energy soui-~es and 
conservation have meant that annual payments for imported oil bv 
the l:nited States have been cue by about $20 billion in the past 4 
years. When these gains in the bill for imported oil are included, a 
net decline of about $60 to $i0 billion remains-much of which is 
attributable to the strength of the dollar. 
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One of the most striking features of the present reco•<erv in the 
Cnited States is that it has been associated with a pronounced and 
persistent rise in the value of the dollar. The top panel of Chan 3-3 
illuscrates 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 l: .S. international current account was rough· 
lv in balance. the dollar has advanced steadilv. until bv late 1984 it 
was :ibout 65 percent above its average in 1980 and at its highest 
level since flexible exchange rates were adopted in 1973. The largest 
increases in the dollar's value occurred in 1981 and 1982 from an 
unusualh· low level in 1980, but during the eight quarters since the 
latest recession in the fourth quarter of 1982. the dollar has strength­
ened bv about 20 percent. 

These gains were not a reflection of weakness in anv individual for­
eign currencv, as has sometimes been the case in past episodes of 
dollar strength. The dollar has risen 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 19i0s. 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 sam·e in countries linked by open trading. 
There is ample evidence, however. that this relationship of purchas­
ing.. power paritv 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 years. Changes in the real ex­
change rate have generally been less pronounced than changes in the 
nominal exchange rate, but it has decidedlv 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 by 
about 60 percent, onlv 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 bv about 18 percent. 
Over the shorter tenn horizons that are relevant to many impor­

tanc market and policv choices. exchange rates are determined in 
asset markets. Large international investors and borrowers allocate 
their portfolios among assets of various currency denominations in 
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highh integTaced international markets. Vast volumes of financial 
assets can be traded in a matter of minutes at vinuallv anv time of 
dav. ...\ccordingh. asset prices. including the exchange rate. can 
change quicklv in response to changing expectations about funda­
mental characteristics that influence asset demand and supply. 

International investors can be expected to make their portfolio de­
cisions mainlv on the basis of expected rates of return. including ex­
pected exchange race changes, adjusted for risk and other special fac­
tors. It is useful, therefore, to compare expected real interest races 
on dollar and nondollar assets (i.e., nominal interest races 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 still are at relatively high 
levels. Foreign real interest rates also experienced a similar upward 
movement starting in l 980, as can be seen in the upper panel of 
Chart 3-4. However. the rise in real interest rates abroad was much 
less pronounced than in the United States, leaving a substantial posi­
tive gap between l!.S. and foreign real interest rates. That gap is 

'"'""shown in the lower panel of Chart 3-4. 
Whv have C .S. 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. recov~. as discussed in Chapter 1. The initial in­
creases in U.S. real interest rates were associated with the 1979 
change to a tighter U.S. monetary stance. Subsequent declines in in­
flation. which were systematically 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 race. 

~lore imponandv, as emphasized in Chapter l, the Economic Re­
coverv and Tax . .\ct of 1981, tog~ther with reduced inflation, signifi­
cantlv raised the after-tax rate of return on new business investment. 
This increase m the real rate of return on U.S. business investment 
spilled over to the return on dollar-denominated assets generally and 
to the level of the dollar itself. After 1981. expanding Federal budget 
deficits mav also have raised the level of tJ.S. real interest rates and 
helped to strengthen the dollar. The extent of upward pressure on 
real interest rates and on the doUar 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 rising ste:J.dilv since 1980. the real interest rate gap in favor of 
the dollar has narrowed since 1982 :J.nd occasionallv has been nega­
tive. This suggests that other factors mav have continued to push up 
the demand for dollar assets. A. number of additional explanations 
have been put forward. but.what seems most persuasive is chat the 
combination of increased after-tax profitabilicv of C.S. corporations. 
the demonstrated strength of the U.S. recoverv, the reversal of inter­
national lending outflow from l.i .S. banks, and the generally more fa­
vorable longer run prospects for the C.S. economyJhave prompted 
an additional increase in demand for dollar assets. use as in 1980 
when the relativelv low level of the dollar probablv reflected a more 
pessimistic view of future U.S. performance than could be measured 
bv the real rate of interest and other available indexes, in 1984 the 
relativelv 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. ~any 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 beyond those arising 
from dollar strength, however. The four industries with the largest 
trade deficits in 1984-autos, steel, consumer electronics, and petro­
leum-also have relativeJv high labor costs, raw material costs, and 
ocher factors that have contributed 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 $91/4 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 manv respects, however, the dollar's rise 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 meanc that prices of 
traded goods and close substitutes have been kept lower than thev 
would have been otherwise, thereby benefiting both U.S. consumer~· 
and U.S. producers who use imported inputs. Undoubtedlv, the dol­
lar's rise since 1980 has made the task of bringing inflation under 
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control considerablv easier. In addition. to the extent that dollar 
scrength has arisen from a shift in demand toward dollar assets, C.S. 
interest rates have been lower and real investment has been higher 
than would have been the case otherwise. Stronger C.S. investment 
has important longer run consequences, since it will ultimately mean 
higher productivicv, faster potential growth, and more emplovment in 

_the future. 

THE DEBTOR COl'~TRIES: RECE~'T PROGRESS 

Earlier we noted that economic adjustment in debt-burdened de­
veloping countries was an important cause of the widening C.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 basicallv sound. 
We have also learned a great deal in recent vears about the factors 
that contributed to widespread debt-servicing problems. However, 
international debt problems have not been solved. Progress has been 
quite uneven, and some countries have not taken adequate steps 
toward adjustment in their domestic economies to benefit much from 
the improved international economic environment. 

Recent experience has highlighted the degree to which economic 
growth and the successful servicing of foreign debt by developing 
countries is sensitive to external conditions. The continuation of 
progress at the pace of the past 2 years depends on a number of con­
ditions in the global economv being met, including a reversal of the 
recent trend toward protection in both industrialized and developing 
countries .. .\!though 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 
creditworthiness that they can resume normal borrowing in interna­
tional financial markets. 

The source of recent problems in international lending is found 
not in one but in several underlying causes. The sizeable increase in 
the l 9i0s in international bank lending-mainly to the more ad­
vanced developing countries in Latin America and Asia as well as to 
Eastern Europe-was typically 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 variable incerest races, specified typically by 
spreads above a short-term interbank rate. Thus, changes in global 
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monev-market conditions were reflected verv rapidlv in the interest 
burden of the debtor countries. 

Rather than being for specific project use or for short-term trade 
credit. bank !ending was quite often intended for ·5eneral use. Thus, 
a coumrv's abditv to service and repav borrowings depended not so 
much on its capacitv to generate proceeds from identifiable projects. 
but rarher on the overall export performance and import dependence 
of its economv-an outcome inherendv more difficult to evaluate. 

To manv banks. thin profit marg1ns 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 I 9i0s 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 inflationarv environment then particularly 
encouraged investment in natural resource industries and lending co 
~ountries specializing in those products. It now seems apparent, how­
ever. that banks· abilitv to judge the soundness of this relativelv new 
tvpe of general-purpose- borrowing was limited at best. Aggressive 
lending resulted in inappropriate!v high levels of bank exposure to 
some countries that threatened the stabilitv of not onlv individual 
banks. but the international banking svstem as a whole. 

The economic policies followed by borrowing councries also con· 
tributed greatlv to the eventual crisis. Encouraged bv the readv avail­
abilicv of external resources, manv borrowing countries followed un­
disciplined policies-policies which subsidized consumption and dis­
couraged productive investment, and which frequentlv resulted in ex· 
cessive government spending and credit expansion co inefficient state 
enterprises. In most instances, the authorities showed little inclina­
tion to resist monetizing these deficits, and the exchange rate was 
not devalued rapidlv enough to offset fully the ensuing inflation. In 
some cases. real appreciation of the local currencv reflected a delib­
erate anempt to reduce inflationary 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
orienced 5eccors. leaving borrowing countries poorly positioned to 

_ deal wuh later declines in demand and increased pavments burdens. 
These developments set the stage for trouble. bur the sharp reces­

sion in rhe industnalized councries in 198 l and 1982 made the prob­
lem immediate and acute. The combination of reduced demand for 
exports of developing councries, coupled with higher real interest 
races as inflation was brought under control, placed a double burden 
on heavilv indebted borrowers. the consequences of which had not 
been fullv foreseen. The problem was compounded subsequently for 
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the oil exporters among this group bv a decline in the dollar price of 
oil. \tore generallv. for manv countries exporting primarv products . 
.:ippreciation of the dollar caused their terms of trade (the relative 
pnce of their exports to the price of their imports) to turn down­
ward. Thus. at the same time thac the interest burden was mounting, 
debcor countries found it increasinglv difficult to generate additional 
hard currencv through external trade. Capital flight further reduced 
available hard currencv resources. In August 1982. the ~iexican au· 
thorities indicated to l'.S. authorities that thev were unable to service 
their international obligations. ~lost 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 debc problems. Perhaps the clearest indicators of 
progress are the gains made by borrowing countries in reducing their 
excernal deficits. Although the- majority of the large debtors are still 
in a deficit position in their current accounts-indicating that they 
are still increasing their net indebtedness to the rest of the worid­
external deficits have narrowed markedlv in recent vears for some 
kev countries. Since 198 l the total annual current account deficit of 
the largest l i debtors among the developing countries has dediried 
bv about S·H billion to a level this vear expected to be about 520 
billion. despite an increased interest burden. Some countries have 
made especiallv dramatic gains; Brazil and :\iexico stand out in par­
ticular. The Brazilian current account deficit declined by more than 
$8 Va billion in 1983 and is estimated co have fallen by another $6 
billion in l 984 co onlv about one-half billion dollars. For :\iexico, the 
gains have been even more dramatic-a total improvement of S 19 
billion between 1981 and 1983. The :\fexican current account was in 
surplus bv S5 billion in 1983, and the surplus is estimated to have 
been onlv slightlv less in 1984. 

Earlv improvements in the current accounts of borrowing countries 
were made primarily through cuts in imports. These cuts were neces­
sitated bv financing constraints that were associated with sharp de­
clines in act1v1tv and income. Import declines continued in response 
to restrictive fiscal and monetary policies and exchange-rate devalu­
ations that were part of programs supported bv the International 
\.lonetarv Fund (lF:\f). :\lore recentlv, as the potential 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. ~lost have returned to real GNP growth as. well. This 
has been important in maintaining enough political consensus to sus­
tain their economic adjustment. 
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Increased exports are largelv a reflection of expanding demand in 
the indusmalized countries. especiallv in the Cnited Scates . .-\s the 
leader in the global recoverv. the Cnited States with its comparativelv 
open markets has plaved a disproportionate role in absorbing the 
output of the debtor countries. The C nited States now bu vs about 30 
percent of the exports of the l i larget debtors among the developing 
countries. as compared with l i percent for comparable imports bv 
the European Communitv (EC) and 14 percent by Japan. Even more 
striking is the fact that. of the increases in industrialized countrv im­
ports from the large debtors in the past 2 vears. almost 90 percent is 
accounted for bv imports by the Cnited States. 

Although in 1983 and 1984. banks cut back their new lending to 
the debtor c;ountries from earlier peaks, bank loans, together with of­
ficial lending, still have been available at levels adequate to support 
adjustment programs. In consequence, the ratio of debt co exports­
a measure that is often used as an indicator of a borrowing councrv's 
financial position and ability to pav-has stopped rising in most 
countries and has started to decline in manv. The average ratio is 
onlv slighdv below 2, however. still considerablv above the average 
level of about l V2 in the mid- l 9i0s. 

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

Positive s~eps have also been taken in the restrucwng of oumand­
ing debt-the most notable development being a rescheduling agree­
ment reached between Mexico and its private bank creditors in Sep­
tember 198-l on ~fexico · s outstanding public-sector debt of about 
$50 billion. Previous rescheduling of smaller amounts of sovereign 
debt and genera!lv been on a 1-vear basis: the Mexican agreement 
broke new ground in that it covered debt maturing over the follow­
ing 6 vears. Partlv in view of Mexico's excellent performance under 
its adjustment program and continued good prospects, the lending 
terms in the new agreement were attractive-a quite low-interest 
spread and a generous grace period. The usual fees and commissions 
also were waived. In addition, greater flexibility is afforded the lend­
ing banks bv a provision in the ~lexican agreement that up to 50 per­
cent of their outstanding credits to ~fexico may be converted at the 
bank's option to their own home currency, thus enabling more 
secure funding. Significantly, the new ~lexican multi-year agreement 
appears to have served as a prototype in later reschedulings includ­
ing ones with Venezuela and Argentina. 
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Although these developments have been encouraging. resolution 
of the debt problem is clearlv a long-term matter. Debt-related diffi­
culties still plague manv of the smaller developing countries. some 
borrowers in Eastern Europe. and some Western industrialized coun­
tries. In some cases.. their relacivelv poor performance arises from 
special factors. Countries that depend heavilv on the prices of certain 
raw material exports (such as copper, rubber. tin. and oil) have been 
set back especiallv bv recent price declines. In general. price trends 
for exports of developing countries have noc been favorablv latelv: 
the average dollar price of industralized raw materials (excluding oil) 
has fallen bv about 14 percent from its level at the end of 1983, and 
export revenues of countries specializing in these products have been 
eroded. In ocher cases. problems continue because essential domestic 
adjustments have not yet been made. The differing performance of 
these countries confirms that the extent of a debtor country's recov­
ery depends closelv on export growth. maintenance of competitive 
exchange races. well-conceived investment plans, and noninflationary 
macroeconomic policies. These elements are typicallv part of adjust­
ment programs developed in consultation with the International 
\fonecarv Fund. The important role of the Fund in providing new 
lending and overseeing adjustment cannot be overstated. 

The events of the pasc 2 years clearly reveal the sensitivity of the 
performance of the debtor countries to the state of the global econo­
mv-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. :\ number of studies have sug­
gested that wich sustained real growth in the industrialized countries 
at roughly a 2 to 3 percent annual race, the servicing of developing 
countries' debt is manageable. At faster rates it is easier, of course. 

Sustained growth in the industrialized countries by itself, however, 
is not sufficient to ensure success. The markets in industrialized 
countries must remain open. not only co 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 
"new Iv 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 misallocacion of resources and distortions to patterns of spending, 
but also the broader damaging effect of such restrictions on the pros­
pects for further debt repavment. Both production and the prospects 
for debt repayment would be further enhanced by expansion of for-
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eign direct and portfolio investment flows. These flows could in­
cre:ise if host countries were to provide a better investment climate. 
Incre::ised fore1~ direct investments, in particular. not onlv would 
partiv relieve borrowing needs but also would provide :idditional 
benefits, such as technological transfers, training, and improved ex­
ports marketing know-how. 

OCR !~DCSTRIAUZED TR.-\DI~G P.-\Rn.'ERS 

The performance of the major industrialized countries in their re­
cover.' from the 1980-82 global recession has been uneven. That di­
vergence was still apparent in 1984. Although the l'nited States, and 
to a lesser degree Japan and Canada. experienced further healthv ex­
pansion (albeit from a fairlv deep trough in Canada), recoverv in 
Europe still lagged well behind. Average real GNP growth in the four 
major European economics (Germany, France, the United Kingdom, 
and Italv) accelerated slightlv in 1984 to about a 2 V2 percent annual 
rate. but this was less than half the average of the three non-Europe­
an countries mentioned above and hardlv represents a significant de­
parture from their relativelv stagnant condition since the mid- I 9i0s . 
. .\lthough some progress has been made lately in revitalizing the Eu­
ropean economies, it is dear that Europe still suffers the fundamental 
problems. The most visible svmptom of these problems is the pres­
ence of persistent and rising unemployment, currently equivalent to 
almost 11 percent of the European work force. 

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

The combined result of these factors has been low levels of capac­
icv utilization and low rates of investment. Expressed as a share of 
G~P. private investment in Europe has declined steadily since the 
first oil shock and is now well below the level of investment shares 
seen in Europe in the 1960s. There has also been essentially no net 
job creation m Europe in the past 15 years. In addition to disincen. 
tive effeccs and labor market rigidities, labor market conditions have 
been worsened bv demographic factors-especially a heavy influx 
into the work force of younger workers. on whom the burden of un­
emplovment has fallen most heavilv. Labor force growth is expected 
to decelerate in coming vears, but in the absence of a marked pickup 
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in investment J.nd productivitv, achieving a significant reduction in 
European unemplovment will be di!1icult. 

High prioritv has been 'Siven recentlv in Europe to reducing large 
government deficits and limiting the swelling share of government 
expendicure 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, bv themselves, would contribute 
significantlv to higher growth bv releasing resources to the private 
sector has been realized so far to onlv a limited degree. 

o:-; balance the external sector has provided very little net stimu-
- !us to growth in Europe. This is not to sav that European exports to 

the l"nned States have been weak. On the contran:, EC exports to 
the L'niced States have grown at a 15 percent annual rate since 1982. 
However, the L" .S. market presentlv makes up a relatively small share 
of total EC export sales (about 16 percent, noc including intra-EC 
trade). Trade within the Communicv 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 
L"nited Stares m the past 2 vears. 

Although recent progress has been slow in Europe, there are 
grounds for increased optimism. Cnemplovment is related to deep 
structural problems. but nominal wages have decelerated in several 
countries. :\s inflation has been brought under control. there are a 
few signs of greater flexibilitv in real wages and more willingness on 
the part of labor ro compromise on nonwage issues. In some cases, 
performance in 1984 has been affected by special factors, such as 
persistent inflation in France and sectoral strikes in the Cnited King­
dom and Germanv. The rapid rebound of activitv in Germanv after 
the strike there was settled suggests that the underlving German 
growth pocenoal is strong. Performance in the other countries mav 
improve for similar reasons once their particular di!1iculties are dealt 
with succes5fullv. Finallv, continued good performance on control of 
inflation and reduction of budget deficits mav provide many Europe­
an countries wnh a foundation for more stable economic growth. 

In companson with the European economies. the Canadian and 
Japanese economies have performed well. The C.S. market is rela­
tively much larger for both countries ( iO percent of total exports for 
Canada. and 30 percent for Japan), and recent export growth to the 
l'.S. market has been robust (since 1982. about 20 percent annually 
for both). The fact that Japan also exports heavilv to the rapidlv ex­
panding newlv mduscralized countries of .-\sia (South Korea, Taiwan, 
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Hong Kong. and Singapore-where about 14 percent of japan's ex­
ports now ;01 also has conmbued to its largelv export-led recoverv. 

Our trade relations wnh Japan have sometimes been singled out as 
a special problem. In a period in which the Cnited States is runnin15 
the largest trade deficit of anv nation. Japan is in quite the opposite 
position with an estimated trade surplus of more than S-W billion in 
1984. Furthermore. the deficit in U.S.-Japanese bilateral trade has ex­
panded sigmficantlv in I 984 to an estimated annual deficit of over 
:$30 billion this vear. 

C ndue emphasis on the bilateral balance in a multilateral trading 
svstem is misplaced, however, and can be misleading-just as would 
be inferences about a person· s financial standing based on his or her 
relationship with onlv one creditor. In fact, the decline in the U.S. 
bilateral trade position with Japan since 198 l has been less than that 
with either the EC or Latin America. Although some problems have 
arisen in the past in relation to foreign access to particular markets in 
Japan. the agreement reached in earlv Januarv 1985 between Presi­
dent Reagan and Japanese Prime ~finister ~akasone to establish high 
level talks to seek wavs of opening Japanese maFket-s-fuFthe~~a- sign 
of possible progress in this area. 

RECE~T L'.S. ACTIONS IN I~TER~ATIONAL TRADE 

. .\ review of lJ .S. actions during 1984 on a wide range of issues in 
international trade provides a useful background for the discussion of 
new free trade initiatives 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 bv the Congress in cooperation with the . .\dminiscration. 
decisions on several important import relief cases, and the extension 
or modification of existing import restrictions in several sectors. 

THE TR...\DE .\;-..;D TARIFF ACT OF 1984 

Despite unusual protectionist pressures, the Congress and the :\d­
ministrauon put in place an omnibus trade law that is generallv sup­
portive of free trade. The major provision of the Trade and Tariff 
Act of r984 is the renewal of the Generalized Svstem of Preferences 
{GSP). The GSP provides for a reduction of tariffs to zero for im­
ports from qualifying developing countries, although some imports 
(nocablv textiles) are not covered by the program. The new law also 
authorizes negotiations with Israel (and ocher countries) to establish 
a free trade zone. Other provisions include tariff reductions on about 
l 00 products and various revisions of trade law. 
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The Trade and Tariff .-\ct extends the CSP program until 1993. 
enabling the President to continue to grant dutv.free treatment to 

manv exports from l-10 developing countries. In addition. it removes 
quantitauve limits on the exports eligible for CSP 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 rights of workers. Several 
products. including leather apparel. were added to the list of articles 
ineli~ble for GSP. a list that alreadv includes clothing and textiles. 
The new law also requires the graduation from the program of coun­
tries with a per capita c:-.;p exceeding $8.500 per year. This figure is 
indexed to one-half the rate of t:.S. economic growth. As a seep 
toward freer trade, GSP renewal benefits American consumers and 
producers. as well as participating developing coumries. 

C. S. -Israel Free Trade .1.greement 

The Trade and Tariff Act provides authoritv for negotiations to es­
tablish a C.S.·fsrael Free Trade Agreement. The trade-creating ef­
fects of such a free trade zone will benefit both Israel and the Cnited 
States. The President. however, will retain the power to impose 
quocas or to negociate export restraints if the International Trade 
Commission determines that increased imports threaten national se­
curicv or mjurv to domestic industries. The President is also empow­
ered to negotiate reductions in tariffs and nontariff measures with all 
countries. subject to congressional approval. The President, there­
fore, can enter into negotiations with anv country desiring a free 

, trade zone with the Cnited States. 

Other Provmons 

The "rec1procitv" measures in the new law extend the Trade .-\ct 
of 197-! to provide specific authoritv for the President to retaliate 
against a wide range of barriers to C.S. exports, including services 
and investment, as well as to negotiate to reduce or eliminate bar­
riers to l'.S. foreign investment and C.S. exports of services, semi­
conductors. and other high technology goods. The C.S. Trade Rep­
resentative. moreover. now has explicit authoricv 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 
specificallv 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 ~ore 
countries for purposes of injurv detennination. 
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The definition of "indusrrv" is also modified to allow grape pro­
ducers 2 \ears ta file petitions against foreiisn trading practices af­
fecting rhe wine mduscrv .. -.\.side from raising the risk of countervail­
ing duties on European wines and possible EC retaliation against the 
Cniced Stares, this pro\ision deviates from the established principle 
of onlv allowing petitions from firms with like or directlv competing 
products.. The President is also required bv a related provmon to 
seek reductions in foreign barriers to American wines and encour­
aged co establish a wine export promotion program. 

The criteria for detenninacion of injurv due to imports under Sec­
tion 20 l of the Trade .-.\.ct of I 9i 4 are also revised. Section 20 l pro­
vides procedures for domestic industries co 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 profitabilitv 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 
in1urv findings. 

Finallv, the bill provides explicit authoritv for the President to im­
plement his recentlv announced steel trade program. which is dis­
cussed below in more detail. The U.S. Customs Service is to enforce 
import agreements. including voluntarv restraint agreements (VR.As), 
between the t.:nited States and steel exporting nations. 

ESCAPE-CL\L'SE ... ~ .. "''TlDDtPI:-<G. AND COlr'.'.TERV:\ILI:-.iG-DlJTY CASES 

The Internacional Trade Commission investigated several Section 
20 l "escape-clause" cases during 1984. After a finding of injurv 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 iajury, or threat of 
serious injurv. to three small domestic industries. In the unwrought 
copper and carbon steel cases, however, the Commission did find 
injurv and recommended import relief in the form of various trade 
restrictions. Import restrictions were terminated during the past year 
in two previous escape-clause actions. 

To provide import relief for the copper industrv, two Commission 
members recommended a quota, two an increased tariff, and one no 
relief. An additional option, which was favored by the domestic in· 
dustrv, was to negotiate restraints on production with the major 
members of the copper producers· association. the Consejo Intergu­
bernamental de Paises Exportadores de Cobre. The President, how-
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ever. rejected all three relief opcions. The first two were rejected on 
the grounds that thev would create a differential between domestic 
:md \vorld copper prices which would damage the C.S. copper fabri­
cacin'S industrv and result in a significant net loss in domestic em­
plovment. The last option. negotiations to limit foreign production. 
was rejected bv the President. as both impractical and contrarv to 
free market principles. 

In the petition from the steel induscrv for escape-clause relief, the 
International Trade Commission found injurv in five of the nine cate· 
15ones of products produced bv the steel industrv an'd 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 
surg~s of steel imports during the year. 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. A.gTeements for new export restrictions 
have been reached with Japan. South Korea, Spain. Australia. South 
Africa. \fexico. and Brazil. An existing restriction agTeement with the 
EC will continue through 1985, although the . .\dministration seeks 
modifications in the restrictions for pipe and tubes. In ~ovember the 
Administration announced an embargo of all imports of pipe and 
tube from the European Communicy. 

As of lace 1984. dre~ International Trade Commission, in conjunc­
tion with the Department of Commerce, had finished antidumping 
invesugacion on l i products imported from 12 countries. The Com· 
mission concluded that import sales at less than fair value had mate­
riallv injured domestic industries for ten of the products. ~fanv of 
these cases involved steel imports from South Korea. Brazil, and 
Taiwan. In addition. South Korea and Taiwan were found to be 
dumping color television secs in the Cniced States. and the People's 
Republic of China co be dumping various chemicals. 

OTHER TR..\DE ACTIO~S 

The 3-vear j apanese VRA on automobiles announced in 1981 was 
extended an additional year, un~il 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 aut0mobile exports 
to the L' nited States were restricted, beginning in April of 198 l, to 

l .68 million cars per year. The rationale for the restriction was that 
the L'.S. automobile industry needed time to adapt to world competi­
tion. During the period of Japanese export restraint, the industry was 
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w .idjust chrough investment in new technology J.nd cost-cuumg 
measures. 

In .i~nculrure. the L'nited States maintains a number of significant 
import resmctions. including restrictions on cocton. peanuts. dain· 
products . .ind sugar. \Vich the excepnon of the quota on sugar. these 
restrictions remained unchanged in 1984. The sugar quota for 1984-
,)5 was reduced bv l i 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
ducnon. and sur~ng imports of products containing sugar from 
Canada and \fexico. 

:\ew interim rules governing L'.S. textile imports were announced 
in :\ugust 1984 in order to tighten the "countrv-of-origin" provisions 
of the textile quotas. c .s. textile producers charged that traditional s./i 
texule exporters. such as Taiwan, had been "trans)lipping" their 
products through other nations in order to have the products 
charged a15ainst the quotas of those nations. For example, textile im-
ports from Taiwan and Hong Kong were less than I 0 percent higher 
during the first half of 1984 compared to 1983. Imports from Thai-
land and Indonesia. however, were up 94 and 22i percent. respec-
tivelv. The L'.S. textile industry claimed that most of the increase was 
due to transshipped goods. In fact there is some evidence that entire 
factones J.re moved ro circumvent individual councrv quotas. The 
new rules 5tate that onlv products whollv manufactured or substan-
tiallv transformed in a nacion can be counted toward that councrv's 
quotas. Opposttion from foreign producers and domestic retailers re-
sulted m a delav in the complete implemencation of the rules until 
the end 'of October . 

. .\CT!OSS L'\ C\TERSATlONAL FINA:'-<CE 

Just as restrictions on trade generate inefficiencies in production 
and distortions in consumption, capital controls on international fi­
nancial tr:msactions induce other undesirable distortions in the allo­
cation of funds across investment projects and in the allocation of re· 
sources o'er time. In the major industrialized countries. controls that 
once were quite elaborate as recenth as a decade ago have been 
graduailv eroded. The process has been accelerated bv the emer­
gence of offshore 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 Cnited States now maintains a full arrav of es­
sentiallv open financial markets for international investment and 
fundraising. To a great extent, other countries have shared the expe­
riences m the 1970s and 1980s tha.t led to financial changes here, 
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;md thev have responded similarlv bv liberalizing and accepting 
changes in their own domestic and internauonal financial markets. In 
recent ., ears. c::ipiral controls and ocher related restrictions have been 
removed m Germam·, Switzerland. the Cnited Kingdom. and more 
recentlv in Japan. 

In \iav 198-t. an agreement was reached between the Japanese and 
C.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 agr~e­
ment acceleraces changes that were alreadv under wav. Although Jap­
anese financial markets are not vet fuilv open, the agreement marks 
an important stage in Japan's continuing movement toward fullv lib­
eralized financial markets. 

The u.S. objective of unrestricted capital flow is also evident in the 
removal in I 984 of the U.S. withholding tax on interest earned by 
nonresidents on C.S. bonds and other financial instruments. The new 
tax rules now enable C.S. corporations to issue securities directlv to 
foreigners without having to go through the previous cumbersome 
and costlv procedure of issuing indirectlv through an offshore shell 
subsidiarv. Shortlv following the C.S. rule change, both Germanv and 
France dropped their own corresponding taxes on interest pavments 
to nonresidents. 

The Cnited States has also been at the forefront of efforts in the 
Organization for Economic Cooperation and Development (OECD) 
to rescrict the use of subsidized financing for exports. rn the case of 
so-called "mixed credits" -the use of concessionary loans for devel­
opment aid to boost exports through tied sales-the OECD prohibits 
the aid element from being below 20 percent. The Cnited States has 
asked that this figure be raised to 50 percent to limit abusive trading 
practices. 

THE CHALLE~GE OF C0~1PREHE:'.'J'SIVE FREE TR.ADE 

Despne substantial reductions in tariffs among industrialized coun­
tries since World War II, manv trade restrictions and distortions 
remain. In fact the world is now moving awav from comprehensive 
free trade. In the troublesome area of nontariff barriers, for example. 
the proportion of total manufacturing consumption in major industri­
alized countries subject to nontariff restrictions rose to about 30 per­
cent in I 983, up from 20 percent just 3 years earlier. Even tariffs 
remain high in some sectors (textiles, .footwear. steel, wood products, 
and shipbuildin15, for example)'and among less developed countries. 
Outside manufacturing. trade is subject to severe restrictions and 
market distortions, especiallv in agriculture and services. 

20 



JANUARY 8, 1985 
INTERNAL USE ONL y 

.:xl2lf00H08-JA:-i-~5-)6;4Q:2!) Fonnat 1J804 l/10183 

If · . .-e .:ire to sustain lhe post-World W:ir II momentum toward 
comorehens1ve free trade ;md the world economic growth freer trade 
has ·fostered. new international initiatives :ire required. Speaking to 
the International \Ionetar; Fund and World Bank Joint .-\nnual \{eet­
inip on September :l5, 1984, President Reagan called for JUSt such 
inrnaoves; 

.. For the millions around the globe who look to us for help and 
hope. I 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 svscem 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 rebuttal of the mvths of protec­
tionism; second. a discussion of the obstacles ro progress toward free 
trade; and. finallv, a discussion of various strategies for surmounting 
these obstacles. 

THE CASE FOR FREE TR.WE 

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
tecuonism. The conclusions to be drawn from such comparisons over 
the past two cencuries 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 gi-eatest proportion of their populations to rise above 
subsistence living standards. '.'ievertheless, the demonstrated achieve­
ments of free trade cannot be taken for granted-the mvchs of pro­
tectionism persist, eroding the discipline of national economic poli­
cies around the world and frustrating new free-trade initiatives. 

The .1chie::ements 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 
C niced States bv the L' .S. Constitution, Britain's unilateral movement 
toward freer trade in the 19th centurv, the successive rounds of mul­
tilateral rantT reductions since World War II. the emergence and ex­
pansion of the European Communitv. 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 L'niced 
Scates after independence from Britain was won, did not prohibit the 
States from erecting barriers to incerscate commerce. In the absence 
of an interstate commitment to free trade, protectionist interests in 
each of the individual States quicklv succeeded in restricting the flow 
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of competing products from other States. The debilitating effects of 
this protecuomsm on the States· economies was a major impecus to 
the replacement of the .\rticles of Confederation bv the C.S. Consti­
tution. which explimlv forbids the States from !evving tariffs. Federal 
courts have generallv protected the integritv of the prohibition on 
State tariffs. ruling as recentlv as 1981. for example. that a Louisiana 
tax on natural gas passing through the State was an illegal tariff. The 
L'.S. Constitution also prohibits the Federal Government from impos­
ing export duties . 

. -\side 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 l'.S. economv in two 
additional wavs. First. the free-trade area was automaticail_v 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 Cniced States of its protection­
ism against the rest of the world. The high tariffs characteristic of 
C.S. commercial policv from the earlv 19th centurv to almost the 
middle of this centurv would have imposed a much greater burden 
on the L'.S. economv if the scope of the domestic market had not 
been protected bv the Constitution . 

. .\ second episode that illustrates the power of open markets is Brit­
ain's movement toward freer trade in the middle of the 19th centurv. 
There are two salient features of this experience. First. Britain's 
move was u.mialeral. The repeal of the Corn Laws bv Robert Peel's 
government in 1846 was not conditional upon "concessions" from 
Bmain ·s trading partners. Rather, the repeal was motivated by the 
growing recognition that the tariffs on imported grain set by the 
Corn Laws were a barrier to the advancement of Britain's own econ­
omv. Second. the results of free trade were exactly opposite from the 
predictions of supporters of protectionism. Protectionists had argued 
that a decline in the prices of imported grains from repeal of the 
Com Laws would lead to a corresponding decline in wages. Rather 
than falling, however, wages rose dramaticallv. Thus. Britain was verv 
much an "engine of growth" in the 19th century world economv, and 
freer trade fueled the engine. 

~tore recent experiences sustain the point. The slide of the world 
economv inco the Great Depression of the 1930s was accelerated bv 
unprecedented tariffs imposed by the Smooc-Hawlev Act of 1930 and 
bv similar policies abroad. The C.S. Secretary of Stace, Cordell Hull, 
was instrumental in passage of the Reciprocal Trade Agreement Ace 
of 193·1. which became the basis for multilateral trade liberalization, 
even though further trade liberalization was delaved until after World 
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War IL Significrndv. l 98-t marked the 50th anniversarv of the Trade 
.\greemem .\ct. 

Since World War II. ;uccessive rounds of multilater:il trade liberal· 
izauon have demonsrared the power of open markets through almost 
four decades of world economic growth. After full implementation of 
the current Tokvo Round tariff cuts in l98i. import tariffs among 
maJor industrialized countries will average below 5 percent on indus­
mal products. down from averages of more than 50 percent at their 
peak in the 1930s. The profile of average tariff rates in the l'nited 
States from 1900 to l 9i9 ijust prior to the beginning of the Tokvo 
Round cursJ is exhibited in Chart 3-5. Few denv the central role 
these cuts have plaved in the post-World War II expansion of the 
world economv. 

During the same period. the emergence and expansion of the EC 
liberalized trade even further among Wes tern European countries. As 
the l'nited States had done almost two centuries earlier. the mem­
bers of the EC accelerated their economic growth bv establishing a 
large. relative!v unrestricted common market. ~umerous scudies 
identifv the opening of the European market as central to Western 
Europe's economic success. 

A final illustration of the achievements of freer trade is particularlv 
imponam .. \s former colonies gained independence after 'World War 
II. thev tvpicallv sought to achieve economic independence as well. 
and manv embarked upon extensive import substitution policies to 

reduce their dependence on imports from fonner colonial trading 
partners. The overwhelming conclusion of studies of these policies, 
however. is that thev severelv stunted economic growth. In contrast. 
those newlv industrializing countries that pursued more open eco­
nomic polioes 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 .. -\s a digression, another important characteristic common ro 
all these examples (i.e., the l'nited States, Britain, the European 
Commumn. Japan. and the more successful developing countries) 
should be noted-the reliable enforcement of contracts. 

.\cknowledgmg the record of free trade as a development strategy, 
President Reagan made the following commitment on his departure 
to the International ~.feeting on Cooperation and Development in 
Cancun. \fexico in 198 ! : 

"Free people build free markets that ignite dmamic 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 .\l-:th.s P~orewomsm 

Despne the ')bser.-ed achievements of open markets. sever::il erro­
neous mvchs re~:irding the benefits of protectionism pers1sL The 
worst of these. perhaps. ts the claim that import restrictions save JObs 
at home. While emplovment in one sector mav be higher with protec-

_tion than wHhour. 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. :ilthou~h thev do affect the distribution of emplov­
menc :imong sectors. \loreover. estimates of the annual cost of each 
JOb saved in protected sectors are as high as :$250.000 for some sec­
tors. Finallv, the influence of protection on emplovmenc in an indus­
tr: is usuallv small relative to other determinants, such as the general 
prosperitv 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 compeutive . .-\ less optimistic version of the same argu­
ment is that protection permits a smooth "run-down" of existing 
production in the industrv. \lost of the evidence on either version 
runs to the contrarv .. .\!though it is possible for protection to in­
crease resources available for modernization and increased competi­
uveness. tt also reduces the pressure for anv adjustment to occur. It 
is common for productivitv and unit costs to deteriorate even further 
relative to other industries once protection is granted. 

Paradoxicallv. more recent forms of protection (in particular, 
\'R..\s) help fomf!TI producers bv enabling them to charge higher 
prices for the restricted exports. Cnited States protection on steel in 
the 1970s. for example. is estimated to have increased the annual 
profits of Japanese steel producers bv about S200 million-or about 
half of the Japanese expenditures on research and development in 
steel (the world's highest). 

Bv the 'ame token, protection does not simplv facilitate a smooth 
run-down •)f existing activitv-it often frustrated adjustment bv at­
tracring new resources to the sector. In manv countries it is dear that 
a disproportionate amount of entrepreneurial activitv is devoted to 
protected 'ectors. Fullv one-third of all the clothing and textile estab­
lishments m the Cnited States at the end of 1982. for example. had 
not been m the industrv just six vears earlier. and more than one­
fifth of all new manufacturing firms in France in recent years have 
been in the clothing and textile industrv. Thus, it is not surprising 
that the ''temporarv" protection manv mdustrial councries sought for 
textiles beginning in the earlv 1960s has resulted in a formal, long­
term policv of protection. 
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.-\nother mvth •)f protectionism is that protection is a .. fairer" 
poliC\· than free tr:i.de for lower and middle-income families. The 
burden <)f protection. howe\'er. tvpicallv falls greatest on lower 
~ncome consumers. The tariffs 1 explicit or implicit) embodied in l".S. 
trade barriers are more regressive than anv ocher major tax, includ­
ing sales taxes. Trade restrictions in industrial countries are skewed 
toward restnction of those basic. labor-intensive goods that comprise 
a disproportionate share of lower income budgets. :\s 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 chat we should restrict the flow of im­
ports to protect our economy from unfairh· subsidized exports from 
other councries. Generallv, this argument is also incorrect. Perma­
·nendv subsidized exports to the Cnited States obviously make our 
imports cheaper than thev otherwise would be. Thus. rather than 
being a ·'beggar·thv-neighbor" trading policv. subsidies are an 
"enrich-thv-neighor" policv. ~foreover, we do not permit a State 
within the Cnited States co restrict imports of goods produced in 
ocher 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. Countries might. for example. use subsidies to expand domes­
tic production m some industries during the down period of a busi­
ness cvde. fn this case the importing country suffers recurring ad­
justment costs as its own domestic industrv responds over the busi­
ness cvcle to variations in the level of subsidized imports. 

:.\ second theoretical possibilitv is where oligopolistic profits might 
be large. In such an industry a countrv could auempt to increase its 
share of the potential oligopolv profits bv subsidizing its own indus­
trv. either directlv or indirectlv. This case may be so rare, however, 
that it is best treated as an academic curiosity. Furthermore. in both 
of these spenal cases the best solution is an international compact on 
acceptable rnbsidization policies, rather than protectionism . 

. \nocher .:irgument offered for protection is that we must restrict 
imports in order to protect our "basic" industries. Because the 
Cnited States has been characterized by certain industries since the 
Great Depression, the argument runs, these same industries must be 
protected from foreign competition to ensure continued economic 
growth. This argument mistakes the prospects for continued vicalitv 
of our economv 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
tries can change. ~lost importanclv, there are numerous examples of 
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countries that have failed with the str:negv of propping up weak in­
dusffles. with no Jpparent successes. 

Finaih. there :ire. of course. legnimate nauonal securitv consider­
ations in some industries. but as a practical matter. securitv issues are 
rarelv a major factor in procectionist actions. except under the C.S. 
policv of strategic export restricrions. 

OBSTACLES TO CO,fPREHE.'.'iSIVE FREE TR.\DE 

Before concrete free-trade initiatives are proposed, the obstacles to 
new international commitments to free trade should be clearlv identi­
fied and understood. since initiatives 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 Existing Trade Barners 

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 especiallv painful unless the overall econ­
omv is expanding. As a consequence, it is imperative that free-trade 
ininacives be comprehensive enouish to ensure each countrv that at 
least some sectors of its economv will expand rapidlv enough to 
cushion the adjustment of other sectors. Expanding sectors not only 
often reduce the extent of the contraction in formerlv protected sec­
tors. but. also provide new opportunities for anv displaced workers 
and resources. This strategy has worked reasonablv well for the mul­
tilateral tanff reductions among industrial countries since W arid War 
II, and should be a kev element in anv new initiatives. 

The comprehensiveness of trade liberalization. however, is itself 
threatened bv extraordinarv pressures to retain existing trade bar­
riers. Remaining barriers have been revealed as those most difficult 
to eliminate. smce these are the restrictions that negotiators have 
been forced to ignore. ~ontariff barriers, in particular, pose difficult 
problems. Quanutative 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 
tariffs. Without strong incentives on all sides to make mutual 
progress roward free trade, negotiation of nontariff barriers can be 
excruciarmglv 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 difficultv of negotiating reductions in nontariff barriers is ex­
acerbated bv another standard feature of international trade negotia-
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tions. Ex1sung trade restrictions are the bargaining chips a countrv 
uses m mternanonal trade negotiations. Thus. countries are reluctant 
to liberalize completelv their own trading practices for fear that their 
J.btlitv to obtain reciprocal liberalization from their trading partners 
wlll be reduced in the future. A.s a consequence, countries are in the 
paradoxical position of "needing" certain trade restrictions in order 
to eliminate others. To succeed fullv, anv new initiative must break 
through this paradox. 

The .-lppeai of Yew Trade Barners 

\lost countries are under increasing domestic political pressure to 
aid one or more ailing industries. Cnfortunatelv. noncariff trade bar­
ners are becoming the policv of choice. The reasons are not compli­
cated. Quantitative restrictions and other nontariff restrictions are 
cvpicallv "off-budget." so that no explicit governmental appropriation 
is required to subsidize the industrv. Thev are also often extra-legal, 
falling outside nonnal rules and restrictions of the General Agree­
ment on Tariffs and Trade (GA TT). and often requiring no formal 
leg;slative action. 

Perhaps most importantlv, nontariff restrictions are sometimes wel­
comed bv the councr/s established trading partners. For example. 
\'R..\s transfer implicit tax revenues from consumers in the importing 
councrv (which would otherwise be collected domesticallvJ to produc­
ers m the exporting countries (through the effect of restricted sales 
on prices). Although some progress has been made in a few areas in 
recenc vears. new international commitments that limit the discretion 
of individual governments to maintain or impose nomariff trade bar­
riers are clearlv needed. 

I ncmtives for Der.1elo-pzn~ Country Partzcipatwn 

Another verv serious obstacle to comprehensive trade liberalization 
is the problem of encouraging the full participation of developing 
countries. In previous multilateral rounds of liberalization developing 
countries have not been required to reciprocate fullv in multilateral 
tariff reductions bv lowering their own trade barriers, and most still 

- maimain substantial levels of both tariff and nontariff trade barriers. 
Futhermore. these countries will have little incentive to participate in 
further liberalization as long as kev sectors in which they have a com· 
parative advantage (espec1allv textiles) are exempted from the liberal­
ization process. In fact, the current trade preference schemes ex­
tended to developing countries bv most industrialized countries give 
these councries a vested incerest in maintaining the existing most fa­
vored nation tariff barriers. since the benefit their exporters derive 
from the perf erence schemes depends upon the level of most favored 
nation tariffs levied on goods from competing exporters in industrial 
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countries. Sustained pro1rress in opening the capital and service mar­
ke[S ot developing countnes 1s not likeh. for exampe. h·ithout accom­
pan\lng procsress for these countries in opening world markets for 
cheir manuractured products. 

Domestzc Polic; and Institutional Barriers 

fn some instances. the trade restrictions imposed bv a countrv are 
determined almost entirelv bv domestic policies in a particular sector. 
:'\owhere is chis more obvious around the world then in agriculture . 
. ..\fter World War II. the Cnited States was successful at the outset in 
limiung trade negotiations LO manufacturing :rnd in excluding agri­
culture. despite strong C.S. comparative advantages in manv 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 co open markets 

in a~culture has fostered the development of restrictive domestic 
policies bv the EC under the Common .-\gticultural Policv, bv the 
C nited States and other industrial countries. and bv developing 
_counmes. These costlv domestic policies require an increasinglv 
elaborate arrav of international restrictions on trade. in agticul.tur~o-~- -. 
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 
withouc 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. Tariffs. pref­
erential procurement, direct subsidies. preferential credit arrange­
ments. exclusive market rights, and the like, are examples of explicit 
bamers to imports. Barriers can also be implicit, however. The com­
plex and extensive relationship between the Japanese \finistrv of 
Internauonal Trade and Industrv in Japan and major domestic indus­
tries is often cited as an example of this phenomenon. \!oreover, pri­
vate Japanese trading companies control a substantial share of im­
ports-at the same time thev have very strong ties with domestic 
manufacturers. In some cases, these ties are reinforced by shared 
equitv or other financial interests. :--;ot surprisinglv, therefore, trading 
companies do not tvpicallv market imported products that compete 
with those produced bv domestic manufacturers with whom they al­
readv trade. 

The emphasis on such i'nstitutional barriers to trade can sometimes 
be misleading, however. If institutional and commercial practices are 
not sustained bv government policy (directly or indirectly), then prac-
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tices ~hat \lolate the fundamencals of a competitive marketplace are 
mbJect to challenge bv new entrants. [f no government trade re­
straints J.re present and no new encrams appear. then existing prac­
nces mav be efiioenc. 

In the case of Japan. for example. there are reasons w believe that 
the costs of successful entrv of foreign products mav be higher than 
for other councries .. \t the marketing level. Japan is still characterized 
bv small shops and wholesalers. With roughh· one-half the popula­
tion of the Lnited 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. \\!hile Japanese shop­
ping patterns mav change. to succeed in Japan exporters and new do­
mestic producers alike must establish a distribution and service 
svstem, either bv themselves or through Japanese partnerships. Thus, 
enu-v costs :ire high. The fundamental issue is whether and how gov­
ernmental policies are used to raise these costs artificiallv. In some 

. instances th.e artificial barriers are obvious (as in the official Japanese 
domestic monopolv in telecommunications), in others the barriers 
are less obvious (as in the case of import inspection). 

:\STRATEGY FOR FREE TRADE 

Despite the obstacles to free trade. there is everv reason to push 
now for comprehensive trade liberalization. First. the trend toward 
increasing protectionism at the national level mav actuallv help mobi­
lize a consensus for a new international initiative toward comprehen­
sive free trade. Recoverv of the global economv presents the oppor­
tun1tv to resist protectionist pressures and to reach just such a free­
trade consensus. 

Second, there is evidence that manv countries around the world 
are increasmsslv willing to pursue domestic policies 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 costlv alternative to their current common agricul­
tural poliC\. the L"mted States is increasingh· concerned about the 
large costs d its own domestic agricultural policies, and manv devel­
oping counmes appear to be at least more receptive to private. com­
pemive mdrkets m basic sectors. This change in the world tempera­
ment toward \)pen. market-oriented policies poses the opportunitv 
for successful new initiatives. 

Third. at the Williamsburg Economic Summit, President Reaga~ 
and the heads of government of major L'.S. trading partners agl'eed 
to consultations among their governments on a new multilateral 
round of trade negotiations under the auspices of the GA TI. At the 
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London Summn. thev Jgreed to broaden these talks to include ;:ill 
GA. TT parties. A mulnlateral round of trade talks is the most effec­
tive vehicle for successful trade liberalization. 

Finalh·. the LS. Trade ;:ind Tariff .-\ct of 1984 authorizes the Presi­
dent to encer into negotiations with anv countrv desiring a free-trade 
area wuh the Cmted States. although congressional ratification is re­
quired. This authorization. together with the call for a new round of 
formal multilateral trade negotiations, presents a good opportunitv 
for trade liberalization . 

. -J. Se-..L' Round o( .\!ultzlateral Trade Se~olzations 

To exploit present opportunities the Cnited States must pursue de­
cisive. exrraordinarilv disciplined policies. At the most general level. 
a successful international strategy requires that the Cnited States 
push aggressivelv forward on comprehensive multilateral trade nego­
tiations under the auspices of the GA TI. At a more detailed level. a 
successful international strategy requires that the Cnited 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 is crucial to successful liberalization. 

With regard to products, the L'ntied 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 Cnited States has much to gain from liberalizing these areas, 
and developing countries in particular will have few incentives to par­
ticipate without the promise of liberalized textile trade. 

In the industries above where the L'nited States has significant re­
strictions-automobiles, steel, textiles, and agriculture-the costs of 
the restrictions 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 mdustrv. For steel the cost of new restrictions is roughly 
$200 thousand per Job. These costs arise from the cutbacks in steel­
using industnes and from increased prices to consumers. ;..{oreover, 
in agriculture the annual cost of restrictions on sugar imports is in 
excess of 53 billion. and the consumer cost of import restrictions on 
dairv products 1s even higher. 

With regard to the various types of distortions, some progress has 
been made in the GA TT negotiations over subsidies, government 
procurement practices, and other nontariff barriers, but a new U.S. 
initiative at this time could accelerate and· expand agreements in 
these al}., other areas. 
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GA TT was established in l 9-18 to foster liberalized trade and has 
sponsored several successful rounds of multil;ueral trade negooa­
tions .. .\n effective GA TT is essential to further liberalization and ex­
pansion of international trade. In particular. GA TT obligations can 
help to restrain protectionist trends around the world bv providing a 
source of e~nernal discipline to national policies. Just as the C .S. 

_ Constitution puts interstate trading policv bevond the control of indi­
vidual States. international commitments can put the use the tariffs 
and other ma1or forms of nontariff barriers bevond the control of i'n­
dividual countries. \1oreover. since no policv is likely to be complete­
Iv 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 or c .s. policv towards GA TT 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 bv the G . ..\ TT Contract­
ing Parties at the \tinisterial meeting in 1982. Efforts to strengthen 
and expand the existing framework include working parties on safe­
guards and structural adjustment. quantitative restrictions and other 
nomariff measures. and dispute settlement procedures. as discussed 
below. 

The Cniced Scates supports the negotiation of an effective "safe­
guards" code that would discipline the use of temporary import re­
strictions as a method of dealing with domestic industrv adjustment 
to import competition. A strong safeguards code is necessary to pro­
vide additional discipline over the trade-restrictive actions of GA TT 
member countries. and the Cnited States has been at the forefront of 
calls for screngthened provisions in this area. Cnfortunately, little 
progress can be reported so far. 

The continuing proliferation of quantitative and nontariff restric­
tions on trade is a major item of concern for the Cnited States and 
manv other GA TT members. The wor~ing party on this issue has 
catalogued existing quantitative restrictions and other noncariff meas­
ures and judged their consistencv with GA TT principles. It is hoped 
that this informacion will facilitate negotiations to eliminate the re­
strictions. perhaps as part of the preparation for a new multilateral 
round of trade negotiations . 

. .\ maJor weakness of the GA TT is its inabilitv to resolve disputes 
effectivelv. :\ greater reliance on professional panelists to resolve dis­
putes might lead to a more predictable settlement process less sub­
ject to control bv member countries. If adopted, the recommenda­
tions of the GA TT working party in this area would improve the 
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process of formin15 panels. :ls well as the implementation of panei 
recommendations. Pro15Tess in this area is limited. however. bv the 
absence of formal GA. TI codes coverin15 a wide range of both prod­
ucts .md 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 GA TI Contracting Par­
ties have discussed extension of the GA TI framework into agricul­
ture, services, counterfeit goods (and ocher issues of intellectual 
propertv rights1: high technologv goods. and textiles. GAIT disci­
pline over :i~culcural trade policies is much· weaker than over trade 
in manufactured goods. Quantitative and nontariff restrictions and 
subsidies, in particular, are widespread in agriculture. Some countries 
have used export subsidies agressively to capture the· market share·s 
of other producers. Others, including the Cnited States, restrict 
import of some agricultural products to avoid conflicts with domestic 
agricultural policies. 

In order to bring agriculture more fullv under the rules of GA TI. 
the Cnited States supports a reduction in quotas and licensing pro­
grams limiting agricultural imports and a general prohibition on 
export subsidies.. The EC. howeve:. opposes a_ general prohibi~ion 
and believes that export subsidies should be permitted. Clearly, agri­
cultllre remains a major stumbling block to freer world trade. Al­
though trade in services constitutes an increasiQg portion of interna­
tional trade. it , continues to remain outside the GA TI framework. 
The L'nited States oelieve~ that trade in services is inherently linked 
to trade in goods. Progress m this area has been slow, however, due 
not onlv to the complexity of the subject but also to incense opposi­
tion in principle. especiallv .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 opposition. the 
L' nited States has recently pursuaded other Contracting Parties to 

consider the issue of services and the possibility of establishing a 
GA TI 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 l' nited States believes that GA TI provides the best 
forum for negotiating and implementing an agreement to handle this 
problem and urges the formation of a working party on trade in 
counterfeit goods. Developing countries have opposed such a work­
ing partv on the grounds that GA TT is an inappropriate forum to 
discuss this issue. Their underlying fear, however, is that rules to re-
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-;met the trade of coumerfeit ~oods will be used JS a protectionist 
me::isure bv developed coumrie~ to limit imports of leg'icimate 5oods . 
. .\s required bv the Tr:ide .md T::iriff A.ct of 1984. the Cnited States is 
preparing :i survev •)f problems :iround the world with intellectual 
propertv rights in general. The studv will provide the basis for C .S. 
efforts to negotiate an end to major abuses of such rights. 

In 1982 the C nited States proposed that GA TT examine the prob­
lem of trade in high technology goods. As a result of opposition. the 
smdv was transferred to the OECD. Two major findings have now 
emerged from this studv. First. open international markets are neces­
sarv to capture fullv the benefits of high technology industries. 
Second. restrictive trade practices are increasing trade frictions in 
these industries. :\[ajor issues include the role of preferential public 
procurement (especiallv 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
nology. and the effect of government policies on investment. 

Final!v. we come to textiles, which are exempted from standard 
G . .\ TT rules. The :\iulti-Fiber .\rrangemem, which governs trade in 
textiles, is due to expire in July 1986. This agreement establishes 
rules governing quotas for textiles. A working partv is examining the 
possibilitv of bringing textile trade into the GA TT framework, per­
haps through the negotiations on renewal of the :\fulti-Fiber Ar­
rangement. which begin in 1985. Textile restrictions began in 1960 
as a temporarv expedient to give the textile industries in the Vnited 
States and other industrial countries time co adjust but, perhaps pre­
dictablv, have evolved into a permanent obstacle to freer trade. 

Secondarv Strateg<es 

.\ potential problem with multilateral negotiations is that they mav 
be stalled bv a relatively small group of countries. If thos occurs, the 
Cnited States and others mav be forced eventually to resort to sec­
ondarv strategies for liberalization. The new free-trade area , (FTA) 
negotiating authority given the President• offers one possible option: · 
FT.-\ negotiations tend to reverse the incentives in international trade 
negocianons. to make countries more eager to be among the first to 
agree to liberalize trade rather than among the last. The incemtives 
for countries to be among the first to enter an FTA with the l'nited 
States couW be strong. Because no duties :would be levied on intra­
FT.-\\. exports of FT.-\ members, the firsc entrants woufd enjo~ sub­
stantial competitive advancages over outsiders in the large U.S. do­
mestic market. especiallv if highlv restricted sectors were to be in­
cluded in the FT...\ 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. 'ince unfavorable trade diversion increases :md the -;ize <)f the 
non-FT.-\ market decreases . .:i.s the FT.-\ expands. 

One pornble criticism of .:i.n FT.-\ initiative is that it mav .:i.ppear to 

some JS J regression to narrow. bilateral trade negotiations. Howev· 
er. J. C.S. FT . .\ strategy. if. implemented. would be quite different 
from traditional bilateralism. First. the possibilitv of an FT..\ strategy 
would be considered onlv if multilateral negotiations stall. Second. 
an FT.-\ initiative would not be the same as the narrow. complex 
trade "haggling" charactenstic of the 1930s because there are GA TT 
rnteria for permissible FT..\s. Third. an FT.-\ initiative would be as 
multilateral as the number of countries that choose to join the agree­
ment. There is nothing intrinsicallv bilateral about an FT.-\ .. .\gain 
anv FT.-\ initiative would at all times be subordinated to resumed 
progress in multilateral trade negotiations. 

Perhaps most importantlv, however the possibilitv of an FTA initia· 
tive offers the l"nited States and mhers 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 ocher countries to 
liberalize their own trading practices. First. trade sanctions hurt the 
countrv that imposes them. in some instances as much as. or more 
than. the foreign coumrv. Second. the foreign trading partner knows 
that this is the case . . .\s a consequence, threats of trade sanctions are 
often weak. The foreign countrv knows that a country will be reluc­
tant t9 implement restrictions. and if the sanctions are implemented. 
that thev will in fact hurt the home councrv's domestic economv. 
Then. of course, there is alwavs the additional threat of foreign retal­
ianon. 

In contrast. a possible FTA poses a threat to FT . .\ outsiders bv di­
verting their exports through freer trade within the FT..\. Thus, FTAs 
offer an alternative strategy to trade sanctions that emphasizes freer, 

, rather than more restrictive, trade policies in dealing with major 
countries. <)r sroups of countries, unwilling to participate in fully 
comprehensive trade liberalization. 

In rare instances. however. the Cnited States mav be forced to use 
trade sancuons to force a particular trading partner or a group of 
trading partners to abandon especiallv restrictive trading practices . 
. .\lthough such sanctions raise the danger of retaliation and possible 
trade wars. there mav be isolated instances where this danger is mini­
mal relative to potential gains. However. sanctions should onlv be 
used in accordance with clearlv established rules. not in frustrati~n 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 
dimmaung ;:md bv credible assurances that anv sanctions imposed 

......._will be removed immediatelv when the restnctive prJ.ctJce halts. 
T vpicJ.ltv. effective 'lanctions will not be possible in the same in­

dustrv where the restrictive trading practice occurs. primarilv because 
this forces a confrontation on ground where the trading partner is 
relativelv strong and where the cost of the sanction to the L'nited 
States mav be large. For example. if we are seeking to eliminate sub­
stantial export subsidies in an indusrrv where the C .S. competitive 
posuion is weak. a trade sanction in the same industrv is unlikelv to 
be successful. In addition. sanctions in weak industries are more sub­
ject to protectionist abuse and mav raise legitimate concerns among 
trading partners .. \ sanction is more likelv to succeed in an industry 
where the trading partner's exports to the C.S. market are more im­
portant to them than thev are to the L'niced States. Thus, trade sanc­
tions must be carefullv tailored to the specific needs of particular cir­
cumstances. One would also expect strategic sanctions to be used 
onlv at the discretion of the highest policv levels of the government. 

··---~-D().lTtemc Issues . 
Coordination of a new international initiative with possible reforms 

in related domestic policies seems opportune. The Administration 
will seek agricultural reforms 1985 fann legislation that will increase 
L'.S. flexibi!itv in negotiating freer trade in agricultural products. The 
agricultural policv of the EC is also under scrutinv within the Com­
mumtv. 

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 earlv as the mid- l 9i0s, for example. made clear 
that the 5teel and automobile industries in the Cnited States were be­
coming less competitive with foreign producers. Publicizing such 
trends earlv 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 industr(s own errors. 

Finallv. it is often assumed that opening markets abroad for C.S. 
exports bv reducing trade barriers will necessarily improve the funda­
mental position of the C.S. trade deficit. \Vhile it mav seem obvious 
to some that the trade deficit will decline if we reduce all the effec­
tive barriers w our exports in foreign markets, this is noc necessarilv 
the case. The fundamental position of a countrv's trade balance i~ 
determined bv domestic investment opportunities and saving behav­
ior !including government) relative to investment opportunities and 
saving behavior abroad. Changes in trade barriers will affect the 
trade balance in a fundamental wav onlv to the extent that thev 
change saving or the investment cfo~ace. :either at home or abroad .. 
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. .\ccordingtv. the use of J target for the LS. trade deficit i e1ther w1th 
the rest of the world or wnh parncular coumries > JS a measure of our 
rncce5s in liberalizing trade is like!v to le::id to fruscr:uion. Compre· 
hens1\'e free trade is a policv objecti\'e because or· the proven benefics 
of open markets. not because it will lead to a particular balance of 
trade. 
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