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MANAGING FOREIGN TRADE

Feb. 2,2009 PM by Waytnond Mills
INTRODUCTION

It is ironic that the man-on-the-street in any tawi®hio has a better understanding of
the harm done to the U.S. economy by the tradeit&#ian do the experts who study the
problem. The ordinary citizen knows that goods ufiactured overseas and sold in the
U.S. reduce output among U.S. manufacturing firfise ordinary citizen knows that
unbalanced trade — more imports than exports —nset foreign producers are, on net
(using Greenspanese) displacing and replacingflun® and U.S. manufacturing jobs.

The U.S. desperately needs action, not talk, by-dderal government to reduce the size
of the U.S. trade deficit.

The most effective way to reduce the size of th. trade deficit is for the Congress to
pass a law which restricts the volume of importseated in the U.S. This solution has
been viewed as “off the table”, not to be consideyediscussed, because of some myths,
false beliefs, widely shared among American Ecostsni

Most American Economists believe:

1. The only alternative to free trade is restrainingborts or subsidies of exports
which vary in severity by individual products, suahsteel, sugar, pants,
etc.(classical protectionism).

2. The level of savings controls the size of the trdelcit, therefore, increased
savings is the only way to reduce the size of theée deficit.

3. All the possible reasonable objections to freedraave been discussed and
discredited by previous generations of economists.

Rather than spend time in the tedious task ohliséll these myths and explain why they
are wrong, a better alternative is simply to sth&correct propositions that should be
substituted for current conventional wisdom. Thiéofeing propositions are introduced

in context and defended in the following 7 chaptdrthis essay. These next 7 chapters
would provide a good beginning for a new textbaiplaining to graduate students how
to understand international trade.

PART ONE - TRADE AND GROSS DOMESTIC PRODUCT

1. The goods and services created by a domestic egodetarmine the wealth of
nations.

2. The value of wealth created by the activity of doenestic economy is measured each
year by Gross Domestic Product.

3. Trade increases Gross Domestic Product of a natieam Exports are equal to or
larger than imports.

4. Equal Trade is proposed as the ideal policy gaa¢éah nation because that allows
each nation to use trade to increase its GDP.
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5. Imports add to Consumption or Investment resulitmgn increase in measured GDP.
Exports must match imports for measured GDP toleaptaal GDP. If imports are
in excess of exports, that excess must be subtr&cm the sum of consumption and
investment to get a correct estimate of the sizdoafiestic production.

6. An excess of exports over imports results in anease of GDP over what is
achieved with equal trade.

7. Every dollar of increase in GDP achieved by an sxa@# exports over imports in one
nation must be matched by an excess of importsex@orts in another nation.

8. Every dollar of imports in excess of exports regsia dollar of financial assets to be
transferred from the deficit nation to the surpiasion.

9. A trade deficit may require that the deficit becpbhack by future generations, if the
surplus nation trades the dollars gained in trad&JfS. debt instruments. However,
if the surplus nation trades the dollars gainetlade for U.S. equities or real estate or
other physical object existing in the U.S., themwealth created in the U.S. by past
generations pays for the trade deficit. An intengrational transfer is backward in
the last instance and forward in the first.

10. Since a trade deficit reduces GDP below what cbeldchieved with equal trade,
every trade deficit nations should take unilatetaps to move toward equal trade.

11.Free trade fails as a policy goal because of trenfiial and productivity gains each
nation can achieve by violating the prescriptiompen borders to all imports.
Because free trade is an impossible to achieveagwhllhe World Trade
Organization is founded on support for free tratld@O activities are dominated by
hypocrisy.

12. The manufacturing sector is the foundation on whicontinuous supply of goods is
sold in the international market resulting in sirstey the size of exports.

13. A sudden addition of wealth in a nation in the moanufacturing sector of the
economy, such as discovery of Gold or Oil or vahgeeeases in the stock market not
matched by growth of production of manufactureddgooresults in a decrease in the
relative and sometimes in the actual size of theufecturing sector of the economy.

14. An increase in wealth is a necessary conditiorcfeating a trade deficit. Itis not a
sufficient condition. Open borders are also rezflifior an increase in wealth to
create a trade deficit.

15.When the U.S. possessed a manufacturing sectoreffeative than any other
nation, during the Cold War, the U.S. could afftwéhdvocate Free Trade. When the
manufacturing sector dominance disappeared, thesddsild have rejected Free
Trade and embraced instead Equal Trade.

16.Japan, China and Germany have made extensive gexy@ihmental resources to
insure that their economy produces an excess arexpver imports. These nations
have a right to act in their own self interest $signing governmental resources as
they see fit.

17.The U.S. must make extensive use of governmergalrees to reduce the size of the
trade deficit so as to insure that trade increttsegrowth of the domestic economy.

18.1f membership in the World Trade Organization ifegegs with this proposed action,
the U.S. should withdraw from the World Trade Oiigation
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Please read these 7 chapters if you are inclinegghtire or dismiss any attempt to use
legislative action to reduce the size of the Ur&dé deficit (we will focus on the trade
deficit in goods. The deficit in goods is the @asve have negative trade balance in
goods and services combined).

Part two of this document will set forth the congeaf the law that should be passed to
restrict imports and will provide justification axd@fense of that position. Part three of
this paper will provide additional justificationrfthe perspective and the solution
proposed.
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PART ONE: FOREIGN TRADE AND GROSS DOMESTIC PRODUCT
DOES TRADE CREATE WEALTH FOR A NATION? #1

Adam Smith answered the above question with a reing “Yes” without any
qualifications or conditions. My answer is mor@anced. Trade does create wealth for
most nations participating. But the benefits frmade vary greatly between nations.
Nations with a large trade deficit, like the U.8ay experience some addition to national
wealth via trade, but their gain is tiny comparedHe large gains made by nations that
have a large trade surplus. Can this be changéd®yaction? Should a nation like the
U.S. manage their trade with the aim of changinmddmns so that the U.S. gain from
trade is larger? My answer is a resounding “Yes”.

Adam Smith was unable to take advantage of thetiaddl knowledge of trade made
possible by the invention of a means for measu@ngss Domestic Product in each
nation. The National Accounts were invented inth8. in the decade of the 1930’s. Of
course he could not use this resource. Likely belavhave used these numbers, had
they been available. The National Accounts weeaterd using one of Adam Smiths’
insights. He argued that the total wealth crebted country is a function of the value of
the goods and services created and sold by thedsssis domiciled in the nation. Smith
preferred to say “created by labor”. Now we sd®tas only one of the important inputs
used by businesses to create goods and servicess Bomestic Product measures the
total value of the goods and services created &gtonomic activities in a nation during
a given time period (One Quarter. One Year).

The following discussion is as clear and as sinaglé can make it but some people find it
impossible to tolerate formulae. To those | sagkswith it, the gain in insight is worth
the trouble. By understanding how Gross Domestidirct is measured, we can see
clearly how trade increases the wealth in a nation.

Gross Domestic Product = Consumption (both pudiig private) + Investment (both
public and private) + Trade Balance (exports minysorts). The above version of this
formula is different from the one most commonlydis&@he public component of both
Consumption and Investment is usually separatedaddied together and labeled
“Government”. The version | use is simpler. Itdiges attention on Consumption and
Investment (congruent with my needs).

Consumption and Investment are not production, #reyexpenditures. They measure
the value of goods and services when they are $étdv do we get from measurement of
expenditures to estimates of the value of domestiduction? Simple. If trade did not
exist (no imports or exports), expenditures andlpetion would be equal. We get the
statistical equivalent of no trade when exports iambrts are equal. When unbalanced
(unequal) trade exists, we must add the valueeéxports and subtract the value of the
imports to get the value of the domestic expendguhat are equal to the value of
domestic production. It is the size of domestmdurction that we seek.
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This formula correctly estimates the value of daiegsoduction, even when unbalanced
trade exists. We need to know more about how tihmaudta works.

When imports come into a country they are usecy fo somewhere — and the only
place they can go in this accounting system is @mpsion or Investment. Consumption
and investment are added together to get Gross 8tanfiroduct. Thus, as the size of
imports increase, the size of Gross Domestic Pitpdsameasured, increases.

A numeric example will illustrate the point. Sugpave have the following distribution
of components of GDP (first formula below) and 10fts of both imports and exports
are added to the economy. What happens to GDPP 5D + | + EX - IM

13,000 = 9,000 + 4.000 + 1.000 - 1.000idinal condition). Add 100 units to both
imports and exports produces 13,100 = 9,070,680 + 1,100 - 1,100 (assuming
a 70-30 split of imports going to consumption, isiveent).

If exports are as large as imports, the larger oredsGDP, including imports, properly
measures the actual production in the U.S. Thag¢eause the exports that match the
imports require additional production in the U &cteate the goods and services sold
overseas. Imports create a larger measured GRporis create a larger real GDP.
Thus the real and measured are the same, whentegoorimports are in balance.
When imports are in excess of exports, the sizhisfexcess is subtracted from Gross
Domestic Product. This subtraction prevents meas@GDP from exceeding actual
GDP.

When exports and imports are equal, a large inergasnports means a large increase in
exports and both changes together results in a laggease in Gross Domestic Product..
Adam Smith knew that it was not necessary to craatade surplus in order to benefit
from trade. He just did not have the tools to desti@te that reality so clearly.

Our formula clearly shows that exports add to ddim@soduction and imports subtract
from domestic production. Domestic productionhbsiously less when goods are made
overseas as compared to when goods are madelihShd-ree traders assert that the
production lost to imports is made up for by adufiil domestic production of some
other product. If that were in fact the realityete would be no trade deficit. The large
trade deficit shows a net reductiondomestic production (and domestic employment)
compared to what would happen if exports and ingpedre equal. This is the vital
reality which provides the foundation on which t@&cument is built. Adam Smith was
100% wrong and any current economists are 100%gwdren they argued that a trade
deficit is unimportant and should be ignored.

The above discussion can be made concrete by exantire data shown in Table 1.
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Table 1. Exports and Imports as a share of Grassd3tic Product for four nations,
2006. (Goods only)(In billions of Current U.S. duB)

Nation Gross Domestic Exports Imports Trade Percent of GDP
Product Balance Equal Trade Total
Trade Balance
China 2,644 969 791 +177 +30% + 7% +37%
Japan 4,366 647 579+ 68 +13% +2% +15%
Germany 2,916 1,108 907 0t2 +31% + 7% + 38%
U.S. 13,195 1,037 1,918-881 + 8% -6.7% + 1%

Source: IMF for GDP: WTO for all others, Statisti@nnual Reports 2008, Appendix
tables A6 and A7

Note: a) Exports and Imports for each nation heetotal trade with the world.

b) % for equal trade is calculated, for China, byding 791 by 2664 = .297. For the
U.S. the calculation is 1,037 divided by 13195 #0.0

The smaller number of the two (exports and imparteasures the amount of trade in
each nation that can be said to be equal tradeallE@de adds to GDP in each case, just
as the above discussion indicated. But in the ca&hina and Germany, equal trade
contributed 30% of the Gross Domestic Product eckat the country. For the U.S.,
equal trade contributes only 8% to the Gross Dome&sbduct created in the country.
This calculation shows that all nations, even th8.[lcould gain significant benefits from
trade, if exports and imports are equal.

The trade balance shows further disparity. InUtfe. the trade deficit takes away most
of the gain made from equal trade. For the otheat®ns, the trade surplus adds to the
gains they get from equal trade. The size of tmeain from trade experienced by a
trade surplus nation is balanced by the harm thatdee deficit does to some other
national economy. Surplus and deficit are liketthe ends of a see-saw. When surplus
increases the wealth in one nation some othermatigst experience a decline in wealth
via a trade deficit. The benefits gained by a#l sarplus nations are equal in size to the
harm done to all deficit nations. The U.S. is uhmg to recognize the harm that the
trade deficit has done to the nation. The most t@md harm is the reduction in Gross
Domestic Product created by a trade deficit. Sother consequences of importance that
accompany a trade deficit will be identified below.

This discussion leads to both a moral and practjaaktion. Does the U.S. Congress and
the President have a moral obligation to the gitzef the U.S. to manage trade so that
the difference in gain from trade between the @r#l its trading partners is reduced?
How about the U.S. obligations to other nation®-we have a moral obligation to move
international trade closer to a balance so thatm@tional trade will become sustainable?
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EQUAL TRADE VERSUS FREE TRADE #2

Equal trade is presented here as a new idea, aggdpdeal, hopefully to be adopted by
all nations. (Balanced trade is widely advocatedte world as a whole. This proposal
urges each individual nation to adopt equal trada goal. | assume this idea has been
discussed before, | just do not know where). E@ge is an old idea (1776), also
presented as an ideal to be adopted by all nations.

The first difference between the two ideals is thatutility of equal trade, for any nation
that adopts this ideal, is not dependent upon hawynother nations adopt the same
ideal. If the U.S. is the only nation to embragea trade, the gains for the U.S. will
remain. Moving from a goods trade deficit of 88llidn to a much smaller number will
benefit the U.S., regardless of what other natams That world trade will become
sustainable is a side benefit enjoyed by all nation

The utility of free trade ideal, for any adoptetioa that is not the leading manufacturing
nation in the world, is totally dependent upon widier nations do. If all nations open
their doors fully to imports, with no restrictiorthjs would maximize the ability of each
participating nation to specialize in producinggé@oods in which they have a
comparative advantage. This extreme degree ofadzation would maximize total
world production and each nation would maximizert®P by using their own
resources to maximum advantage. This is the visioch has entranced economists for
years.

The reality is that all nations restrict importsttwthe possible exception of Hong Kong.
Because exports add to GDP and imports detract @®R, each nation that restricts
imports gains an advantage over other nations wehm@otl restrict imports Subsidizing
exports also increases the likelihood of creatitigde surplus. The incentives available
to each nation, to move their nation towards aetiutplus, work against every nation
following the free trade ideal.

The World Trade Organization has become a placeenttions squabble with each
other over who is deviating the most from the traele ideal. The vision of every nation
opening its door to imports without restrictiongicat become a reality. It has not
happened and it will not happen, given the gainfSD¥ every nation can achieve by
creating a trade surplus.

Trade had become an arena where nations compéteadh other for selling exports to
the world. The most successful nations in thispetition are those who use their
government to encourage exports and discouragerimapdhose nations who guide their
action by the free trade prescription fall behindhis competition (unless they have the
strongest most effective manufacturing sector éwtorld). Great Britain and the U.S.

are the only nations who really believe the freglérdoctrine. They are the nations now
suffering the most from a trade deficit. Mostloé rest of the world regard Free Trade as
a doctrine to which lip service is given while actis guided by national goals.
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The proper trade policy for each nation is to deakanage its trade so as to gain as
much as possible from trade. This would encouezgd nation that has a trade deficit to
adopt the goal of equal trade.

The U.S. should withdraw from the World Trade Origation if that organization will
not shift to the goal of equal trade.

Comparative Advantage shows that each nation wifti §om trade, regardless of its
productive efficiency, if it concentrates its prative resources on that product for which
it has a comparative advantage AND THE PRODUCTS £RED BY EACH NATION
CAN BE SOLD ON THE INTERNATIONAL MARKET. The lagiequirement is not
listed in the usual discussion of Comparative Adaga. Comparative Advantage
demonstrates the ability of two nations to maxinjaiet production of goods when both
nations specialize properly. But the productiogobds is only part of the process. The
products created must be sold or swapped for tsater production to benefit both
parties. If one nation refuses to swap (or exchang cash) the extra wealth each nation
expects to gain disappears. The existence of éqdd is a logical requirement for the
increased production possibilities, made possibt@abse of comparative advantage, to
benefit both parties to the exchange.

The heavy use of models by the economics profegsimrides another reason to use
equal trade as an ideal. Modeling is made eagiassuming equal trade. Simple trade
models assume both equal trade and no unemployrifehe economics profession
would switch to equal trade as an ideal that wooddke their models more congruent
with the ideals they profess.

This material argues that the U.S. government shalbdndon the attempt to support free
trade and instead embrace equal trade as the goal
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SAVINGS - #3

National Savings is defined as that part of natipnaduction that is not consumed in the
time interval (a year or a quarter of a year)is left over, during this time period. In the
year 2006, Gross Domestic Product was 13, 39®bildind Consumption was 11,416
billion (both public and private) resulting in av@a&gs of 1,983 billion. This is money

that can be used in a subsequent time periodcanibe stored. (The above description of
National Savings is conventional wisdom, used lmnemists for years, but it is an
example of careless labeling. It will be accemedalid temporarily, for the purpose of
understanding the causation issue. See the ehisafiscussion for a correct
interpretation of what is left over after Consuroptis subtracted from Gross Domestic
Product).

The equation we are working with is GDP = Consuompti Investment + Trade Balance.
When we move consumption over to the left sidhefequation we have GDP —
Consumption = Investment + Trade Balance. By d&im the two sides of an equation
are equal. Therefore, Savings is also equal testment + Trade Balance. The numbers
for the year 2006 are 1,983 = 2,752 — 769 (thesabeus are taken from the National
Accounts provided by the U.S. Bureau of Econom@lsis. They differ slightly from
the numbers taken from IMF and WTO. Also they rédetotal imports and exports, not
just goods).

Some people (who are misguided) think that thelle/8avings (1,983) controls or
determines the level of Investment minus the Tidefkcit (2,752 — 769). This is the
direction of causation controversy. How we dec¢ldedirection of causation in this
equation is important. For if Savings controls el of the other two variables, and
investment is controlled by the expenditures bissrieEms make on equipment, building
and software, it would follow that the level of ttrade deficit is controlled by the level
of Savings. That would mean that the U.S. mugegee Savings in order to reduce the
trade deficit. Free trade advocates prefer thésvanto the direction of causation
guestion because it means that the trade deficitatebe reduced by restricting imports
or subsidizing exports. If Savings in the contnglvariable, the U.S. can’t do anything
about the size of the trade deficit because thel lefvnational savings is so very difficult
to change.

If, on the other hand, the trade balance is cdetiddy the size of imports and exports,
then the U.S. can change the level of the tradenisal by restricting imports or
subsidizing exports.

The trade balance and investment are both calcuteden numbers collected from
businesses and Customs Agents. Savings, on teelwhd, is derived from other
numbers found in the equation. Numbers createmdnyipulating other numbers in an
equation are called endogenous — dependent fordizei on other numbers in the same
equation. It seems reasonable to assume thatthbers used to determine the size of
savings are in fact controlling the size of saving®w the numbers are created tells us
which numbers are controlling.
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The conclusion is that the size of Savings depepds the size of the Trade Balance and
Investments and not the other way around. Itde &lue to say that the size of savings
depends upon how wide the gap between ConsumpibGeoss Domestic Product.

GDP can only be larger than consumption when tingbomation of investment and the
trade balance force GDP to be larger than ConsoemptA nation like China has a large
level of national savings because both investmedttle trade surplus are large relative
to consumption. The Chinese government wantsadwsls received from the trade
surplus to increase investment. In addition, tvelevel of wages in China suppresses
consumption.

Compounding one error with another, some writessiiae that the level of investment in
a given time period is controlled by the level a¥ings in that same time period. The
level of investments at any time period is congolby investor’s decisions as to the
likelihood of a good return on the investment. Tin@ney to pay for the investment in a
given time period is assembled independently okthengs in that time period. After
all, Savings, by definition, are not spent durihg time period Savings is recorded.
There can be no connection between the level oh8awn time period X and the level
of spending for investments in time period X.

A further extension of this silly logic is to sdyat when savings is less than investment
in a given equation, a trade deficit is necessagyrovide the funds needed to fund
investment. This is doubly silly: 1) Investmennist funded from funds created in the
time interval of the investment and 2) A trade défiloes not increase the net financial
position of the nation experiencing the trade defidust the opposite. A trade deficit
creates a net flow of financial funds from the defnation to the surplus nation.

An increase in financial assets in the trade sgrphtion is created when financial assets
flow from the deficit nation to the surplus nationpayment for goods and services. The
trade deficit nation gets more goods (worth 88lidmilto the U.S. in 2006); the trade
surplus nations get more financial assets (88ibbiliiollars distributed among many
nations).

The trade surplus nations prefer to exchange thhekars for other financial instruments,
such as U.S. Treasury certificates, stocks or bondsvnership of real estate or
companies. This flow of funds back to the U.Snistakenly seen as increasing net
financial assets in the U.S. only if the obsergamores the ownership certificates that
flow in the other direction. Accounting conventsorequires that a flow of funds across
international borders is always matched by a fléwamething else of equal value back
in the other direction. When financial instrumeaite exchanged for financial instruments
between nations there is no change in the netdiabposition of either nation.

It is simply wrong to assert that a trade deficaypdes funds to the trade deficit nation

that can be used for any purpose, especially nioind investment during the period the
trade deficit is experienced. This issue has thtie thinking of many economists.
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“Oh what a tangled web we weave, when first we fora¢o deceive”.

The material covered in this post clears the waytfe U.S. government to manipulate
factors that influence the level of imports or estpavithout fear that savings or some
other financial entity are controlling the leveliofports and exports.

Note: The conventional wisdom as to what is leraafter Consumption is subtracted
from Gross Domestic Product is wrong. Subtrac@oegsumption from Gross Domestic
Product allows us to separate current productitmtimat part that serves the needs of the
present versus that part of current productiongbates the needs of the future.
Investment is money spent today to increase fudtwduction ability and capacity. The
trade balance shows deviation of current produdtiem what is required to balance
exports and imports. A positive deviation cregexiuction knowledge and tools in the
present that lay the foundation for future growtldomestic production. A negative
deviation reduces the knowledge and tools existirige present that can be used as a
foundation for future growth in domestic producti@ompared to what is achieved with
equal trade). The flow of money out to supporiaaé deficit and the flow of money in
because of a trade surplus also impact the abfilian economy to produce in the future.

Everything in the formula for Gross Domestic Prada@a form of production. No room
is left for surplus money that is not used in pradn.

On the other hand, domestic production does ceaidéional wealth in the nation. Our
problem is that economists, thus far, have nots#el/a satisfactory way to measure it.
We know how much Net Wealth is added to househalning each quarter (Federal
Reserve Board data). We do not know how to sepéngt total gain into that part that is
created by domestic production. ... Table B.the National Accounts provides
estimates of Gross Savings. This number is domhlay an accounting concept
(Consumption of Fixed Capital) which is an estimafteepreciation of fixed capital.
How that results in more stored wealth is not cteane. Gross Savings in 2006
amounted to 2, 174 billion, a number which is 10#ecent from Savings as calculated
above from GDP numbers. One of the componentpader measure of National
Savings will probably be Net Operating Surplus ohNinancial Corporations (discussed
in the May 2009 issue of Survey of Current Busihess 2006, that number was 1,938
billion.

Summary thus far: 1. A trade deficit reduces tmwth of an economy and its financial
assets, compared to what would be achieved withlérpde. 2. The larger the trade

total for each nation engaged in equal trade,atgel the contribution of trade to the
growth of that nation’ economy. 3. The Free EBratkal is torpedoed by the advantages
nations gain from a trade surplus. 4. ExpansidNaifonal Savings (as conventionally
defined) is not needed to reduce the trade défeguse the size of the trade balance
(and investment) controls the size of savings. {fage balance also shows the
contribution of current production to creating #r®wledge and tools and money needed
to expand future production.
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TRADE AND MANUFACTURING - #4

Adam Smith saw the growth and spread of trade tiirout the world as closely linked to
the growth and spread of the industrial revolutimoughout the world. Smith was very
impressed by the increase in productivity in adacthat specialized in one particular
product. But the size of the factory and the degrespecialization that could be
achieved was limited by the size of the market tioald be served. Smith recognized
that free trade would expand the size of the matketeby allowing for increased
specialization which would create more goods amdes for the entire world.

The expansion of productivity during the™@entury demonstrated the validity of his
insight. Cotton producers and brokers in the Wdbith grew wealthy by producing
cotton and shipping bales of cotton to Englandofacessing. The wealth created by
planting seeds and tending land in the south wae llaut the size of this wealth creation
was not as large as the wealth created in Engldredterthe raw material was converted
into shirts and pants. The value added by manufiact exceeded the value added by
farming. Some claim that the trade surplus in Bndlduring this period (first 3/4ths of
the 19" Century) averaged around 5% of their Gross Domé&stiduct each year. The
wealth of England in its Golden Age was create@ lepmbination of expanded
manufacturing production and expanded trade.

England prospered from free trade during the eranwhhad the most productive
manufacturing system in the world. England cegsedpering from free trade when it
lost that dominance. Economists have noted thadetery of nations with large trade
surpluses to favor free trade. England’s problemhat it did not change its approach to
trade when it lost its dominant position in mantdang.

The primary reality about trade in Adam Smith’s lddnear the beginning of the
industrial revolution) was the fact that indusistd and brokers in England and France
were persuading their respective legislators toosepgmport duties on the specific
product the domestic producers and brokers hasidler, so as to benefit themselves,
regardless of the effect on the nation as a wi@te of the most important arguments
used by domestic manufacturers was that Englisloitguties were necessary because
of other nations were restricting imports of Englgoods. Long lasting competition and
hostility between England and France made suchhegts irresistible to English
legislators. Adam Smith cut through this Gregokant by proposing that England open
its door to all imports, regardless of what othations were doing. Smith had a good
reason for supporting free trade, given his vieat the excuse used by protectionists (we
are seeking equal trade) must be eliminated —lanfhtt that he was a resident of the
dominant manufacturing nation. But he left a lggatcoverconfidence about the
widespread utility of free trade that has haunteth I&sreat Britain and the U.S. to this
day.

The U.S. is suffering today because U.S. econorhasts not had the good sense to see
the limitations of free trade for a nation that bhasade deficit.
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Some would argue that manufacturing activitiesnaréonger necessary in the U.S. We
have become a service oriented economy. Let otiteons do the manufacturing for us.
Here are two answers to that point:

1. We need to sell something to the rest of the wiarlplay for our imports. The U.S.
share of world services is not growing fast enotegimake up for the loss of
manufacturing. The total U.S .trade deficit of @on dollars in 2008 consists of
a loss of 840 billion in goods and a gain of 14#dwi in services.

2. Service activities do not provide employment bdsefomparable to manufacturing.
Not only is manufacturing pay higher than servicevéies (generally, except for
Finance and Insurance). We also find that manufexg requires employment in
other industries to produce the intermediate inpetded by manufacturing
industries. Also, manufacturing payrolls suppoany service activities. Mayors
and other local officials fight with outrageous siglies to try to entice
manufacturing plants to locate in their distriechuse of the spill-over benefits to
the local area.

Thirty-two percent of all the intermediate inputsed by all U.S. domestic industries in
2006 were purchased by U.S. domestic manufactumthgstries. The share provided by
Finance and Insurance was 8.5%. As recently 88, I8anufacturing purchased 38% of
all intermediate inputs. Some other industriepgste forward to fill the gap but not
finance and insurance. They purchased 7% of @inmediate inputs in 1998, for a gain
of 1.5 percentage points compared with a lossp#réentage points from manufacturing.

Finance and insurance were able to create enowdispn 2006 to replace the profits no
longer provided by manufacturing firms. But thesefits supported a very small
number of employees. The spill-over from thesdizrto other jobs were not sufficient
to sustain U.S. employment. Now we learn thatresicterable part of these profits were
fictitious.

Manufacturing employment in the U.S. continuesdolidie for four reasons: 1. The
recession, 2. Trade deficit; 3. Automation, BeTBhift to purchasing services rather
than goods. The last factor is becoming less itapbbecause it is changing very
slowly.. Of the four, only the trade deficit lenitiself to immediate correction by action
of the U.S. Congress and the President.

Manufactured goods are the main item exchanged g@meveloped nations. Continuing
participation in global trade requires a viable ofasturing sector.
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CAUSES AND CONSEQUENCES #5

The main, simple theme of this document, thusig¢athat the U.S. has a bad habit of
spending too much money on imports and it hasap. st

In this section, | am going to attempt an explaratf the primary reason why that
happened and what it has done to the U.S. economy.

The main reality is that the U.S. is a big richmioy and we have been able to create
increased wealth, or at least the illusion of wedlr the last three decades, despite our
continuing trade deficit. Wealth enabled us tochase imports in excess of our exports.
This country made no attempt to restrain the tota&nports, due to the belief in free
trade.

During the period from 1994 — 1997, the wealth weddy the domestic economy was
not illusory. The U.S. manufacturing sector addegbloyees during this four year
period. Manufacturing accounted for 30% of allffigsoearned by domestic corporations
during that period. This time of good wealth ci@atvas succeeded by speculation on
the stock market by individuals and firms tryingctgpture more of the new wealth.
Redistribution of existing wealth does not creage/nwealth, despite appearances.

After 1997, the financial sector became the maur@®of wealth accumulation (if partly
temporary and/or fictitious). The stock marketdree the place to get rich. Foreign
capital poured in. Folks whose investments toéhthihey had increased wealth went on
a buying spree, including imports.

The bursting of the tech stock bubble decreaseteped wealth but imports did not
decline as much as wealth. The Federal ReservelBioapped the Federal Funds rate
from 6% to 2% in the 12 months of 2001. This weaesfirst recession in recent history
when consumer credit did not decline. Consumeppatied the U.S. economy - and
imports. Consumers were searching for bargaingtandfound them in imports.
Profits earned by domestic manufacturing corponattook a beating, declining from
30% of corporate profits in 1997 to 8% in 2002.

The domestic manufacturing sector never reallyvex from the recession of 2001 and
2002. As the economy recovered in 2003 and 20@tufacturing profits recovered
partly, to a level of 20% of corporate profits chgi2006-2008

The financial sector, meanwhile, was going greaisgafter 2004, piling up profits by the
bushel. Again, foreigners were happy to buy timsttuments” the financial sector had
for sale. The housing sector became the new nedfagesting “rich”.

The recent financial collapse shows that wealtluacdation based on speculation is not
reliable.
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Economists have recognized that a sudden increasedlth in a country is likely to
reduce the domestic manufacturing sector. Theswmuce of wealth attracts resources
away from manufacturing. This happens becauseceg@ased wealth causes the
currency to appreciate, making imports cheaperexipdrts more expensive: b) Increase
wealth attracts domestic resources to the new safrevealth, drying up investment in
manufacturing. Adam Smith gives us the examplefimportation of Gold from South
America. With this new wealth, the Spanish hio#iters to do the work in their country
that needed doing. This caused an atrophy oftybiti the part of Spaniards. When the
value of gold declined, due to its lack of scarc8pan became a second rate country
because they had lost the capacity to build buseseand goods themselves.

This is called the Dutch Disease because the phemamwas described when the
Netherlands experienced an oil boom in the dechtleixties. The website Wikipedia
lists 22 different examples of the Dutch Diseasevwkmto economic historians. One of
their examples is the wealth generated by CottdherSouth made unnecessary
participation in the ongoing industrial revolutibreing experienced in the North.

The problem is that the new found wealth source beaiemporary. Natural resources
become depleted; finance booms become overheatielgahto a collapse of the wealth
creation.

The U.S. is currently faced with the very practigaéstion of what to do to revive the
U.S. economy after two closely related financiabims and busts.

One option is to try to retrieve the financial #&ince it was the most recent source of
wealth creation. The other option is to try toivevthe manufacturing sector, since it is
the source of stable growth, not subject to boomastaists.

The Congress and the President have been led d@apath of trying to retrieve the
financial sector. A better option exists.

The whole point of this discussion is to encourggeernmental focus on revival of the
manufacturing sector. This will mean ceasing tmpumoney into the financial sector.
Instead, reform trade policy so that balanced t(add manufacturing) are supported by
aggressive Federal government action.

(Other “stories” of what happened could be crea8d.to the internet, IMF, and retrieve
the document “Global Imbalances : In Midstream28cBmber 22, 2009. It contains a
treasure trove of charts which portray current antdalances by countries and groups
of countries as well as currency value change,stment and currency flows. My
account is consistent with those data but the asthiwive at a different conclusion).
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HISTORY - #6

Immediately after WW 11, the U.S. became preoccdpigh the struggle to prevent the
Soviet Union from extending communism all over wegld. Sound economic growth in
nations-at-risk was an effective antidote to then@wnist push for control. Increased
trade supported economic growth in nations-ataistt bound other nations into the U.S.
orbit. World trade moved rapidly towards the ideffree trade as the U.S. encouraged
other nations to join us in reducing tariff barsiefFree trade was a useful objective for
the U.S. during the Cold War.

The U.S. economy thrived in the early part of fhesiod but after 1983 a string of trade
deficits reduced the U.S. net foreign wealth tozgy 1987. Exports of goods from the
U.S. stood at 237 billion in 1981. Goods expantthe subsequent 5 years were less than
237 billion. This sudden halt in goods exportsigto(which had existed for 20 years
prior to 1981) was due to the rapid growth in th&re of the U.S. dollar. The real, trade
weighted value of the dollar began to decline mgpring of 1985. Its descent was
hastened by intervention of 5 major nations inwoeld currency market to push down

the value of the dollar. This ploy worked. The&Ugoods trade deficit declined from a
level of 152 billion in 1987 to 31 billion in 1991.

After 1991, the U.S. goods trade deficit grew, &lowly. The growth was especially
slow during the four years of 1994 — 1997 (fromb@8on to 108 billion).

After 1997, imports into the U.S. exploded, goingnh 1 trillion in 1997 to 2.3 trillion 10
years later. This change began after 1997 withnitrease in values in the stock market
increasing both buying in the U.S. and increasivegvialue of the dollar. By 2000, the
well oiled import pattern had developed a momentdints own. The slow decline in the
value of the dollar after the spring of 2002 ditldior nothing to slow down the growth
in imports (1.4 trillion in 2002 to 2.3 trillion iR007).

The U.S. Congress grew concerned with the growthefrade deficit after 1997. In
October, 1998, the U.S. Congress established T8eTuade Deficit Review
Commission with the aim of understanding the tréeliécit and providing the Congress
with recommendations of what, if anything, to doatit. The Republican members of
the Commission decided that nothing should be domeduce the trade deficit because it
was an inevitable product of a rapidly growing emoy. This conclusion is
unreasonable, as Spock would say. Rapid growtmeassary but not sufficient
condition. Open borders must be combined withd-gpowth to produce a large trade
deficit. By restricting imports, Japan has shotet rapid growth can be combined with
a trade surplus — the opposite of a trade defitiite Democrat members of the
Commission did not seize upon this logical non-#equ Instead, they focused on
mitigating the harm done to worker by the closifig@mestic firms due to the trade
deficit.
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The Commission recited the facts but they drewntfang inference from the facts
because they took for granted continued open beide¢he U.S. A good opportunity to
reorient U.S. trade policy was missed..

The U.S. Chamber of Commerce has lobbied hard fst¥Mavored Trade Status for
China and for other trade deals. Their behavioniderstandable if one begins with the
assumption that the open borders policy cannohbaged. In that case, domestic
manufacturers must try to locate production fdesitoverseas, to compete with the flood
of imports coming from producers domiciled overse@pparently, the Chamber
expected that support for free trade status iruti® Congress would result in U.S. firms
being allowed to set up shop in China. That weaia hope. China thwarted U.S. firms
that wanted to exploit their cheap labor. Datdhenlocation of value added by U.S.
multinational corporations gives the detalils.

Multinational corporations with the parent compamyhe U.S. generated 3, 706 billion
of value added from all over the world in 2007 (itting the U.S.). Foreign affiliates
contributed 1,117 billion, 30% of the total. Chizantributed only 22 billion of value
added to U.S. majority owned foreign affiliatedbf. parent. Twenty-two divided by
3,706 equals .0056, less than 1%.o0f the value adgedl U.S. multinational firms
surveyed (Survey of Current Business, August, 20092). Multinational firms
headquartered in the U.S. have been able to Ipcatkiction facilities all over the world,
except in China.. Our national leaders in the Chemob Commerce are naive and
harmed the nation as a whole by their desperatefgr&some Chinese goodies that were
beyond their reach. China has played our leadersuickers.

The Japanese experience shows the important igdlvernment can play in
structuring a domestic economy to enable it to caten global trade.

“In February 1985, one U.S. dollar traded on ind¢ional markets for 260 Japanese yen;
in January 1988, a dollar was worth only 123 yérs(is consistent with the above
discussion of change in the value of the dollagrat®85). This change had effects that
reached far beyond financial markets” (Krugman @hdtfeld,International Economics,
1993, page 6). Wage rates in Japan rose to bé teqih@se paid in the United States.
The Japanese economy was able to absorb this changase of the strength of their
manufacturing sector. Japan still had a positi@de balance with the U.S. in the years
after 1988. In 1990. the combination of Investtnefirade Balance in Japan was 33.5%
of Japanese GDP, whereas the comparable U.S. nuvalet2.7% of GDP (Krugman
and Obstfeld, pages 315-316). Two countries witirely different economic structures
— one oriented to create a better future, one @ikto serving current consumers.

After 2005, the slowly declining value of the dolgadually reduced the U.S. trade
deficit. As reported previously, the share of L§8ods imports that could not be
matched with U.S. goods exports (goods trade defigas 47% in 2005, 42% in 2007
and 34% in the first 9 months of 2009 (the finahgialtdown in late 2008 combined
with change in currency value to create the low bbeirs for 2009).
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HOW DID THREE NATIONS CREATE A TRADE SURPISP - #7

Each of the three nations (Japan, China and Germaey a different route to position
their nation to achieve a trade surplus. Germary some ways the most interesting
example because they are a high income nationHge&).S. that has managed to find a
way to prosper in a world of low cost manufactunorgduction growing in Asia.

Germany does not try to compete with China. Irst&ermany competes with Japan,
the U.S. and other developed countries in supplgiaghine tools to the Asian countries
to be used to produce low cost manufacturing goddey have developed a niche in the
ability to service the need of Asian nations fgpital goods to increase industrialization
in formerly undeveloped nations. They also compegpplying all kinds of precision
manufacturing products to both developed and uddped nations. Their educational
system is designed to support this kind of an ecgnoThe cooperation between union
and management is based on the desire of all m#titeenhance the economic
development of Germany. Their taxation systermerhi@ps their most important weapon
in the competition to supply exports to the worlthey charge a tax of 19% of the Value
Added to each product sold in their economy. THocayeful bookkeeping, the
government knows and each individual firm knows whal what taxes up front. The
contribution of each business to the tax paid duevaf the sold product is rebated to
each firm, IF THE PRODUCT IS SOLD OVERSEAS. Thieates the ability to sell
products overseas for 19% less than must be charggdrmany. There was
considerable public opposition to this tax as fmstposed but the opposition was
overcome by the desire of decision makers in Geyrm@asupport exports.

Japan established an explicit “industrial policftea WW 1l to use resources available to
the Japanese government to support the growtleef staking and other heavy
industries so as to enable Japanese manufactiummgtb earn the money that will pay
for the imports Japan needed in order to beconue@essful industrialized nation. This
was an explicit rejection of the U.S. policy of &f€rade. The U.S. ignored this because
seeing Japan grow into a strong ally in Asia wasenmoportant than insisting that Japan
do everything our way. Currently, Japan has nali@ean industrial policy. Their

firms are strong enough to compete in the globaketavithout support of the
government. But they retain restrictions on impdrfiood in deference to Japanese
farmers, who might be called upon to provide foodthe population, if another WW |Ii
were to develop.

The current Chinese government came into power avitBxplicit promise to take power
away from landlords and the warlords. The cur@mnhese government controls
everything of importance in China, including thehluo industrialization, with the view
that outsiders must be prevented from gaining atdggnfrom Chinese resources. The
Chinese view of the role of the central governmerihat trade must be managed so as to
increase the long term power and wealth of Chirththa current Chinese government.

In all three nations, the national governments wWeeemajor actors managing trade to
create the conditions which led to large exports.
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PART TWO - THE SOLUTION
NEXT STEPS FOR THE U.S. #8

The U.S. can learn from these other nations butnwst not imitate them blindly.
1. The U.S. government does not possess the finaresialirces to compete with
Germany or China in subsidizing exports.
2. The U.S. prefers to rely upon private enterpriser&ate the goods and services
produced by the nation. We do not want the Fedgratrnment to pick winners
and losers among private firms.

What we must learn from other nations is that @#onal government has an important
role to play in creating the conditions under whiateign trade will benefit the nation.

The great natural advantage possessed by thed tt& attractiveness of its domestic
market. The U.S. has the wealth to purchase whateVor sale. No other nation has a
domestic market near as attractive as the U.St mhgket has attracted other nations to
adjust their production to what will sell in theSJ. Of course, the historic desire of the
U.S. leadership to open their country to foreigmé encouraged selling in the U.S.

The U.S. needs to use its ability to limit accesthe U.S. market so that other nations
will be willing to adjust their trade with the U.& a level that can be supported by U.S.
exports.

While equal trade is a good conceptual, clean-oat,ghe U.S. should not aim for equal
trade with all nations in goods (table 1 is limitecgoods or merchandise trade). The
U.S. has been able to sustain a surplus in serfocg®ars.

A good practical goal for the U.S. is to seek tuee the U.S. goods trade deficit to 23%
of U.S. goods imports. That is the level achienvethe U.S. in the period 1994 — 1997.
In that four year period, the combination of a lwade deficit and low value of the dollar
enabled the U.S. to increase employment in the faaturing sector of the economy.
The manufacturing sector was also able to provii#é 8f the corporate profits earned by
all domestic industries during those years. Tesebers may not be achievable in the
short run but they provide a good target.

The recent history of the size of the U.S. goodddrdeficit relative to goods imports
provides hope that the 23% goal is achievable.gduels trade deficit as a share of goods
imports has been declining recently (without U.@&/egnment interventions) due to
reductions in the value of the dollar and the fahcrisis that hit in 2008. The goods
trade deficit as a share of goods imports were: #72005; 42% in 2007 and 34% in the
first 9 months of 2009. Currently, the U.S. isyohl percentage points from the goal of
23% of imports not paid for with exports. (The eggtion is that the U.S. trade deficit
will increase, gradually, after 2009, when the le@sumer ceases reducing consumer
debt, if the Federal government makes no attempséats powers to reduce the trade
deficit).
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AVOIDING OBVIOUS PITFALLS - #9

The next background issue to be discussed is wdt fd do when constructing a
proposal or a program for reducing the size ofutfe. trade deficit.

This discussion should be preceded with the inféionaghat experts in this field think
that there is no way a U.S. action can reduce oadg trade deficit.

1. They think that anything the U.S. does will be mvéh instant retaliation by our

trading partners.

2. They also think that the U.S. public will never pogt what | will propose
because of the fear that the change will reducessafithe benefits they now
enjoy, such as cheap and good quality goods masisens.

3. The financial gains current trading practices pdevio some U.S. businesses are
seen as a barrier..

4. They are certain that any alternative to free tradlebe intellectually
indefensible..

5. Finally, opposition to increased government intenfee in the private sector will
prevent strong action by the Congress and the d&naisi

In order to answer the nay-Sayers, the proposedigolmust be carefully constructed.
Below is a list of options to avoid.

1. Reject secrecy and duplicity.
Nations tend to seek some advantage for themskbmsinternational trade. Many
nations think that they must disguise their motiaed their actions from their trading
partners. Informal barriers to imports have becatrleast, perhaps more important, than
formal barriers.

The U.S. is not comfortable with this practice apticity and secrecy. The solution
proposed herein will be explicit with our motivdsarly identified. Tariffs are the most
explicit and above-board way to reduce imports tamniffs will be used in this proposed
solution.

2. Reject discrimination by product.
In the past, explicit trade barriers, such asfedf subsidies, have discriminated by
individual product — steel, textiles, etc... Thedctice grew out of the wishes of domestic
industrialists and traders. Individuals and firsesight to protect their own interests by
urging the legislature to pass laws that restriatgubrts of the particular product they
had to sell.

The U.S. has no interest in protecting specific dstic producers from foreign
competition. What we want is imports balanced witih exports — to reduce our large
trade deficit. It is the total of imports relatiteethe total of exports that is the issue. So,
we must deal with all imports.
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3. Reject the “Big Bang” approach.
It would be a mistake to assume that the transftimm current practice to a more
balanced trading system can be accomplished ovgrnigme is required to unwind
existing trading relationships and establish nesdpction locations consistent with the
proposed new system.

This proposal is that restrictions on imports itite U.S. will be implemented gradually.
This can be accomplished by establishing a schedubiff rates increases over time.

It would also be a mistake to assume that the rystes will be perfect as initially
established. The Congress will retain the authdoitmodify the law as experience
accumulates.

4. Reject treating all trading partners alike.
Some of our trading partners already have a naal é@ding relationship with the U.S.
Since our aim is to achieve near equal tradindicgighips with all our trading partners,
it makes sense to exclude many nations from theitmpstrictions.

Limiting import restrictions to those nations whavie the largest trade surplus with the
U.S. will simplify administration and it will inserthat the U.S. has a number of nations
with which it can trade, if those nations who beewsubject to the restraints try to
retaliate in some fashion.

5. Reject ignoring potential problems.
We expect our trading partners that are subjexeto restrictions on imports into the
U.S. will try to find ways to avoid the restriction They may try:

a. Smuggling

b. Limiting sales to the U.S. of any goods or produlcts are essential for U.S.

survival.

c. Refusing to accept some or all exports from the U.S

d. Stop buying U.S. Treasury bonds.
The solution proposed must be designed to suppeddy response to likely retaliation
efforts.

One of the dangers to be avoided is inflationoulf trading partners who are subject to
additional tariffs are able to increase the prittheir products in the U.S., the U.S. will
have a problem with inflation.

6. Reject the assumption of a bumbling and powerlesiefal government.
Ability to establish the conditions under whichaégnports will be accepted in the
country has long been recognized as the right efyesovereign nation. The Federal
government can act reasonably and responsiblydiaceethe size of the U.S. trade deficit
if a proposed solution is thoroughly debated indbentry and a consensus developed
before the Congress is requested to act.
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HOW TO BALANCE EXPORTS AND IMPORTS #10

What law should Congress examine and debate wétiaith of moving the U.S. closer to
the goal of imports equal to exports with everyling partner?

1. Assure Competition among Domestic Producers.
Previous efforts to control the volume of imports into a nation have failed
because they imposed separate tariffs on each product imported. This
approach fails because it grants one firm or industry an advantage over other
domestic producers and by this process reduces the ability of market
competition to determine what is bought and sold ands thus firm success or
failure. The tariffs imposed on each product are also irrational. They depend
solely upon the political power of the various congressmen, each defending
the interests of his constituents.

If tariffs on all imports are equal, the import products that will be able to be
sold in the U.S. are those that are the most effective competitors for the
consumer dollar. Goods will be available in the U.S. from all over the world -
from the countries whose products can overcome tariffs; also from other
countries whose imports are not subject to tariffs. Domestic producers will
be more competitive because increased tariffs will offset the advantages
currently enjoyed by some products from those countries with which the U.S.
has a very large trade deficit.

2. Gradual Implementation.
The proposed legislation will establish a schedule of tariff increases in 4
month intervals. When the tariff rate reaches 40% (if it does) all scheduled
increases will cease. A second recommendation is that tariff rate increases
cease when the percent of goods imports not covered by exports declines to
23% (if it does).

The tariff rate will begin at 10% of the value of the goods and will increase
by 5 percentage points each 4 months. The new rate of 10% will begin 4
months after the legislation is signed into law.

If this proposal ever comes to the Congress for debate, the discussion will
extend over a period of months, perhaps years before a law is enacted.
Business firms will have plenty of time to adjust production to the new law.

3. Tariffs for only five countries.
Limiting the tariffs to only 5 countries will mean that most of the nations of
the world will escape coverage. Some nations will be able to increase
imports to the U.S. as a consequence of this change. Limiting coverage to 5
countries will ease the administrative burden.

The five countries will be chosen on the basis of which countries contributed
most to the U.S. trade deficit in the period 2004 to 2006, when our trade
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deficit problem was most severe. It happens that the sixth country is
significantly below these 5 in share of U.S. trade deficit created.

The five countries, in order, are China, Japan, Canada, Mexico and Germany.

Three of these countries are export oriented. That means they have
arranged their laws and practices internally so as to produce a trade surplus
with their trading partners.

Canada and Mexico are different. They have a large trade surplus with the
U.S. because they border the U.S. Their government does not need to

manage trade to achieve a trade surplus with the U.S. The private firms do
it for them (most of these private firms are partly owned by U.S. interests).

Regardless of the reason for the trade surplus with the U.S., it is in the
interests and power of the U.S. to use tariffs to discriminate against countries
that create most of the U.S. trade deficit. In the measured period, these five
countries were responsible for 61% of the U.S. trade deficit in goods Their
dominance only increased as the U.S. trade deficit declined in relative size in
the first 9 months of 2009. During 2009, these five countries generated

73% of the U.S. goods trade deficit. (Services are ignored because the U.S.
traditionally has a surplus in services).

The new law must include a requirement that every item (good) imported
into the U.S. will be labeled as to its country of origin — not the country from
which it was shipped. The origin country will be the last country to add more
than 25% to the value to the product (excluding shipping).

4. Limiting tariffs to manufactured goods.
Increased employment and production in manufacturing in the U.S. is the
benefit sought from this proposal. Other issues, such as oil imports, should
be handled in another conceptual framework. Manufacturing goods are the
main item exported from the U.S., accounting for 69% of all goods exported
in 2006 (Census Bureau, Foreign Trade, Data, Produce Trade, End Use,
Exports, SIC Code 6,7 and 8).

All manufacturing goods imported from all five nations will be assessed the
same tariff.

5. Estimating Outcome
We can expect implementation of this proposal to reduce imports from the
five nations, to increase the cost of the imports they sell in the U.S., to
increase imports from other nations and to increase output in the U.S. We
do not have a good way of estimating how much of each.

In the absence of a good basis for estimating, I will provide one calculation
based on stated assumptions, without any expectation that this estimate will
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be accurate. Readers are welcome to substitute better assumptions and
arrive at different conclusions.

Assume that the process continues until the tariff is 40% and that all the
imports not received from these 5 nations, due to the tariff, are replaced
either by domestic production or by imports from other nations. In addition,
we will assume that we will split the difference between each of two options.

Using the numbers from 2006 as an example, we will assume that those
goods from the 5 nations that do sell in the U.S. will have an additional cost
of 20% (half of 40% tariff). That the goods imports normally received from
the 5 nations (1,084 billion) will be cut in half (to 542 billion) and that the
542 billion not sent from the 5 nations will be replaced by 271 billion of
domestic production and 271 billion of imports from other nations. Total
imports into the U.S. will be 1,683 billion (1,954 total in 2006 minus 271).
The trade deficit will be 667 billiom(1,016 exports minus 1,683 imports).

The ratio of the trade deficit to imports will be .40. This ratio is 7 percentage
points less that the actual ratio of .47 in 2006.

The price of the 542 billion of goods imports from the five nations and sold in
the U.S. will increase by 20% (542 times .2 = 108 billion). This amount is
.008 of the 14,158 billion spent in the U.S. in 2006 on Consumption and
Investment. If the price increases in equal increments in the 7 quarters
needed to get to a rate of 40%, the price increase each quarter will be .0011
per quarter or 4 tenths of one percent each year.

This seems like a puny result from a big change in approach to trade. 1
cannot support the proposition that the above calculations are reasonable.
Whatever the results, a change in U.S. law will send a message that the U.S.
no longer accepts a large trade deficit and that we are willing to change U.S.
import laws in order to move toward equal trade.

If this proposed law is enacted and implemented, it will supersede and make
void all current U.S. treaties and trade agreements with other nations that
are contrary to the new law, including membership in the World Trade
Organization
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PART THREE - DISCUSSION AND JUSTIFICATION
PREPARATIONS FOR DEFENSE - #11

None of the five nations are expected to be pleased with the proposed law.
How they will react is not known. The U.S. must be prepared to live with
whatever actions other nations take

a. Smuggling.
Smuggling will be attempted by individuals and groups other than national
governments. As the tariff increases, the potential gains from smuggling
increases. The inability of the U.S. to prevent drugs from entering the U.S. is
an indication that smuggling could become a serious issue.

Drug smuggling is aided by the small size - large value characteristic of
drugs. Some imports are similar to drugs, but most are larger and less
valuable per weight.

The U.S. must be prepared to spend more money on interdiction, as the size
of the tariff increases. Fortunately, the tariffs collected by this law will
greatly exceed any sum that can usefully be used against smugglers.

b. Refuse to send scarce and necessary imports to the U.S.
If the law is passed, the agency of the U.S. government must be assigned
the duty to stockpile material essential to the survival of the U.S. and to
establish relationships with exporter nations other than these 5 to ensure a
continuous supply of essential imports.

c. Refuse to send any imports to the U.S.
This would be an outcome to be hoped for. This would leave a big hole for
U.S. producers and producers in other nations to fill. The expansion of
production facilities around the world that exists at the present says that the
hole would be easily filled.

d. Refuse to accept any exports from the U.S.
This would be a more serious matter. The U.S. must prepare to survive if
this option is embraced.

In 2008, 32% of U.S. exports went to our neighbors on the north and south
- Canada and Mexico. The response of the governments of these two
countries is crucial to the success of this proposal. If they can be persuaded
to continue to accept exports from the U.S., without any added restrictions,
other nations will not be able to use this threat to force Congress to retreat.
In 2008, 54% of U.S. exports went to countries other than the five who will
be discriminated against. If we can continue to export to all these countries
and to Canada and Mexico, 86% of U.S. exports will continue
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In 2008, 5.5% of our exports went to China and 5.2% went to Japan.
Together, they account for around 11% of our exports, 24% of our imports
and 45% of our trade deficit. These two countries have been the major
beneficiaries of the current trading system. How they will respond to this
initiative is impossible to predict. Whatever they do, the U.S. must be
prepared to live with the consequences and/or to counter with whatever
response seems appropriate.

e. Stop buying U.S. Treasury bonds.
If China stopped buying U.S. Treasury bonds, the interest paid by the U.S. to
sell the bonds is likely to increase. The consequences of this increase are not
as easy to predict as many commentators assume. How much the interest
level will increase is not known. New buyers will move in as the interest rate
goes up. The Net Worth of U.S. resident is clearly large enough to buy all
the bonds the Treasury wishes to sell. Higher interest rates on Treasury
bonds may or may not lead to higher interest rates on corporate bonds.
Higher interest rate on corporate bonds will set a higher standard for
expected return on investment, unless banks fill in the gap and reclaim their
role as the providers of funds for investment. Higher interest rates paid on
Treasuries and corporate bonds will lead to greater income for those retired
citizens living on fixed income securities.

The Federal Reserve Board and the Treasury Department have demonstrated
an amazing capacity to deal with liquidity problems in the banking industry.
Whatever the consequences of less Treasury purchases by China, the U.S.
government will take whatever actions are necessary to prevent higher
Treasury interest rates from derailing the U.S. economy.

f. Possible inflation in the U.S.
The new law should contain a provision providing the U.S. Federal Reserve
Board with the power to delay indefinitely any scheduled increase in tariff
rates when that Board believes that an increase in the rate at this time would
lead to an unacceptable level of inflation in the U.S. This stay will be
removed only when the Board believes that the inflation threat no longer
exists.

g. World public opinion.
This proposal is different from the usual protectionist action in that it is based
on a good motive - to restore the world trading system to a more
sustainable exchange with fewer deficits and less surpluses. It will not
punish any nation in that equal trade will continue to allow export oriented
nations to continue to increase the size of their domestic economy by
engaging in trade.

Balanced trade is widely advocated. Which nation will oppose moving the
world trading system toward balance?

W. Raymond Mills Page 26 2/7/2010



THE FUTURE - #12

Will this proposal die quickly or will it gain traction? No one knows. At the
moment it has no well regarded sponsors or defenders. It does need to be
tested by argumentation and public debate.

If it does gain traction and become the law of the land, the law will be
modified as experience accumulates. Events as they unfold after the law is
passed and the will of the Congress will determine when and how the
proposed law will be modified. Congress will be able to change this law any
time it wishes. Mexico and Canada may be removed from the proscribed list
rather quickly, if a significant proportion of U.S. plants now operating in
those two countries return to the U.S. Other countries can be added to the
list, if their trade surplus with the U.S. becomes a problem.

Change in the law must be carefully considered. For the law to achieve its
purpose (increasing the number of good jobs in the U.S.) the restrictions
must not be reduced. Firms must believe that these restrictions will stay in
place for the foreseeable future — or until the targeted nations change their
behavior.

Congress may wish to reconsider the criteria for choice of a nation to be
subject to the tariff, after a few years. The criterion used herein is sheer size
of the trade surplus a nation has with the U.S. An alternative criterion is the
share of imports not matched with exports from the U.S. (percent of imports
from each nation classified as U.S. trade deficit). This criterion abstracts
from the size of the nation and focuses on the ability of the nation to accept
exports from the U.S. relative to the imports they sell to the U.S. The U.S.
will have plenty of time to examine this issue. Some formula combining the
two criteria may be devised.

This law is intended not only to decrease the U.S. trade deficit with 5
countries; it is intended to send a message to all nations. Access to the U.S.
market can no longer be created by treaty or agreement with administrative
authorities. Access to the U.S. market will depend upon the behavior of our
trading partners. No nation should expect to duplicate the recent
experiences of Japan, China or Germany.

If the proposed law is passed, every national trading partner should aim to
avoid excessive surplus with the U.S. so as to avoid the tariffs.

The smaller the U.S. trade deficit, the more stable the world trading system
and the better the contribution of trade to the size of the U.S. economy.
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THE UNITED STATES CAN MOVE TOWARD EQUAL TRADE - #13

From one perspective, reforming foreign trade should be easier than some
other pressing problems (such as health care, federal debt or the financial
sector) because reforming foreign trade disturbs fewer domestic pocket book
interests.

There are however, intellectual issues blocking reform of foreign trade.
Generations of economists have been taught, and continue to believe, that
classical protectionism (discrimination by individual products) is the only
alternative to free trade. Thus they support free trade because of the lack of
a viable alternative.

This proposal for reducing the size of the U.S. trade deficit is the previously
unavailable good alternative.

Because of their traditions, economists are expected to greet this invasion of
their turf with suspicion and initial hostility, but they are rational people and
this is a rational proposal, which should ultimately pass muster.

Equal trade is proposed as a goal to be substituted for the current goal of
free trade. A new tariff regime is proposed, beginning at 10% of the value of
the imported product, to begin 4 months after the law is passed and
increasing by 5 percentage points each 4 months thereafter until a set goal is
reached. These tariffs will apply only to goods manufactured in the countries
of China, Japan, Canada, Mexico and Germany.

The U.S. created this unbalanced world trading situation by accepting more
imports than our exports. It is up to the U.S. to correct the situation. The
responsibility of the U.S. to correct its own problem was stated to Obama by
the premier of China in their recent discussion of unbalanced trade. Here is
your response to China, Mr. President.

This proposal has a rationale — equal trade promises a more stable and
longer lasting global trading system and it guarantees that all participating
nations will benefit from trade. Those countries that can reduce their trade
deficit most will benefit the most but all will benefit from equal trade. Equal
trade will insure that current trade surplus countries will continue to benefit
from participation in trade.

Care has been taken to alleviate the most likely fears and potential
objections.

1. The adjustment proposed is radical conceptually (quite different from
present practice) but the change proposed is marginal. Imports will
continue to arrive in the U.S. as before - hopefully, at a gradually
decreasing rate.
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2. The U.S. government will set the conditions under which imports enter
the U.S. Private sector competition will determine what goods are
sold.

3. Consumers who might fear price increases will be reassured by the
role assigned to the Federal Reserve Board - to delay tariff increases
when inflation threatens. Also, a continued supply of imports into the
U.S. will be assured because most trading partners will face no
increase in tariffs. Competition between importers and U.S. producers
will persist and will hold down price increases

4. Possible retaliation by affected nations has been discouraged by
excluding most nations from the tariffs, by recognizing that Mexico
and Canada are essential allies, by beginning slowly, allowing the
affected nations time to adjust and by providing a sensible rationale
for the proposed change.

5. Firms with sunk investments in any of the 5 countries will be given
months, perhaps years, to adjust their production locations to the new
realities. If the time between tariff increases is too short (now 4
months), the time can be extended. A balance will be sought between
concern for sunk investments and desire to get the benefits of better
trade as soon as possible.

6. Elimination of tariffs applied separately to each individual product has
removed a major objection to tariffs - namely, the argument that the
use of tariffs will open the door to Congressional log-rolling to benefit
their district.

7. Economists can continue to recognize and assert that free trade is an
ideal that would maximize trade benefits to the world, if it could be
implemented. However, they will be asked to agree that the ideal has
proved to be a failure as a guide to any nation’s trade policy in the real
world of competition among nations. Without 100% compliance
among all trading partners or manufacturing dominance, adherence to
the free trade ideal prevents a nation from gaining significant benefits
from foreign trade. This proposal claims to be based on current
realities. Economists will be asked to evaluate this proposal solely in
terms of its likely consequences.

8. The five trading partners selected for imposition of tariffs were chosen
by statistical analysis. Our deficit creating trading partners have been
treated with respect. They have earned respect. They have
succeeded in a competitive environment by taking advantage of the
opportunities presented to them, as each leader of a nation should do.
The hope is that they will recognize that world trade will become
sustainable by reducing the size of trade deficits. And that reduction
of trade deficits depends upon reduction of trade surpluses.

The fact that the size of the goods trade deficit relative to goods imports has
decreased by 13 percentage points in the last 4 years argues that
achievement of an additional improvement of 11 percentage points is
possible.
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. ME AND MY TEXTBOOK - #14

More than a decade ago, | acquired the 1994 vediithe classic textbook on trade
titled “International Economicsby Paul Krugman and Maurice Obstfeld. This book
provided the basis for understanding both inteomatli trade and what was taught to
undergraduates about international trade. | watttéebrn what the economics
profession has to say about the U.S. trade deficit.

| was encouraged to encounter, on page 2, a dmantiisg the spread between imports
and exports that developed in the U.S. after 1983 this sentence: “Since 1980, the
gap between imports and exports has been one afidbeheated issues of U.S.
economic controversy”.

This sentence was all this textbook had to say theuU.S. trade deficit. Trade deficit
is listed in the Index but only one page is refeegh the page which includes this
sentence. What kind of a textbook is this, thidreeto an issue as “one of the most
heated” economic controversies then has no mosayt@n the subject? There are
glancing references to this issue but not enouglopged discussion to qualify for a
page reference in the Index.

| found myself at odds with this book througho&br me, the central question is a
normative one — what should governments do abaaigo trade? Should they try to
increase the volume of world trade? Should theyceantrate on managing trade so as to
get the most benefit for their country from wonldde? Or should they take no stand on
world trade as it affects their nation — be a hydéa, ignore what trade is doing to their
country and their economy? This is the practicedsgion | thought should be central to
the textbook.

Apparently, the economic profession does not fagsisuction of students on heated
controversies or on practical guidance for govemisibut instead provides instruction in
models, ways of looking at trade, that providettheds students need to be able to think
like an economists.

But | had no interest in a career as an economistsnted to know what should be done
about an obvious serious pressing problem.

The central question for me, trying to use the sdeahe textbook, was what do the
models provided tell me about the U.S. trade d&fidihe answer is very little. None of
the models assume that trade will be unbalancéay @ll assume equal trade.

The instruction focused on two abstractions — sppptl demand curves. The instruction
showed the various use and conclusions that calnaven from supply and demand
curves. But the connection between reality anddlggaphs remained uncertain. There
must not be a simple way to know exactly how supylgt demand curves should look to
represent different conditions in the real world.
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I learn, from another source that: “Demand angbugelations in a market can be
statistically estimated from price, quantity, atldeydatawith sufficient information in
the model. This can be done wgimultaneous-equatiomethods of estimatian
econometricsSuch methods allow solving for the model-relevaiructural
coefficients,"” the estimated algebraic counterpairthe theory”. But this text did not
solve the problem of how to translate the knowleglg@ed form econometric models to
tell us what the slope of these curves should spatific situations.

My skepticism about theusefullness of these modaksreinforced when the discussion
turned to the important issue of the gains frorddraxperineced by nations. This book
said that the welfare effect of trade on a natiepashds upon the price of exports divided
by the price of imports. | could not get a cleaswer as to whether this is unit price that
is being measured or price times quantity. | irdérthat this is unit price, not price
multiplied by the number of units. If this infenis correct, this is a mistake. The
welfare effects of trade are the total costs ofoetgominus the total cost of imports, our
familiar trade balance which is a trade deficit whiee balance is negative. Price per unit
is of minor importance. If terms of trade gains anémportant, the welfare gains
argument based on unit price is undermined.

This focus on unit price enables the authors tovsthat the declines in price for the U.S.
between 1967 and 1991 have been negligible; theréiie U.S. has not suffered from
recent trade. The conclusion does not follow ftbmdata.

The model developed in Chapter 5, The Standardifigddodel was a disappointment
because it did not deal with a world in which tralédicit and trade surplus are important.
Instead, it talked as if the gap between importsexports can be ignored when
discussing the welfare effect of trade.

The lines drawn on a chart to represent changede pgue to change in supply and
demand are purely hypothetical. No evidence isgrted that the lines as drawn
represent reality. A chart of this type shows to#driff is undesirable because it raises
the price in the country imposing the tariff proghgedistortion in both production and
consumption. Distortion from what? How do we knibzat the existing price does not
itself produce distortions from a perfect free gahvironment? Aeductio-ad-
absurdumargument would say that this chart shows thatrangtless than perfection
(free trade as idealized — all countries openimgy thorders to all imports) is less than
perfect. Deviation from an idealized state thained be realized (for reasons discussed
in Chapter 2) is irrelevant to me.

My version of a proper cost-benefit analysis ofieravould begin with the consumer
faced with a choice between two objects — say fargxample. The foreign made car
costs 10% more than the domestic product but thewuner would be willing to pay 20%
more for the foreign made car — he thinks it ig thach better than the domestic car.
The domestic consumer gets a 10% gain in conswmglus by purchasing the foreign
car. The domestic produced car that is not saldees domestic GDP by the sale price
of the domestic car. Whatever number is assignéidet consumer surplus, it cannot be
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but a fraction of the total cost of the domestic dathe loss of domestic production, in
dollars, can be compared with the consumer surpiwgllars, it is clear that the U.S.
economy loses more than the consumer gains wheforign car is sold in the U.S.

This does not justify raising tariff on foreign antobiles. Tariffs on individual products
are counter productive. It does show that thebteot cost-benefit analysis, which
ignores the effect of consumer choice on domestidyxtion, is short sighted.

The only alternative to free trade, in this tegtprotectionism. “If the gains from trade is
the most important theoretical concept in intewral economics, the seemingly eternal
battle between free trade and protection is itstamygortant policy theme”.
Protectionism is not defined in this book, so faut aan tell. The subsequent discussion
is all about protectionism as it has existed his&br tariffs or restraint on imports
imposed on each good separately. Protectionisnmsndiacrimination by product, if we
limit the definition to what is discussed in thext

This limitation ignores the possibility of discringtion by some other category. Warren
Buffett proposed use of import certificates to ra&stimports into the U.S. The value of
the import certificates would be limited to thewlof exports from the U.S. It is clear
that this proposal is not protectionism as disadisse¢his text because it does not
discriminate by product.

My proposal in this text — to impose tariffs by otny rather than product — is another
option that does not rely upon discrimination bgdrct.

The authors are not interested in discussing a@tiees to free trade. They want to use
the failure of classical protectionism to bolstez tase for free trade. Their ploy will not
sell. Other alternatives to free trade can be inexbthat are not classical protectionism.

My textbook did not take the trade deficit serigquslontrary to the statement in the
introduction. The trade deficit is not discussedhie initial section which focuses on
exports and imports. The trade deficit issue fered to the financial section and is
discussed in terms of the Current Account balafbat placement of the issue avoids the
confrontation with the issues raised in this docuiméNot all issues can be avoided. The
last two sentences in the Balance of Payments ehape as follows: “Unfortunately for
the United States, most of its foreign borrowingiothe 1980s financed government
budget deficits rather than investment, as we satlve last Case Study. Future
generations of U.S. citizens therefore will faceal burden in repaying the resulting
foreign debt”.

This statement should (in my mind) have been fadldwith a recognition that trade
deficits are dangerous for the U.S. in the curomcumstance and should be avoided.
Instead, we find a discussion of what nations tendb rather than what they should do.
That neutralizes the issue. Perhaps | expeahtoth from a textbook.
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The flow of funds from the U.S. to other nationgsloesult in resources owned by
foreigners which have been used to acquire muchTseasury debt. The funds were
made available by a trade deficit. But they caowdtlhave been used to purchase
Treasury debt had the U.S. government been conistudiving with a balanced budget.
Trade provided the means. U.S. Treasury provideapportunity. Freedom to use the
acquired dollars as they see fit allowed foreigtioms to stockpile U.S. financial assets
in their Reserve Funds. These assets allowed @hipay for a large stimulus package
that built need infrastructure. It also allows @hto control the exchange value of their
currency, insuring continued trade surplus for @hin

The hidden harm that a trade deficit does to anstréhlized nation is elimination of

some of the productive capacity in the manufactusector. This harm is more

important than the financial bind. If the U.S. pesses productive capacity to enable it to
sell products in the international market, theficial loss can be replaced. Without a
growing ability to export, the U.S. economy wiliMeagreat difficulty repaying debts.

This textbook ignored this reality.

In summary, my textbook focuses on models whichdealized versions of reality. The
discussion that follows the presentation confroidsquestion of the utility of the models
by showing how and when they are applicable toweald situations, sometimes. But
this discussion is missing when the all importaste of the welfare effect of trade are
discussed or when cost-benefit is discussed. BEv@m the utility question is admitted,
the discussion is uneven — sometimes convincirignafot. This textbook failed my test.
It did not provide a clear understanding of why th&. has a trade deficit, what are the
consequences of a trade deficit and what couldbbe tb move toward a more desirable
state of affairs.

I hope more modern textbooks will avoid some okéhproblems. The data for this
version ended around 1991 — the year when thettdde deficit in goods hit bottom.
The 1991 data did not show that the trade defia# @ problem, at that time. Timing is a
mitigating factor. Whatever the reason, this tertbdid not deal adequately with the
U.S. trade deficit.

My preference would be to have a textbook begithizsessay began — with a discussion
of Gross Domestic Product and the role that trdagsgn creating Gross Domestic
Product. Trade is a macroeconomic level evene dibcussion should concentrate on
nations productive output first so as to understahdt trade does to expand domestic
production.
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ME AND ADAM SMITH - #15

Adam Smith established the importance of marketseating wealth in a nation, in
motivating entrepreneurs, in allocating use of seaiesources, in assisting the
development of specialization of productive aciibst

Because trade expands the size of the marketahdte served by one firm or one
factory, trade increases wealth by increasing sgization. Specialization is one way to
increase productivity per man hour.

Everything Smith says about trade and marketsasrate, so long as the trade is within
one nation. Internal trade played a major rolagsisting the growth of the U.S.
economy in our “Golden Era” from 1876 to 1919.ehnial improvements created
railroads and highways to bring farm produce tokagrto transport new machinery to
the farms. Productivity exploded in the U.S. du@éw inventions, the use of machinery
on farms, immigration of foreign labor, the movernef the labor force from agriculture
to industry and the high quality of the unexploitad materials in the U.S. So long as
the trade and specialization occurs within one tguall the productivity gains of the
entire system stays within one country. When wesHareign trade, each nation gains in
terms of what part of the system they supply aedptfoductivity per man hour created in
that country. Supplying raw materials for manufiaicty in another country is always
less productive per man hour than the manufactymogess which transforms raw
materials into a more valuable product.

Smith said one good thing about foreign trade +itheas not necessary to achieve a
trade surplus in order to benefit from trade (gopsition supported by Table One in
Chapter One of this essay). But he made a mistales the he provided arguments to
support the proposition that a trade deficit ismass and should be ignored. These
arguments are unpersuasive. Their quality is shioymie fact that they are not repeated
by modern defenders of Free Trade.

The first 2 chapters of this essay provides eviddhat a trade deficit reduces both the
financial assets in a nation and the size of Gmsestic Product below what would be
achieved with equal trade.

The logical next step after showing that equaléradl allow a nation to profit from
trade and to expand their Gross Domestic Prodactrade, is to argue that equal trade is
the desirable trade policy goal for each natiorabee it prevents the beggar-thy-
neighbor strategy.. Smith rejected that optiothirik | know why. He was consumed
by the loss of productivity in both England andrié@because both nations were quick
to impose import restrictions on whatever produrcirdluential factory owner or broker
argued was being discriminated against by the otagon. He believed that the goal of
equal trade would not eliminate this tit-for-tatian, given the history of conflict
between France and England. The audacious gealeo§ nation opening its door to
imports from everywhere cut off all possibilitiesusing legislation to restrict imports of
any products.
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Besides which, free trade, if enacted by all natjavould elevate the productivity level
of each nation that participated in the tradingesys He ignored the fact that free trade
opens the possibility of trade surpluses and tdadieits — | think because he knew that
England was in a position to create trade surpluses

Smith railed against “Mercantilism”. The part a§ largument that was correct was that a
trade surplus is not necessary to benefit frometaatt that piling up wealth in a nation
due to a trade surplus is not needed to benefit frade. He was wrong in so far as he
implied that a trade surplus would not benefit aama(l am not sure he went this far. If
he did, he was wrong).

Smith used a logical fallacy to sell his visionFoée Trade. “All commerce that is

carried on betwixt two countries must necessa@yabvantageous to both” and therefore
“all duties, customs, and excise [on imports] sbdag abolished, and free commerce and
liberty of exchange should be allowed with all oa”. Another famous quote is “What
is prudence in the conduct of every family can eds folly in that of a great nation”.

What is true for an individual member of a natiemot necessarily true for the nation as
a whole. To assume to the contrary, as Smith dees)led the Fallacy of Composition.
Many instances exist where an action will benef# snember of a group but will harm
the group as a whole. Running for the exit in@ted theater when a fire breaks out is
an off cited example. | used the example of aividdal in the U.S. purchasing a
foreign car because this purchase increases hsupwer surplus but it has the effect of
reducing the Gross Domestic Product of the U.Shbysize of the value of the non-sold
U.S. competitor car.

Foreign trade is normally carried on between pevams and individuals living in
different nations. It is correct to assume thadlérwould not exist unless both parties to
the trade expected to benefit from the transact®uat individual benefits do not always
translate into group benefits. These individuahgactions have implications for the
wealth and size of the Gross Domestic Product ofi @ation. A trade deficit is not a
characteristic of an individual trade. A tradeidéfs a characteristic of a group of trades
summarized. Trade deficits should be examinedrimg of their impact on the nation as
a whole.

The present consumer is reduced to a non-factarsecondary factor in this discussion.
However, correcting a trade deficit has long teenddits for future consumers. This
perspective says that the well being of future comer's (since they are more numerous)
takes precedence over the preferences of currestioters. The marginal impact on
current consumers is less corrosive than the lengg enfeebling of the U.S.
manufacturing sector.

To repeat a previous point, Free Trade served Bdgieell when it was the dominant

manufacturing nation. Free Trade served the Ue.when the U.S. was the dominant
manufacturing nation and trade was a useful weagamst communist expansion.
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CASTING A WIDER LOOP - #16

At the end of the year 2009, the U.S. was in tleegss of deciding what political
philosophy will succeed the assumptions of the Redfya. Reagan was elected on a
promise to roll back taxes, to increase militargrsging, to balance the budget and
reduce excessive activism at home of the DemodPatity. His one-liners were effective
—“I'm from the government and | am here to help'y@and “If they don't have it they
won't spend it”. After in office, his actions shied that he was willing to use the power
of the Federal government overseas but not at hdteesucceeded in reducing taxes and
increasing military spending. He failed to balatfue budget or to reduce the size of the
federal government. The details of the struggtkfaiure to reduce the size of
government is described in the tell-all book by @&stockman, the man in his first
administration charged with reigning in excessiogegnmental actions. The title of the
Stockman book summarizes the contents: “The TriuofgPolitics”.

Other failures of his policy occurred long afterlat office. The collapse of the U.S.
financial system in 2008 showed that governmemiglilation of the financial system is
necessary. The inability of the U.S. military ttnquer and control Vietnam and Iraq
made the point that the U.S. military cannot impiesevill on foreign nations.

What to do next? Despite setbacks, the fundamessaimptions of the Reagan era
remain in the minds of many, even after deficiemere exposed. The U.S. is still
attempting to gain military control of Afghanistafhere has been no official rejection
of the long standing policy of creating and maintaimilitary establishment strong
enough to protect foreign allies from invasion Iblyes nations. The Bush policy of
trying to eliminate breeding grounds for terrorisgdls in other nations has not been
rejected.

Obama was elected on a program of not continuirly the status quo. He has not
fulfill his promise, up to now.. Obama and his adstration appear destined to provide
this country with Reagan-Lite (modify the status glightly).

When Obama runs for a second term, he will haveppertunity to run on a platform of
rejection of the Reagan consensus, if he has tive n@ do so. Only by campaigning for
a specific proposal will he be able to lead thentguto a strong new beginning.

1. Should the U.S. continue to maintain a protectivigany umbrella to
protect the sovereign of national allies? Obanwakhsay No — and
explain and defend his decision.

2. Should the U.S. budget be dominated by militarynsipgg? Obama
should say NO — and explain and defend his decision

3. Should the U.S. government guarantee all contextered into by all
financial institutions in the U.S.? Obama showg s80. And he
should task his subordinates to develop, withinniset year, a way to
isolate regulated financial firms from non-reguthfmancial firms.
Those financial institutions that provide safe atm of financial assets
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and who fund expenditures of non-financial firmsl aitizen deserve
Federal protection and regulation. Those finarfaials who wish to
engage in gambling should be allowed to do themngth but with
someone’s money who wants to gamble. New, toeghlations are
required for financial institutions who wish to &&pported by U.S.
taxpayers. Gambling oriented financial institusahould be allowed
to exist outside the governmental system.

4. Should the Federal Government adopt some formrgfl&iPayer
health care system, modeled after the best proesdiaveloped in
foreign countries, that is most in accord with th&. citizens
preference to allow wealth to ration access tocgcegsources?
Obama should say Yes — and provide an explanafidreanerits of
the single payer system and the modification nedaletthe U.S.
which creates a two-tier system — one for those gdroafford to and
wish to pay extra for extra care — and anothetHfose who must be
satisfied with the system that can be supporten taxes. This single
payer system will not provide governmental supparhealth care
insurance. The legal system must be overhauleectmnize that
doctors are human rather than omniscient.

Before he runs for a second terms, Obama mustgea/demonstration for the public of
the ability of his administration to take chargesofne domestic problem and to provide
an effective solution. The shortage of good jobthe manufacturing industries is the
problem he should tackle. The solution to thabfem is to change U.S trade policy — to
abandon the goal of free trade and embrace theofegjual trade. The intellectual
rationale for such a shift is provided in this do@nt. The new law that will implement
this new policy is described in this document (Gbaaf0)..
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CONCLUSIONS - #17

This paper advocates that a 50 year old tradition be reversed. I do not take
this position lightly or without research. I hope this conclusion will be
critiqued and evaluated by others.

For 50 years, the U.S. has led the other nations of the world on a quest to
reduce barriers to trade. That tradition should be reversed. Today’s world
requires that nations experiencing a persistent trade deficit should take steps
to reduce the volume of imports into their country.

A new perspective for viewing international trade, focusing upon the effect of
trade on Gross Domestic Product, leads to the conclusion that all nations
should seek equal trade rather than free trade. The main findings from the
focus on GDP is presented below.

Table One, page 6 of this document, showed that the U.S. goods trade deficit
in 2006 reduced Gross Domestic Product for the nation by 6.7% from the
level of GDP that would have existed if exports and imports had been equal.
The size of the goods trade deficit for the year 2006 is listed as 861 billion
(6.4% of GDP) in the latest GDP figures reported by BEA (U.S. Bureau of
Economic Analysis). Table 1.10 in the GDP series shows that the income
earned by creating GDP [Gross Domestic Income] in 2006 went to two main
recipients: [Compensation of employees] and [Net operating surplus]. Six
point four percent of each of these detailed numbers is 478 billion for
compensation of employees and 227 billion for Net operation surplus. The
inference is that the 6.4% deviation from equal trade cost the U.S. economy
a total of 705 billion not paid in either compensation or profits. These
numbers are accurate but the zero percent goods trade deficit is considered
to be unattainable and unnecessary. Cutting the goods trade deficit in half is
a reasonable goal. Half of 705 billion is 352 billion in additional
compensation and profit available to U.S. citizens and business firms if the
U.S. trade deficit had been half of its actual level in 2006.

This discussion assumes that expenditures by consumers and business firms
would have been the same without the trade deficit. This assumes that
people make choices among the products available to them and that removal
of the most desirable products does not reduce consumption of the most
desirable products still available.

I consider these numbers as irrefutable evidence that the goods trade deficit
in 2006 created a measurable reduction in employee compensation and
profits compared to what would have existed if the goods trade deficit had
been half its real level. In addition, the actual goods trade deficit of 861
billion required 861 billion of dollars or other financial asset to be sent
overseas. These are measurable consequences. A very important
immeasurable consequence is the loss of the knowledge, skills, tools,
building, and organization expertise when fewer goods are produced in the
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U.S. Each additional increment of a trade deficit reduces the capacity of the
U.S. to compete in future trade contests with other nations.

On the other side of the ledger, each dollar of the 1.9 trillion dollars of
imports purchased in the U.S. in 2006 provides some degree of consumer
surplus to the purchaser (consumer surplus is the difference between what a
purchaser would be willing to pay for an item minus the amount actually
paid)(this number is imagined, a guess). If the consumer surplus amount to
10% of the purchase price, on average, the consumer surplus due to 1.9
trillion of imports would have been 190 billion in 2006 - a number that is
close to the 325 billion gains if the goods trade deficit is cut in half. No one
knows the proper estimate of the size of the consumer surplus.

I am willing to assume that the consumer surplus eliminated by reducing the
trade deficit in half may be somewhere close to the gain of Gross Domestic
Product. In that case, the welfare of current consumers is pitted against the
welfare of future citizens of the U.S. My judgment is that all rational minded
citizens who are concerned for the future of the U.S. economy would vote in
favor of reducing the U.S. trade deficit. The loss to current consumers,
spread over all consumers and all imported products, can easily be absorbed
by current consumers, but the loss of wealth and jobs and future production
capacity more than outweighs the gain experienced by current consumers.

In addition, consumer surplus is a theoretical number, not a real one. It
represents the feeling of satisfaction one has when a purchase is a bargain.
Since it is subjective, it is possible that consumer surplus accompanies every
purchase. The purchase would not have been made absence a feeling of
satisfaction. The feeling is real but it may not be controlled by anything in
the external environment. It is not clear that the consumer surplus for the
purchases in the U.S. will be any less after 542 billion of products formerly
supplied by the 5 surplus nations is instead supplied half by other importers
and half by domestic production in the U.S. The consumer decides what he
is willing to purchase and how much more he would be willing to pay when
contemplating the options before him. The subjective judgment that a
bargain is purchased may be the same in any external reality. In short, I
would hope that no one will decide against reducing the trade deficit for fear
that some subjective satisfaction that may be lost is equal to the easily
quantified harm a trade deficit does to a nation’s economy.

Preliminary data for the year 2009 from the Bureau of Economic analysis
reports a goods trade deficit of 535 billion, 3.8% of GDP (59% of the 2006
number) and a ratio of the trade deficit to imports, for goods, of 40%
(compared with 46% experienced in 2006). Forty percent is still 17
percentage points above the 23% goal suggested previously in this paper.
The change for 2009 is almost all due to a reduction in imports, which I
advocate. However, in this case, the reduction in imports is due to the
recession which has produced a loss of confidence in the future on the part of
both private consumers and business firms in the U.S.
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My proposal is for a federal law aimed at forcing down imports, regardless of
consumer and business confidence. I want a law today that will prevent a
resumption of a large trade deficit as has happened every time in the past
when the U.S. recovers from a recession.

The solution proposed, in Chapter 10, is valuable because:

1.

It focuses directly on the size of the trade deficit. The most efficient
way to reduce the trade deficit is to act against the nations that are
creating the problem.

. By excluding all nations except 5, continued trade with the rest of the

world is assured.

By including China in with 4 other nations, we are not directly
attacking China alone - a necessary condition, in my opinion.

The change each year will be small, thus easily accommodated, but
the ultimate result will be very helpful to the growth of the U.S.
economy.

Acceptance by the Congress is helped by the specificity of the
proposal. There is no need to negotiate about the details. No interest
group, no part of the nation, can gain by modifying the timing, the
size of the tariff, or other details.

. It is a data based proposal. Good neighbors, like Canada and Mexico,

are treated the same as the other 3 countries.

. Competition among producers is preserved, as is consumer

sovereignty. This solution respects American traditions and
preferences

The government is not forced to pick winners and losers among
domestic producers.

This proposal does not cost the government. Instead, it adds revenue
to the Federal coffers.

10. Likely objections to this proposal have been anticipated and

countered in the discussion in the previous pages.

THE END

W. Raymond Mills Page 40 2/7/2010



W. Raymond Mills Page 41 2/7/2010



