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Nature of the Deficit Problem

® After several years of running budget deficits that approach
the $200 billion mark, some people seem to be getting complacent
about the problem. Since the economy has continued to do well,
with low inflation and strong growth, why worry about the
deficit?

® The answer is that everything we have achieved for the
economy in the last several years is put at risk unless we deal
with the deficit. And part of the problem is that the public
can't get very excited about the deficit dilemma. It seems we
need to have a crisis on our hands, or some kind of visible
faltering in the economy, to convince people of the urgency of
reducing the budget deficit.

The Real Point

© We have heard a lot of campaign rhetoric about who or what
caused the deficit. That is beside the point: everyone is to
blame, because all of us together have put more demands on the
government than we are willing to finance through taxes. Unless
we lower some of our expectations for government involvement--
meaning reduced Federal spending--deficits will persist.

° Sustained deficits in the $200 billion range are a real
threat to continued recovery. Unless deficits decline we will
either have to absorb Federal borrowing with higher inflation, or
accept slow growth and rising unemployment as the Federal
government absorbs the bulk of available credit. Without
assurance that inflation will remain under control and credit
available at acceptable rates of interest, business will not
expand through new investment, and jobs will not be available for

our sons and daughters when they are ready to enter the
workforce.

Risks Ahead

@ Time is of the essence, because we are at the point where
economic expansion will either continue, competing against heavy
Treasury borrowing, or the recovery will slow and possibly slip
into recession. In either event the deficit problem will
compound itself: each year that we add $200 billion in new
Federal debt adds about $15 billion to the next year's interest
costs. The exploding cost of servicing the Federal debt will
make controlling spending that much more difficult each year.

What Needs To Be Done

® We have to set realistic goals for dealing with the deficit,
and we have to agree at the outset that the sacred cow is a thing
of the past: "everything in the budget has to be on the table,
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and everything has to be scrutinized for possible cost-savings.
It is not acceptable to say that we have done all we can to
reduce Federal spending when the budget represents 25% of the
gross national product.

Freeze Option

) A lot of people think that 1985 may be the year of the budget
freeze, and there is a lot of interest in Congress in the
possibility of an across-the-board freeze on spending for a year
or two, until we get our fiscal house in order. For example, a
l-year spending freeze, allowing for 5% real growth in defense,
could save $150 billion over 3 years. That would be a major step

toward establishing a clear downward trend in the size of the
deficit.

Attack Spending First

[ Spending must remain our first line of attack in reducing the
deficit. Spending must be financed by either taxes or borrowing,
and either method of finance takes resources away from the
private sector and limits our economic potential. At the same
time, the revenue option may have to play a role, as President
Reagan puts it, as "a last resort". The deficit problem is so
large that no option can realistically be ruled out.

All Aboard

© Whatever approach we choose, everyone is going to have to
share in the effort to close the deficit gap. We want a strong
economy with stable prices, rising productivity, more jobs and
more challenging, future-oriented jobs. We are on the verge of
achieving that goal, thanks to President Reagan, and we will
achieve it if we build public support for deficit reduction.
People will accept a limited, short-term sacrifice for the cause
of fiscal restraint if they understand that it is the best
investment they can possibly make for their own, and their
families', economic future. That is what is at stake in the
deficit debate, and that is why I am confident we will join
together in a bipartisan effort to do the job.
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International Trade

Talking Points

e One of the significant accomplishments of the 98th
Congress was the passage of the Trade and Tariff Act of
1984 (TTA).

e The significance of the TTA lies in what it omits as
much as what it includes.

e After all the talk about domestic content legislation,
steel, shoe and copper quotas, trade reorganization and

a host of other controversial measures, the TTA contains
no hint of any of these provisions.

e In light of an anticipated $130 billion trade deficit
this year, it is especially significant that the bill
extended for 8 1/2 years, the Generalized System of
Preferences, which provides duty-free treatment for
certain imports from the underdeveloped world.

©. In a similar trade liberalizing vein, the bill
* authorizes the negotiation of free-trade zones,
specifically with Israel, and the reciprocal reduction
of tariffs on semiconductors. #
[ It is hoped that the authority to negotiate bilateral
free trade arrangements may induce other countries to
join in trade liberalization.

@ The TTA recognizes, for the first time, the importance
of trade in services (including banking); The President
is directed to negotiate reduction in barriers to trade
in services (a sector in which the U.S. has the
competitive advantage and which represents a major
portion of our GNP.) A

Q Not included in the TTA were controversial changes in
U.S. trade laws involving natural resource subsidies and
downstream dumping.

° Since we are likely to continue accumulating a large
trade deficit in 1985, I would expect that there will be
renewed pressures from various sectors for protection;
we in Congress will have to face again the budget

deficit as a significant contributing factor to the
trade deficit.
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Congress and the World Debt Crisis

Talking Points

o The struggle over the IMF gquota increase in the 98th
Congress reflects the congressional desire to impose
greater discipline on the U.S. lending institutions
which have the greatest exposure in the debt crisis.

2 Congress was persuaded to contribute $8.4 billion to the
IMF quota increase in exchange for the adoption of
measures which enhance the safety and soundness of the
banking system, such:ras a system of special reserves for
pbanks which have experienced protracted loan repayment
problems.

- But other conseguences of the debt crisis were not
addressed by the IMF legislation and are becoming more
evident, almost certainly requiring congressional
attention in the coming months.

e The debt crisis has aggravated the U.S. trade deficit as
" the debtor countries accumulate larger trade surpluses
with the U.S. in order to pay their external debt.

o The trade deficit in turn reflects the burdens placed on
U.S. exporters and on U.S. producers who compete with
imports and spawns protectionist pressures.

® In spite of recent favorable rescheduling of Latin
American debt, it appears that the debt burden on the
Latin American debtor nations will continue to absorb an
unbearably large proportion of their resources, thus
inhibiting their economic growth and aggravating their
social and political instability.

o Although no concensus has emerged in Congress, there are
some obvious options which will probably be considered
next year:

- Inaction; that is, hoping that private bank
rescheduling and continued economic growth will
resolve the crisis. This seems to be the
Administration's strategy.

- Legislating government-to-—government negotiations
to reduce (temporarily or over long-term) the
interest chargesborne by the loans and to change
the terms of repayment.
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- Legislating inducements to the banking community
(through the tax code or otherwise) to make further
concessions on the debt of the debtor countries.

e Of course, Congress could make a great contribution to
the world debt crisis by reducing budget deficits which
are believed to contribute to the high interest rates
that are such a burden on the debtor countries; but when
it comes to the debt situation, we must remember that
the debtor countries will not be aided by cuts in our
Federal budget deficit that push this economy into a
recession.

>

o Congress can also make a great contribution to the debt
crisis by avoiding protectionist measures which prevent
the debtor countries from exporting to this market; in
this respect, the Trade and Tariff Act of 1984 was a
notable acccomplishment. (See talking points on
international trade.)
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