Identifying the
Challenges Facing

American

Manufacturing

This chapter highlights the challenges fac-
ing the U.S. manufacturing sector, as ex-
pressed by manufacturers themselves
through the Department of Commerce
roundtables. It also seeks to capture the
priority issues that manufacturers believe
need to be addressed in a comprehensive
strategy to ensure the competitiveness of
U.S. manufacturing. The views reflect a
common understanding of the trends out-
lined in Chapter 1 that likely will shape
the competitive environment for manu-
facturing. Manufacturers also recognized
the basic strengths of the U.S. manufac-
turing sector as it meets the challenge of
competing in a global economy.

If there was one underlying theme
that emerged in the roundtables, it was
the understanding that fundamental ad-
justments are under way throughout the
global manufacturing sector. Manufactur-
ers asked for an increasing focus by gov-
ernment on these adjustments and
wanted to ensure that government was
taking the steps necessary to create an
economic environment in which U.S.
manufacturers could succeed.

Toward that end, manufacturers at-
tending the Commerce Department’s
roundtables outlined six areas that require
immediate attention:

1. Manufacturers perceived a lack of
focus within government on manufactur-
ing and its competitiveness. Manufactur-
ers are looking for a commitment to un-
derstanding the challenges that the sector
faces in competing in a rapidly globaliz-
ing economy. They want government to
take the steps needed to foster the manu-
facturing sector’s ability to adjust to that
new competitive reality.

2. Manufacturers want the govern-
ment to focus on encouraging stronger
economic growth both at home and
abroad. There is a broad understanding
that the recent recession was led by a
sharp drop in business investment and
that both monetary policy and fiscal pol-
icy have worked to set the economy on
the route to recovery. But there are still
steps that manufacturers feel are necessary
to encourage business investment, and to
reinforce the recovery under way in the
economy as a whole and in the manufac-
turing sector in particular.

3. Manufacturers see the need for
government to match the effort that they
have made in controlling manufacturing
costs. As manufacturers have focused on
reducing costs to improve productivity
and ensure their competitiveness, they
often find their efforts eroded by costs
they cannot control—costs that result in
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part from government policy. Manufactur-
ers seek a commitment on the part of gov-
ernment to reduce those costs and, in the
process, create an economic environment
that is attractive to investment in manu-
facturing within the United States.

4. Manufacturers emphasized that en-
hancing America’s technological leader-
ship was critical to their future. There is
widespread recognition that the United
States remains the world’s leader for in-
vestment in research and development,
and that U.S. investments in technology
have paid significant dividends in current
manufacturing competitiveness. It is also
understood by U.S. manufacturers that
technology is now more widely diffused
throughout the world economy and that
this trend risks eroding what has become
the principal competitive advantage of
the United States. What manufacturers
seek is a commitment to encourage re-
search and development and to ensure
that the government reinforces, rather
than creates obstacles to, the process of
bringing innovations to the marketplace.

5. Manufacturers regarded education
as crucial. Manufacturers are extremely in-
terested in addressing the shortcomings of
the U.S. educational system. Roundtable
participants underscored that the evolving
nature of the manufacturing sector relies
on individuals entering the workforce with
greater problem-solving abilities. These
workers must continually sharpen their
skills through lifelong learning. In addi-
tion, roundtable participants expressed
concern that the United States risks losing
an innovation infrastructure if the nation
fails to produce scientists and engineers.
Manufacturers seek a renewed emphasis
from all levels of government to invest in
educational and training institutions.

6. Manufacturers also focused on the
need for international trade and monetary
policies that ensure that global competi-
tion in manufacturing is free, open, and
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fair. Many manufacturers expressed
concerns regarding China. What manufac-
turers seek is not protection from compe-
tition, but the ability to compete on equal
terms. Toward that end, they strongly
support leveling the playing field interna-
tionally by lowering barriers to trade and
eliminating efforts by foreign govern-
ments to confer unfair competitive advan-
tages for their manufacturers.

The following discussion explores
each of those themes.

Focusing on Manufacturing
and Its Competitiveness

At every roundtable, U.S. manufactur-
ers made the point that, although the
manufacturing sector represents a corner-
stone of the U.S. economy, manufacturing
receives scant attention from the public or
government. To many manufacturers
across the country, it appears that the pub-
lic and government have lost sight of a
simple truth: you cannot have good jobs if
you do not have strong businesses.

That thought was articulated by Phyl-
lis Eisen of the National Association of
Manufacturers at a roundtable held in
Washington, D.C. She summed up her
conversations with “teachers, educators at
all levels, with kids from seventh grade
through university, with their parents,
with politicians, and with our own manu-
facturers,” with this statement:

The information we got is not good about
manufacturing. It is invisible to most people.
They don’t equate the table and the spoon
they use and the glass they use . . . with this
extraordinary industrial strength that we've
had for so many years and that we have to
maintain.

Some roundtable participants went
further, describing what they saw as a per-
vasive bias against manufacturing, based
on an old assembly-line image, causing
the best and the brightest to pursue ca-
reers outside the manufacturing sector. At
the roundtable in New Britain, Conn.,



Bruce Thompson of Projects Incorporated
noted that manufacturing had evolved in
ways most people did not know or appre-
ciate. He emphasized that “people need to
get out and see that it’s not a dirty, oily,
old mess anymore. It's technicians run-
ning high-precision equipment.”

The roundtable participants attrib-
uted some of the public’s misperception
about manufacturing to the lack of focus
in government on manufacturing. They
pointed out that there was no single advo-
cate for manufacturing within the execu-
tive branch departments. “I think the
United States is the only country in the
G8 which doesn’t have a very-high level
department of manufacturing,” said Bob
Brunner of Illinois Tool Works at the
Rockford, Ill., roundtable. “I think that
[establishing such a department]| would be
a real positive development in terms of
supporting us manufacturers.”

Manufacturers expressed frustration
that there was no focal point for the
many programs that government supports
at the federal, state, and local levels to as-
sist manufacturers. Bruce Thompson
pointed out that there was no “seamless
interface.” What was needed, in his view,
was “a one-stop shopping mentality,” so
that manufacturers do not have to call on
a lot of different organizations to get the
information and assistance that they
need. As Von Hatley of the Louisiana De-
partment of Economic Development put
it at a roundtable in New Orleans, “We re-
ally need a concerted effort between fed-
eral and state [governments] to do what it
takes to save manufacturing.” To ensure
accountability, manufacturers sought the
establishment of a single office within
government with responsibility for imple-
menting the Manufacturing Initiative.

Historically there has been little insti-
tutional focus on manufacturing in the
federal government. Although various
agencies take into account elements of
manufacturing competitiveness, in practice
there is no mechanism to coordinate these

efforts. While it is widely understood that
the Commerce Department serves as the
principal advocate for manufacturing’s in-
terests, there is no office in the Commerce
Department that is solely responsible for
looking out for the competitiveness of U.S.
manufacturing.

Many roundtable participants thus
requested the establishment of a manufac-
turing-related position within the Com-
merce Department at the assistant secre-
tary level or higher to focus

on manufacturing competi- manufacturers sought the

tiveness and the health of
the manufacturing sector in

general. Manufacturers also within government with

urged stronger coordination
both within the federal gov-

ernment and with state and | the Manufacturing Initiative

local governments to foster

investment in manufacturing, as well as
requesting a regular dialogue between
government and the manufacturing sector
on its competitive challenges.

The administration has therefore
proposed creating an assistant secretary
for manufacturing and services who
would develop and implement a compre-
hensive strategy on manufacturing. While
maintaining a focus on manufacturing,
strategic planning must include the serv-
ice sector, which both influences and
benefits from the manufacturing sector’s
competitiveness.

This new position would provide the
focus within the Commerce Department
needed to respond to manufacturers’ con-
cerns. The assistant secretary’s office
would be able to provide regulatory eco-
nomic analysis essential to assessing the
costs and benefits of government action
on manufacturing competitiveness. This
office would be charged with establishing
a mechanism for coordinating manufac-
turing-related initiatives among the vari-
ous executive branch agencies and would
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enhance the Commerce Department’s
ability to ensure that focus on a govern-
ment-wide basis.

The Need for Stronger
Economic Growth at Home
and Abroad

Manufacturers attending the roundta-
bles indicated that the single most impor-
tant economic policy objective from their
perspective was encouraging economic
growth. Stewart Dahlberg of J.D. Street &
Co. described the reality of the global mar-
ketplace at the St. Louis, Mo., roundtable:

The world is a very big place. There are lots
of customers out there and lots of niche cus-
tomers to find. What we would . . . simply
ask [is] that every possible opportunity to
open up every single possible market be inves-
tigated and called out anywhere you can.

Although many of the specific con-
cerns raised by manufacturers focused on
the effect of indirect costs on

American manufacturers, both
large and small, understand the
value of promoting economic

growth worldwide and reducing

the barriers to global trade

the supply side of the eco-
nomic equation, no one dis-
agreed with the notion that
the first and most pressing
issue was sufficient demand,
domestically and globally, to
stimulate purchases by con-
sumers and businesses of the
goods that U.S. manufacturers produce.
Manufacturers recognized that the
most recent recession was one driven by a
sharp decline in business investment,
rather than a drop in consumer spending.
They also understood that policies de-
signed to encourage business investment
were essential to any recovery in manu-
facturing. Most manufacturers indicated
that recent efforts to stimulate the econ-
omy were paying off, even though they
had not fully filtered through to the
manufacturing sector. As Mustafa Mo-
hatarem of General Motors put it at the
roundtable in Washington, D.C., the re-
cent passage of the Jobs and Growth Tax
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Relief Reconciliation Act was a “signifi-
cant achievement,” and the resulting re-
covery in the U.S. economy would “cre-
ate sufficient or significant demand for
investment in the industry” to put the
manufacturing sector on the right path.

Despite the reductions in capital
gains and dividend taxes, as well as ex-
pensing provisions, many manufacturers
believed that the recent tax cuts did not
go far enough. They underscored the need
to create greater certainty under the tax
code to encourage business investment.
They also emphasized their desire for gov-
ernment to address longer-term issues:
specifically, manufacturers highlighted the
need to reform the tax code to eliminate
the penalties they believe it imposes on
their businesses, such as outmoded depre-
ciation schedules and the overall impact
of the alternative minimum tax.

They also sought simplification of
the tax code, which in its present com-
plexity raises the costs of compliance—
particularly for smaller manufacturers.
Manufacturers further focused on reforms
in the tax code that they believe would
yield a broader and deeper pool of invest-
ment capital to the benefit of U.S. manu-
facturers, particularly for small and
medium-sized businesses. Murry Gerber,
former chair of NAM'’s Small and Medium
Manufacturers Group, explained the need
at the New Britain, Conn., roundtable:

They [small and medium-sized manufactur-
ers| haven't kept up to date with new equip-
ment, and you can’t blame them. They have
had falling sales, their margins are deci-
mated, they don’t have the wherewithal. . . .
An offer of investment tax credits . . . would
drive companies to put on this additional
equipment that’s consistent with the high-
tech manufacturing in the future.

There is little doubt that reducing
complexity and making the recent tax



cuts permanent would encourage busi-

ness investment. Greater certainty as to
the tax treatment of earnings is one of

the basic components in any firm’s in-

vestment plans.

The other salient point reflected in
the comments of manufacturers was a
clear understanding of the implications
of slower growth abroad. Roundtable par-
ticipants focused on the need to use both
international monetary and trade policy
to promote growth internationally. They
cited issues such as exchange rates, based
on their understanding of the economics
affecting the value of the dollar. They
made the point that, in addition to doing
everything possible to restore growth at
home, the United States needs to press its
major trading partners for stronger
growth abroad.

Encouraging international economic
growth requires consistent advocacy of
growth-oriented economic policies
abroad. Not only must the United States
promote growth through its own eco-
nomic policies, but it also must be willing
to “preach what it practices.”

In practical terms for policy-makers,
promoting economic growth abroad
means action on two fronts. The first is
focusing discussions with U.S. trading
partners, whether bilaterally or multilater-
ally, on policies that will foster growth.
That means continuing to advocate
growth in G7 finance ministers’ meetings,
the G8 summit, and the annual meetings
of the International Monetary Fund and
the World Bank, since growth is not an
issue for the larger, industrial economies
alone. But it also means, most particu-
larly, encouraging the largest economies
in the world to pursue policies that stimu-
late their growth, since they make up a
significant share of the world economy.

Growth-oriented economic policies
start with the basics, such as promoting re-
spect for private property and observance
of the rule of law, which are essential to all
market transactions. It means ensuring

monetary stability, reducing taxes, and re-
ducing the costs and inflexibility of heavy
regulations that impose limits on growth.
Every country, including the United States,
has room for improvement in terms of the
steps it could take to foster growth and a
rising standard of living.

Another aspect of growth involves
trade liberalization. From the perspective
of U.S. manufacturing, reducing trade bar-
riers and opening markets abroad has
manifold advantages. Liberalization pro-
motes economic growth in foreign mar-
kets, which raises the demand for manu-
factured goods worldwide. It offers the
prospect of higher exports, and the result-
ing greater efficiencies for American man-
ufacturers and exporters. It also eliminates
the implicit subsidy that tariff protection
extends to foreign competitors.

Significantly, U.S. manufacturers con-
tinue to stand behind the effort to open
markets abroad at the negotiating table.
That is true of virtually every industry and
business large and small. Matthew Coffey,
of the National Tooling and Machining
Association, which represents many small
and medium-sized metalworking firms
across the United States, put it this way in
an NTMA policy paper:

The NTMA believes in the free-enterprise sys-
tem ... whether it is in the United States, the
Americas, or the world as a whole. That leads
us to the conclusion that competition should
be open. The NTMA is in favor of open mar-
kets and getting rid of trade barriers and tar-
iffs and has, therefore, generally supported
free trade initiatives as long as there was a
prospect of fairness over time.'

In short, American manufacturers,
both large and small, understand the
value of promoting economic growth
worldwide and reducing the barriers to
global trade. They are more than willing
to compete in that environment as long
as the competition is open and fair, and
as long as the same rules governing com-
petition apply equally to all.
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Reducing the Costs That
Erode Competitiveness

One of the most consistent themes
expressed by manufacturers attending the
roundtables was the need to “keep our
side of the street clean.” For manufactur-
ers mean that government, at all levels,
must understand that it does not have the
luxury of making domestic economic pol-
icy choices in a vacuum. Every regulation,
every additional form to be filed, every in-
crease in litigation, and every increase in
healthcare costs can impose unwarranted
costs on American manufacturing.

Manufacturers expressed concern
that, too often, fundamental decisions
about taxation, government spending, en-
vironmental regulation, workplace re-
forms, energy policy, personal injury com-
pensation, and trade policy are made in
isolation. They stated that legislatures, ad-
ministrative agencies, and courts make de-
cisions without understanding the multi-
ple burdens that those decisions impose
on manufacturers.

Rising Healthcare Costs

Curt Magleby of the Ford Motor
Company underscored this most fre-
quently cited concern at a roundtable in
Washington, D.C.: “Where we really need
help for U.S. manufacturing is some sta-
bility in healthcare.” Most manufacturers
indicated that they want to continue to
provide healthcare benefits, because such
benefits made for a motivated and more
productive workforce that contributed to
the success of their firms.

Rapidly increasing healthcare costs
directly affect the bottom lines of U.S.
manufacturers and steadily erode their
competitiveness. John Vaught of Tri-Cast
noted at the Columbus, Ohio, roundtable
that, while the cost of the healthcare he
provides to his employees had been “sky-
rocketing,” he was only able to raise
prices less than 1 percent a year.
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Keith Guggenberger of Starkey Labs
summed up the perspective of many U.S.
manufacturers, at the roundtable in Min-
neapolis, Minn.:

Healthcare is a big part of the concerns of
policy that we have in keeping us competi-
tive. . .. At Starkey, we spend almost $8,000
per employee on healthcare in the U.S., and
when half of our people make under
$28,000 a year, it is hard to make those
sorts of ends meet.

The problem is becoming particularly
acute in the automotive industry, which is
central to the health of so many other
manufacturers, particularly in the Mid-
west. At a Washington, D.C., roundtable,
Mustafa Mohatarem of General Motors
underscored that point:

American companies also face two other chal-
lenges that are related to their legacy costs.
The first is pensions, which over time is most
likely to be equalized. That’s something we
have negotiated and we’re trying to address
within that context. The one we don’t have as
good of control on is the medical side of it. As
you know, the cost of medical care has been
rising much more rapidly than other costs in
our economy. So the traditional American
companies that have large healthcare obliga-
tions to retirees are being really harmed by
this rapid increase in healthcare costs.

This statement is not merely anec-
dotal: there is no doubt that healthcare
costs have risen sharply. A 2002 report by
PricewaterhouseCoopers noted that in
2000, the share of U.S. GDP devoted to
healthcare was 13.2 percent, up from 8.8
percent in 1980, and, according to fore-
casts, that share will continue to rise and
reach 16 percent of GDP during the next
five years.?

The rising cost of healthcare is the
biggest barrier to health coverage. The an-
nual family health insurance premium in-
creased to $9,068 in spring 2003, accord-
ing to a survey of 2,808 companies by the
Kaiser Family Foundation and the Health
Research and Educational Trust.® Further,



between spring 2002 and spring 2003,
monthly premiums for employer-spon-
sored health insurance rose 13.9 percent—
the third consecutive year of double-digit
premium increases and the highest pre-
mium increase since 1990. Small firms,
with three to nine workers, faced the
largest increase of all: a 16.6-percent surge
in premiums.*

Rising healthcare costs are not
unique to the United States. While overall
spending on healthcare is higher in the
United States, the growth rate of spending
is similar to that of other nations. The av-
erage real annual rise in healthcare spend-
ing in this country was 3.2 percent from
1990 through 2000, which is comparable
to the 3.3-percent rate in OECD countries,
and the 3.1-percent growth rate among
countries in the European Union.®

However, what is unique to the
United States is the extent to which it re-
lies on businesses as the primary providers
of healthcare coverage and the burdens
they bear as a consequence.® Employer-
sponsored health insurance is a corner-
stone of healthcare financing in the
United States. Three out of every five
Americans receive some type of employer-
sponsored health benefits.”

According to the National Associa-
tion of Manufacturers, 97 percent of its
members continue to voluntarily support
employer-provided healthcare in spite of
the growing cost of these benefits and the
sluggish economy for manufacturing.® The
percentage of employers providing cover-
age has not declined substantially, and in
spite of rising costs, employers have not
increased the percentage of the premium
paid by the employee.

To avoid shifting more of the costs to
the actual consumers of healthcare serv-
ices, employers, particularly those in small
and medium-sized manufacturing firms,
have to find ways to contain costs or they

become less competitive. However, cost
containment may not be an avenue open
to small manufacturers, which face special
problems in obtaining health insurance.
They commonly must pay higher premi-
ums and, thus, are less likely to offer
health insurance as a benefit.

Employers, both large and small,
have responded to these rising costs in a
variety of ways. Firms are less likely to
offer retiree health coverage; the percent-
age of large firms offering retiree health
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benefits has decreased from 66 percent in
1988 to 38 percent today.” And many
firms increasingly rely on cost sharing as a
way to increase awareness of cost and
value in healthcare. Tiered reimburse-
ments, often used for drug benefits, have
become a common approach to encourag-
ing the use of generic and lower-priced
medications. Some companies have begun
offering consumer-driven health plans,
which combine high-deductible insurance
with health spending accounts.

What these facts suggest regarding
policy is that there is economic and com-
petitive value for reducing the growth in
healthcare costs that U.S. manufacturing
companies face, particularly for the small
and medium-sized manufacturers that are
the foundation of the U.S. manufacturing
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sector. One means of addressing their
needs, as well as those of larger firms,
would be to encourage the development
of association health plans and other
joint purchasing arrangements that
would increase firms’ bargaining power in
the market for health insurance and
healthcare services.

The historic Medicare reform legisla-
tion, which was enacted following the
roundtables, provides assistance to firms
offering health insurance to retirees and is
an important step in controlling health-
care costs. This legislation also established
health savings accounts to help employ-
ees pay for their healthcare expenses by
combining the purchase of a high-de-
ductible health insurance plan with tax-
free savings accounts. Employees will use
the accounts to pay for their healthcare
needs, with any remaining balances rolled
over from year to year. HSAs ensure that
workers have the health insurance cover-
age they need plus the money to pay for
day-to-day medical care, all while provid-
ing them with an incentive to save for
their future health care needs.
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Addressing the underlying causes of
rising healthcare costs would, of course,
complement the effort to improve cost
containment. In that regard, tort reform,
discussed below, is vital. Current malprac-
tice litigation often fails to compensate
people who should be compensated and
rewards those who do not experience mal-
practice. In the process, it also dramati-
cally raises the costs of all doctors and
healthcare providers, regardless of their
records, by increasing liability insurance
premiums. Equally important, it raises the
cost to the consumer and to the employer
in manufacturing by encouraging costly
and wasteful “defensive” medicine.

Need for Tort Reform

Perhaps no single issue drew more
heated comments from manufacturers
than the need for tort reform. Manufac-
turers pointed to a system that drove in-
surance costs higher even for firms that
had never had lawsuits filed against them
or had never put hazardous products on
the market. Rick Kelly of Pellerin Milnor
Corp. explained at a roundtable in New
Orleans, La., that his firm had recently re-
newed his product liability insurance and
was obliged to pay an annual premium
worth 30 percent of the coverage itself. As
Kelly put it:

We need tort reform real bad. We just recently
had our insurance renewed for the following
year. A §1-million product liability insurance
premium gives you $3 million in coverage.
That’s insane. That’s absolutely insane.

These comments only begin to de-
scribe the ways that tort costs debilitate
businesses. Manufacturing firms pay “tort
taxes” in several ways. First, manufactur-
ers pay significantly higher costs for em-
ployee healthcare benefits, due to increas-
ing medical liability costs. Second,
manufacturers pay as product liability and
other tort claims increase the cost of gen-
eral liability insurance. And third, manu-
facturers pay in the form of legal fees even



when there is no merit to claims and
manufacturers ultimately prevail in litiga-
tion—a problem that is only exacerbated
by the growth of frivolous shareholder
class-action suits.

The indirect costs of tort litigation
are also significant—particularly the time
spent by managers and employees, who
would otherwise focus on improving op-
erations, raising productivity, and expand-
ing sales. Giff Kriebel of BAE Systems put
that part of the tort system in perspective
at the roundtable in Manchester, N.H. He
said, “I can think of nothing that is more
non-value-added than all the litigations
that all of us have to go through. ... The
time it takes and distraction that it causes
is absolutely huge.”

The basic reason for manufacturers’
concern about the civil liability system is
the dramatic increase in tort claims and
awards. Manufacturers have become out-
sized targets, as plaintiffs’ lawyers consider
operating companies’ “deep pockets” of
insurance and capital. From a personal in-
jury lawyer’s perspective, manufacturers
represent desirable defendants because ju-
ries can more easily sympathize with a
claimant by assigning blame to a seem-
ingly impersonal corporation regardless of
fault, assumption of risk by the plaintiff,
or contributory negligence.

The tort system significantly under-
mines the competitiveness of U.S. manu-
facturers. The awards have driven insur-
ance premiums higher and, in instances
when liability insurance proved cost pro-
hibitive, the insurance premiums have
driven firms out of business.

The examples of tort claims cited by
manufacturers attending the Commerce
Department’s roundtables were striking.
In many instances, the connection be-
tween the plaintiff’s injury and the prod-
uct put on the market by the defendant

manufacturer was dubious or nonexist-
ent. From these types of tort claims, it is
difficult to reach any conclusion other
than that the company in question was
targeted simply because the plaintiff’s
counsel identified it as the deep pocket
from which the lawyer could maximize
the award.

Consumers, workers, and investors all
pay for excessive claims of the current tort
system. Tort costs amount to a tax on
consumption, wages, and investment.
Clearly, tort costs make U.S. manufactur-
ers less competitive, increase the risk of
bankruptcy, and are a significant drag on
the American economy.

Just as important is the fact that the
current system also fails to deliver for
those who are injured and deserve com-
pensation. Only 20 percent of direct tort
costs actually go to claimants for eco-
nomic damages, such as

lost wages or medical ex-
penses."

The U.S. tort liability
system is already the most
expensive in the world; its
cost is more than double
the average cost of such
systems in other industrial nations, as
measured in GDP share. The consulting
firm of Tillinghast-Towers Perrin pub-
lished findings that in 2002, the U.S. tort
system cost $223 billion—approximately
2 percent of the nation’s GDP." Similarly,
the U.S. Chamber of Commerce recently
released a study showing that a state’s tort
liability system has a “statistically signifi-
cant” impact on its economic develop-
ment, which in plain terms means slower
economic growth and fewer jobs, particu-
larly in manufacturing.”

It is crucial to understand that none
of these studies capture anything more
than the direct outlays of existing firms,
such as the payment of liability insurance
premiums. Although those costs continue
to rise dramatically, they understate the
impact on manufacturers and the cost to

tort claims and awards
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the U.S. economy as a whole. These stud-
ies do not capture the value of the prod-
ucts that otherwise would have been de-
veloped or other opportunities that
manufacturers have forgone because of lit-
igation risk.

Manufacturers stated that common-
sense legal reforms are crucial to bolster-
ing manufacturing competitiveness. Al-
though tort liability is most often a
function of the common law of each
state, a better balance needs to be struck.
In fact, individual states are already devel-
oping models of tort reform in an effort
to maintain their manufacturing bases.

Wisconsin's efforts at reform were
touted at the Commerce Department’s
roundtable in Milwaukee as one of the
reasons for manufacturing firms staying
despite higher taxes and relatively broad
regulation. As explained at the round-
table, the reforms in Wisconsin did no
more than restore some of the balance
that previously existed in U.S. tort law, as
opposed to the strict liability standards
enacted in many jurisdictions.

One particular issue on the legal
front dwarfed all others: the ongoing as-
bestos litigation, which continues to cre-
ate a great deal of uncertainty for manu-
facturers in the marketplace. The point
raised by many manufacturers was hard to
dispute. When asbestos was first installed
as a safety device to retard the spread of
fire in many factories, no one knew the
potential danger of long-term exposure to
asbestos. The product was not subject to
regulation by the government, nor was
there any warning to manufacturers re-
garding the risks inherent in its use.

But now, many years later, the multi-
ple class-action lawsuits filed over the use
of asbestos have created a legal and finan-
cial quagmire. While the litigation contin-
ues, affected individuals in American soci-
ety are not receiving any assistance to
cope with the medical bills they face. And
the continuing litigation remains a cloud
over the entire manufacturing sector.
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The comments of Dow Chemical'’s
Gene Reinhardt at a New Jersey round-
table put the problem in context:

Asbestos litigation that continues after so
many years . . . is a problem for society in
that . . . the victims of asbestos are not the
ones getting the help. We'd like to see that we
get some legislation that would protect the
victims now and in the future and make the
system fair. It is chaos now, with litigation
coming from all directions that is damaging
the economy and undermining the security of
jobs and pension systems.

Tort reform should focus on three
areas. The first is the critical need to cap
medical malpractice awards in ways that
ensure that those deserving compensation
get compensated. The second is the need
to restore the balance that previously ex-
isted in tort law: meaningful reforms are
required that would hold individuals ac-
countable for their own actions in the use
of products, rather than holding manufac-
turers strictly liable for any injury suffered
in proximity to their products. And the
third area is the need to resolve the litiga-
tion over asbestos-related injuries by en-
suring that those deserving compensation
receive it. Such class-action suits remain a
contingent liability for U.S. manufacturers,
making it hard to attract capital and liabil-
ity insurance for their current operations.

Reducing Regulatory Costs

At the roundtables, manufacturers
frequently mentioned the issue of regula-
tory costs and the relative burdens they
place on U.S. firms versus their competi-
tors. An OMB study found that regulatory
costs were 3.7 percent of GDP in 1997."

Since manufacturing tends to bear a
greater share of regulatory costs than
other sectors, it is safe to assume that
roughly 4 percent of manufacturing GDP
goes to compliance. Of this, about half of



the cost is for compliance with environ-
mental regulations; the remainder is for
compliance with workplace safety and
product safety requirements, as well as for
the time spent filling out government pa-
perwork and keeping records.

One measure of the economic cost of
compliance is the cost to government of
managing regulatory programs and the
consequent drain on tax revenues which
that effort represents. Total federal budget
outlays for regulatory compliance activi-
ties have almost doubled in the past 13
years, from $13.7 billion in 1990 to $26.9
billion in 2003 in real terms." Those costs
cover all regulatory activities, from trade
and customs, to consumer safety, to secu-
rities laws. They do not include the cost
to the private sector of compliance, which
can be many times greater.

From a manufacturer’s perspective,
particularly that of a small or medium-
sized business, the most common compli-
ance costs are related to environmental
regulation, workplace safety, and tax com-
pliance/employment rules. The Small
Business Administration’s Office of Advo-
cacy has conducted the most comprehen-
sive study of those costs.” The study
found that the total cost of complying
with regulations in those areas in 1997
amounted to $147 billion annually, or a
cost per employee of $7,904. Of the indi-
vidual categories that made up that total,
environmental compliance costs took the
largest share. Environmental costs ac-
counted for nearly 50 percent of the total:
$69 billion in 1997, or a cost per em-
ployee of $3,691.'

Significantly, the cost of compliance
with such rules falls hardest on businesses
with fewer than 20 employees. According
to the SBA study, small manufacturing
businesses reported that compliance with
workplace rules amounted to a cost of
$16,920 per employee. For larger firms,
that cost dropped by more than half, to
$7,454 per employee."”

Further, taken together, all compli-
ance costs appear to have increased sig-
nificantly since the SBA’s study of 1997
data. According to a recent NAM study,
the total burden of environmental, eco-
nomic, workplace, and tax compliance is
$160 billion on manufacturers alone,
equivalent to a 12-percent excise tax on
manufacturing production. This reflects
an increase of about 15 percent over the
last five years." In short, regulatory com-
pliance costs are rising faster than income
in the manufacturing sector, which im-
plies a loss of cost competitiveness or, at
a minimum, a negative offset to the ben-
efits of the extraordinary productivity
gains and efforts by manufacturers to cut
costs under their direct control.

Rising Energy Costs

Another point of concern for manu-
facurers is the rising cost of energy, partic-
ularly natural gas. Manufacturers depend
on affordable, reliable energy. Industry
uses more than one-third of all the energy
consumed in the United States, the major-
ity of which is natural gas and petroleum,
followed by electricity. In all sectors, en-
ergy prices have a significant effect on op-
erations and product prices.

Manufacturers uniformly criticized
the failure to enact the legislative aspects
of a comprehensive and coherent energy
plan that would increase America’s energy
independence while yielding energy prices
that would help ensure manufacturers’
long-term competitiveness. Don Wain-
wright of Wainwright Industries put it in
straightforward terms at a roundtable in
St. Louis, Mo., explaining that manufac-
turing is “one of the biggest users of en-
ergy.” He emphasized that, in his view,
the biggest challenge facing his industry is
“energy policy, which is before the Senate
right now.”

As it stands, America “faces the most
serious energy shortage since the oil em-
bargoes of the 1970s,” directly attributable
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to a “fundamental imbalance between
supply and demand.”" From 1991 to
2000, Americans consumed 17 percent
more energy than they had in the previ-
ous 10 years. During that same period,
U.S. production rose only 4.9 percent; the
difference accounted for by imports.*

America’s energy challenge will con-
tinue to grow as the U.S. economy grows.
Energy consumption in the United States
is expected to rise “by about 32 percent
by 2020.”?" While the Bush administra-
tion has pursued successful executive ac-
tions to increase domestic access and pro-
duction, there is no prospect, in the
absence of congressional action, for signif-
icant new U.S. production.

Conservation and efficiency can
help, and U.S. manufacturers lead the way

in producing and implementing

for U.S. businesses

rising energy prices and
disruptions in energy supply
reduce profits, production,

investment, and employment

technologies designed to foster
efficiency and reduce costs.
Those efforts pay big dividends.
Today, it takes only 56 percent of
the energy required to produce a
dollar of GDP as it did in 1970.
The nation’s “energy intensity”
(the amount of energy required
to produce a dollar of GDP) has
declined in recent years and is expected to
decline further, at a rate of 1.5 percent
yearly, through 2020.>> With appropriate
capital investments, conservation could
reduce that figure even further. Yet in the
short run, rising energy prices and disrup-
tions in energy supply reduce profits, pro-
duction, investment, and employment for
U.S. businesses. In practical terms, absorb-
ing the cost of high and rising energy
prices means deteriorating profit margins.
And by reducing a manufacturing com-
pany’s cash flow, high energy costs restrict
a firm’s access to capital needed for new
plants and equipment.

The impact of high energy costs on
the demand side also negatively affects
manufacturers. With rising energy costs
taking a greater percentage of consumers’
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budgets, consumer spending slows, lower-
ing demand for manufactured goods. That
contraction in demand feeds back into
the manufacturing sector in the form of
lower sales, lower use of capacity, and an
inability to take advantage of the
economies of scale that manufacturers’
existing capital investments would other-
wise afford.

For energy-intensive industries such as
paper products, plastics, and chemicals, the
impact of rising energy costs, particularly
the cost of natural gas, is compounded. At
the Commerce Department’s roundtable in
Trenton, N.J., Gene Reinhardt, of Dow
Chemical Company, explained:

Those of us in the chemical sector are getting a
double hit with natural gas, since we use it
both for our fuel and as raw material for our
chemicals. . . . Natural gas prices are the high-
est in the world and drain all of the industry.
Consumers are spending $70 billion more in
natural gas costs in 2003 than they did last
year in 2002. So it is not only an emergency or
an emergent issue for Dow Chemical; it is re-
ally an issue for all of the industry in America.

Additionally, energy supply disrup-
tions can pose a significant problem even
in industries in which energy is not an
important component of the total cost of
the goods or services produced. Many
businesses require a high-quality, reliable
source of power. Even a brief loss of power
can impose significant costs on technol-
ogy firms. Products or product inputs may
be damaged or destroyed, or production
runs may be interrupted.

The effects of the blackouts in Califor-
nia several years ago illustrate this. A sur-
vey of small businesses, which was con-
ducted by the National Federation of
Independent Business in February 2001,
found that more than half of the firms
surveyed that had experienced blackouts
in California were forced to reduce or shut
down business operations altogether dur-
ing the blackouts. About one-third of the
firms surveyed lost sales. Roughly one-fifth



said materials were aged or destroyed. And
nearly two-fifths absorbed additional costs,
such as in wages and benefits, for work
that was not completed.?

Plainly, the problems manufacturers
face because of rising energy costs and
disruption have been a long time in the
making. They are the product, like many
of the other issues manufacturers raised
during the roundtables, of nearly a
decade of neglect. To put it in perspec-
tive, it helps to understand that not a
“single major oil refinery has been built
in the United States in nearly a genera-
tion.” By some estimates, the United
States needs “38,000 miles of new gas
pipelines, along with 250,000 miles of
distribution lines” to match the demand
for natural gas with supply.

It will take a comprehensive, long-
term strategy to address the energy chal-
lenges facing America’s manufacturing
sector, and an equal attention to modern-
izing the U.S. energy infrastructure, in-
creasing energy supplies, and improving
energy conservation and efficiency. And it
will require a multifaceted approach. The
nature of the problem requires first that
government ensure that energy markets
work well; for example, by moving ahead
with the restructuring of electricity mar-
kets where necessary to ensure that energy
savings are passed on to the consumer.
The problem may also merit a hard look
at increased federal funding for research
and development of renewable energy re-
sources and energy-saving manufacturing
techniques and products, tax incentives
for the development of new technologies,
and greater coordination among the vari-
ous levels of government involved in the
approval and development of new energy
supplies and infrastructure.

Taxes

Manufacturers pointed to federal,
state, and local taxes as one of the key
factors inhibiting future investment in

American manufacturing. Manufacturers
attending the roundtables stressed the im-
portance of cutting taxes in a way that
would stimulate consumer demand and
business investment, which has lagged
even during the recovery from the recent
recession.

The other frequently made point is
the need for certainty. What manufactur-
ers attending the roundtables see in the
marketplace is an unwillingness of their
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customers to make the investments that
will lead to purchases of capital equip-
ment and a strong recovery throughout
the manufacturing sector. That unwilling-
ness is inconsistent with the strong con-
sumer demand that continues to pull the
economy along through the recession and
into a stronger recovery.

Manufacturers explained that the
other forces inhibiting investment are re-
lated to the general uncertainty regarding
the strength of the recovery, concerns re-
garding the effect of the events of Septem-
ber 11, 2001, the rising cost of security in
their aftermath, and to the more uncertain
international economic environment. How-
ever, the one concern manufacturers identi-
fied that is entirely within the control of
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the federal government is the uncertainty
created by frequent changes in the tax code
and the often-conflicting policies that the
tax code represents. U.S. manufacturers put
a premium on getting the right rules and
rates in place and then making them per-
manent so businesses can invest with
greater certainty in terms of the treatment
of income earned on their investments.
Interestingly, the most salient but
least-understood tax issue involves the in-
ternational provisions of the Internal Rev-
enue Code. Far from encouraging compa-
nies to move offshore, manufacturers
believe the IRC contains significant penal-
ties on income derived from foreign in-
vestment that sometimes lead to the dou-
ble taxation of foreign-source income. In
a global economy, manufacturers under-
stand that their successes

manufacturers attending the

roundtables stressed the impor-

will increasingly depend on
their ability either to export
(which often requires invest-

tance of cutting taxes in a way ment abroad in marketing)

that would stimulate consumer

or to sell to U.S. firms that
compete in global markets

demand and business investment  (Which also increasingly de-
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pends on the ability to in-

vest, produce, source, and sell abroad). In
short, manufacturers recognize that the
government should not impose penalties
on those American companies that are the
best U.S. competitors in world markets,
even when the exact penalties imposed by
the Internal Revenue Code are not always
apparent to purely domestic producers.

The basic point in support of tax re-
form was made by Curt Magleby of Ford
Motor Company at a roundtable in Wash-
ington, D.C.:

Our tax code internationally was developed in
the 1940s and 1950s [and] updated in the
1980s and represented a completely different
environment. For us to be competitive domes-
tically, we’ve got to update the tax code on
the international side.

In addition to the IRC’s outdated in-
ternational provisions, manufacturers
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identified numerous ways in which the
code may distort investment decisions.
They cited the alternative minimum tax,
which imposes significant extra costs on
manufacturers and results in almost no
additional revenue for the federal govern-
ment. In addition, depreciation schedules
in some sectors may not reflect high rates
of innovation.

Assessing the full impact of the in-
vestment distortions contained in the cur-
rent IRC requires an understanding of how
the IRC’s impact reaches well beyond the
federal system of taxation. Because many
state tax codes are ultimately based on def-
initions of income that flow from the fed-
eral tax code, the distortions of the IRC
perpetuate themselves at the state level.

Several manufacturers went consider-
ably further with respect to state and local
taxation, suggesting changes to the most
prevalent forms of state and local taxa-
tion. Many states and localities rely more
heavily than the federal government on
property and other taxes that are fixed in
dollar amounts or in the form of a fixed
percentage of asset value. Those taxes be-
come far more regressive in an economic
downturn; although revenues and income
fall, the liability for tax does not. The net
effect is an increase in tax on manufactur-
ing firms as a percentage of income. The
manufacturers’ comments suggested a
need to shift from taxes based on fixed
values to those tied to income, and to rely
more heavily on consumption as the basis
for defining income subject to taxation.

Lastly, with respect to taxes, there is
broad recognition of the advantage con-
ferred on foreign manufacturers by the in-
terrelationship between the current U.S.
tax system and international trade rules.
American manufacturers are well aware
that most of their competitors are located
in countries that rely more heavily on con-
sumption, rather than income, as the basis
for taxation. In practical terms, foreign
governments apply taxes solely to income



earned on sales in their jurisdictions and
will rebate any taxes that apply to exports.

By relying more heavily on income
as the basis for taxation, and in taxing
U.S. manufacturers on their worldwide in-
come, the U.S. system contains no simple
means of ensuring that U.S. exporters re-
ceive comparable treatment. The interna-
tional trade rules reinforce that disparity
because they allow the rebate of indirect
taxes (that is, taxes on consumption such
as value-added taxes) but prohibit the re-
bate of any direct taxes on income, on
which the U.S. system relies so heavily.
Although manufacturers believe recently
passed changes in federal tax law have
helped, manufacturers maintained that
those changes do not go far enough to
offset the underlying inequity between
the tax treatment of most foreign manu-
factured goods and those produced in the
United States.

The basic lesson to draw from the
roundtables regarding tax is the need for
both short- and long-term efforts to re-
duce the cost and uncertainty that the
IRC creates for American manufacturers in
their operations and their pursuit of in-
vestment capital needed to maintain their
competitiveness. In the short term, the
most significant step would be to make
the recent tax cuts permanent in order to
increase the certainty of the business envi-
ronment in which manufacturers operate
and the relative attractiveness of investing
in manufacturing in the United States. In
the long run, manufacturers called for an
intense focus on tax reform—reform that
reduces rates, reduces investment distor-
tions, and simplifies the IRC to reduce the
cost of compliance.

Reinforcing America’s
Technological Leadership

At every roundtable, American manu-
facturers expressed their concern for Amer-

ica’s contined leadership in technology
and its ability to produce the workforce
needed to maintain U.S. excellence in
manufacturing. Manufacturers continually
emphasized the important role that tech-
nology plays in serving customers and en-
suring cost competitiveness. Lou Auletta of
Bauer, Inc., made that point at the New
Britain, Conn., roundtable:

We're in the process of developing new tech-
nologies that are going to save our customers
money, and also technologies and enhance-
ments that are going to make us more efficient
in production, both from the design aspect and
the manufacturing side.

Manufacturers understand that leader-
ship in innovation and technology are key
to their future competitiveness. William
Fee of Magnesium Elektron, Inc., at the
Trenton, N.J., roundtable spoke for many
in describing the process that his company
had gone through to remain competitive,
and the extent to which it increasingly de-
pends on investment in technology:

Our response has been to shift our business
towards more technically sophisticated appli-
cations, for example, catalysts, high-tech
ceramics, and water treatment. To achieve
competitive advantage in these new markets,
we corner a strong commitment to research
and development and ongoing innovation in
products and the processes needed to manu-
facture them. To be successful, this strategy
requires significant investment in scientific
talent, laboratories and analytical equip-
ment, intellectual property patents, and fol-
lowing the pursuit of same information tech-
nology to control manufacturing processes,
and even the most difficult of all is step
change in the level of detail engineering sup-
port necessary to manufacture products to
ever-tightening specifications and consistency
demanded by our customers.

From the perspective of manufactur-
ers, there is a need for continuing invest-
ment in research and development of
new products so that manufacturers re-
main one step ahead of the competition.

MANUFACTURING IN AMERICA
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The fact that technology and innovation
are key to the future of manufacturing
simply reinforced the concern many
manufacturers had for the declining in-
vestment in research and development as
a percentage of GDP, both in industry
and in government. Mike Mauer of Siko-
rsky Aircraft Group made that point at
the roundtable in New Britain, Conn.,
noting that U.S. manufacturing’s compet-
itive edge depends on “great new tech-
nology. .. that'’s a result of some of the
investments that were made 20, 30 years
ago.” Mauer described the decline in in-
vestment in research and development as
“worrisome,” recognizing that future

competitiveness is “really about the tech-
nology and the investment up front

and . .. the engineering and development
that ends up leading” manufacturing to-

ward a more competitive future.

Many of the comments focused on
making the Internal Revenue Code’s re-
search and experimentation credit perma-
nent. At the roundtable in New Britain,
Conn., Murry Gerber, former chair of
NAM’s Small and Medium Manufacturers
Group, stated what was a uniform opin-
ion among manufacturers:

One is the R&D tax credit, which should be
made permanent. We’ve been arguing about
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this for years and years, and it’s critically im-
portant because if you want to know where
manufacturing is going to be in 20 years; it’s
going to be involved with the highest-tech
work that’s possible in the world that can’t be
done in other nations where they pay 80 cents
a day or whatever to lesser skilled workers.

As noted at the outset, U.S. manufac-
turers continue to invest in innovation
and technology, accounting for the major-
ity of R&D dollars spent in any given year.
The roundtable participants also empha-
sized the importance of government’s in-
vestment in the basic sciences that lead to
later innovations in manufacturing. They
view government’s role as catalytic—spark-
ing many of the ideas that manufacturers
later transform into consumer products.

Manufacturers expressed concern over
the declining commitment of federal gov-
ernment funds for directed basic or generic
technology research of the sort that drives
innovation in manufacturing. At the
Washington, D.C., roundtable focused on
the future of manufacturing, many of the
attendees highlighted the well-known role
that the Defense Department and the Na-
tional Aeronautics and Space Administra-
tion played in research on electronics,
computing, and communications. What
manufacturers seek is focus within the
government’s budget on research that
would yield the same spillover effects that
the earlier work on defense applications
and the space program provided.

U.S. manufacturers suggest that the
federal government’s ability to provide the
means necessary to maintain the techno-
logical edge of the United States needs to
be strengthened. At the roundtable in Min-
neapolis, Minn., which focused on manu-
facturers in the medical device industry,
many of the participants commented on
the need to improve the responsiveness of
the Food and Drug Administration to the
requirements of a rapidly evolving indus-



try. Currently, the FDA is grappling with
the question of how best to regulate the in-
troduction of biotechnology into the mar-
ketplace. In the view of some manufactur-
ers, the inability to match the speed of
innovation in industry with innovation in
government is becoming a drag on what
provides the United States its primary
advantage in the manufacturing sector—
continuing innovation.

Education and Skills

The President’s Council of Advisors
on Science and Technology (PCAST) re-
cently completed the first phase of a study
gauging the health of U.S. high-tech in-
dustries. The PCAST report emphasizes a
concern that motivated many of the par-
ticipants in the Commerce Department’s
roundtables: with continued outsourcing
of manufacturing functions to lower-cost
alternatives outside the United States, the
United States risked losing the “innova-
tion infrastructure of design, research and
development, and the creation of new
products and industries.”?*

George Scalise, president of the Semi-
conductor Industry Association and chair-
man of the PCAST subcommittee that
drafted the report, put it this way:

Foreign governments—and especially China—
have done an effective job of creating a rich
environment for the manufacture of electron-
ics and semiconductors, and the implications
are that U.S. high-tech leadership is not guar-
anteed. That is all there is to it. We have it.
We enjoy it. We have been here forever, but it
is not guaranteed going forward. If we lose
that leadership and if we don’t have that as a
driving force in our economy, it will have an
impact on our ability to maintain and further
improve our standard of living in the future.
That is a reality.*

The numbers bear out that other
countries are increasing their technological

sophistication. The United States, until re-
cently, consumed 40 percent of the world’s
semiconductor production, meaning that
American firms were manufacturing goods
containing 40 percent of the world’s semi-
conductors. In the past two years, the U.S.
share has dropped to 20 percent, whereas
Asia now represents 40 percent of the
world’s semiconductor consumption.”

One of the principal advantages Asia
now holds is a very well-educated techni-
cal workforce. Both China and India are
graduating high numbers of talented sci-
entists and engineers. In 2002 alone, 58
percent of all the degrees awarded in
China were in engineering and the physi-
cal sciences, compared with 17 percent in
the United States. China’s 219,600 engi-
neering graduates accounted for 39 per-
cent of all college graduates, whereas U.S.
engineering graduates, a total of only
59,500 engineers, represented a mere 5
percent of all college graduates in the
United States.”

Particularly troubling is that compar-
ative advantage in today’s manufacturing
sector has less to do with physical endow-
ments, such as natural resources, than it
has to do with human capital. According
to some U.S. firms’ estimates, by 2010, as
much as 90 percent of their research and
development, design, and manufacturing
will be conducted in either China or
India. There is frankly little government
can do through tax, cost reduction, and
other policies to prevent this shift toward
Asia if the United States is not at the same
time providing the talent pool necessary
to continue spurring innovation.

The discussions of education, train-
ing, and workforce needs in manufactur-
ing at the Commerce Department’s round-
tables raised the same concerns. Beyond
the incentives needed for investment in
research and development, manufacturers
stressed the importance of a skilled work-
force in maintaining America’s technologi-
cal leadership. Chris Bollinger of Bollinger
Shipyards, Inc., at the roundtable in New
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Orleans, La., identified the “biggest prob-
lem that we see” as the “lack of qualified
labor.” He indicated that this observation
was true even during the recent recession.
He expressed concern about what that
meant as the manufacturing sector recov-
ered, calling the lack of qualified labor
“our biggest issue and our biggest . . . road-
block to continuing to grow.”

From the perspective of most manu-
facturers, the effort to maintain America’s
leadership in innovation and technology
must begin with improvements in the
basic education delivered by U.S. public
schools. Many manufacturers now spend
a considerable amount of time and re-
sources simply training their workers to
meet the basic skill levels that workers in
other countries have attained by the time
they enter the workforce.

General Motor’s Mustafa Mohatarem
identified the problem at a Washington,
D.C., roundtable, noting, “the auto indus-
try was always considered a high-wage in-
dustry that would hire people without
much education. Your physical skills were
much more important than your mental
skills. That clearly has changed.” To meet
the challenge that this change presents
will require continuing improvement in
the basic education America gives all stu-
dents through high school.

Most manufacturers recognize, how-
ever, that even a solid high school-level
education is not enough to remain rele-
vant in today’s manufacturing sector. Tim
Timken of the Timken Company made
that point at a roundtable held in Wash-
ington, D.C., concerning the future of
manufacturing. He emphasized that his
company, the world’s leading manufac-
turer of roller bearings, was increasingly
looking for workers who had training be-
yond high school, up to and including
four years of college, for entry into the
company’s workforce. The reason for that
shift is the increasingly complex capital
equipment involved in today’s manufac-
turing processes.
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Manufacturers stressed the need to
concentrate increasingly on readying
students for the requirements of modern
manufacturing and the modern market-
place. They emphasized the potential
threat to U.S. technological leadership
from declining numbers of engineering
graduates and high school graduates
with adequate technical skills to qualify
for even entry-level jobs in manufactur-
ing today.

Phyllis Eisen of the National Associa-
tion of Manufacturers captured the views
of many when, at a Washington, D.C.,
roundtable, she offered the following
perspective:

We are in a highly competitive state with
other countries that have taken education very
seriously for a very, very long time—from
small countries like Denmark, [which] have
been at the peak of pushing kKids in the educa-
tional world, to China, [which] graduated
close to 40 percent of engineers as undergradu-
ates last year. We graduated less than 6 per-
cent. Now this should be a frightening thought
to all of us. Manufacturing is an engineering-
based industry, and whether we're training
technicians at a very high scale or high per-
formance production workers or engineers and
chemists or whatever . . . we're not doing it
fast enough or good enough, and we have to
put as much pressure on the education com-
munity and ourselves to work with them.

The role of talent is critical to the
future viability of America’s manufactur-
ing sector. The 2001 U.S. Competitiveness
Report, published by the Council on Com-
petitiveness and co-authored by Professor
Michael Porter, stated that “the priorities
for sustaining U.S. economic growth and
competitiveness center on strengthening
the nation’s innovative capacity and skills
of the American workforce.”? The report
further stated that “the nation’s ability to
commercialize innovation—and further
productivity growth—rests on the skills of
its workers. But, the bar for skills is rising-
and demand for higher skills is outstrip-



ping supply.”* Higher-level skills are
essential to enable productivity and com-
mercialize innovation.

Worker skills and education will be a
dominant, if not decisive, factor in Amer-
ica’s ability to compete in the global econ-
omy. The United States’ ability to engage
in the world economy must be accompa-
nied by a commitment to boost the skills
of every worker. Educational institutions
must respond by giving every American
the tools to prosper in the global economy.

The final component that manufac-
turers focused on in their comments
about workforce needs and training was
the need to ensure lifelong learning.
Nowhere is that need more acute than in
the case of workers faced with a layoff be-
cause of changes in the underlying eco-
nomics of their industry.

Traditional trade adjustment assis-
tance programs, though helpful in those
specific instances, may not actually ad-
dress the circumstances faced by most
workers laid off during the recent reces-
sion who have yet to be called back to
work simply because the manufacturer
has learned to produce the same quantity
of output with fewer workers. That drive
to innovate and raise productivity may or
may not be spurred by competition from
imports, but that debate is increasingly ir-
relevant in light of the changes under way
in the manufacturing sector. There are a
number of federal as well as state pro-
grams directed at training and retraining
workers. The Workforce Investment Act,
passed in 1998, has gone a long way to-
ward streamlining and consolidating the
efforts of a wide variety of federal job-
training initiatives. However, more
change is needed to make the system
more responsive in a dynamic and rapidly
changing economic environment. As a
part of that effort, it would also be helpful
to work toward programs that actually en-
courage re-employment. It is widely un-

derstood that the most valuable training
and retraining occur on the job. Being out
of work, even briefly, means that an indi-
vidual’s skills are eroding. Programs that
put a premium on helping individuals
find new employment may be the most
important form of adjustment assistance.

Communities and Economic
Development

A separate topic is the adjustment of
communities. Recent stories of plant clo-
sures in the hard-hit textile mill towns
throughout the Southeast reinforce the
need to ensure closer linkages between
community economic-development ini-
tiatives and workforce development pro-
grams. As a practical matter, job training
programs are useful only if
there are jobs available for
those pursuing the training.

Consistent with the need
to upgrade the skills of existing
and dislocated workers is the
need to ensure that there is a
diversified economy capable of employing
those workers. Areas with diversified
economies are more stable and generally
provide for a higher standard of living for
their citizens. Communities that are
overly dependent on a single industry are
at greater risk for economic dislocation.

There is considerable room for com-
munities to engage in thoughtful and
proactive economic-development plan-
ning. Establishing a comprehensive
strategic plan for economic development
is a critical element in maintaining a
community that can grow, thrive, and en-
dure changes in the economic environ-
ment. Coordinated economic develop-
ment programs can help build a more
favorable business climate to attract pri-
vate investment.

Economic development planning is,
furthermore, not just a strategy for adjust-
ment in a particular industry. A sound ap-

worker skills and education will
be a dominant, if not decisive,
factor in America’s ability to

compete in the global economy
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proach to economic development can
help promote competitiveness, innova-
tion, and increased productivity among
existing businesses or industries in the
community as well.

One of the development concepts
manufacturers highlighted is the concept
of clustering. Economically healthy re-
gions can often foster competitiveness
and innovation by focusing on industry
clusters—groups of interrelated firms and
industries. America’s ability to produce
high-value products and services that sup-
port higher-skill and higher-wage jobs
largely depends on the creation and
strengthening of these competitive clus-
ters. Significantly, the concept of clusters
both draws on and reinforces the benefits
of funding for research universities, which
often form the core of such clusters.

In general, there is a need for a more
aggressive look at how existing economic
development programs could best rein-
force a community’s development of a
sound approach to building a more diver-
sified and strengthened local economy.
Reinforcing the focus of communities on
building more diversified economic bases
is one means of both attracting and re-
taining manufacturing companies.

Leveling the International
Playing Field

Perhaps the key short-term demand
of U.S. manufacturers is for a level inter-
national playing field. They stressed the
importance of international economic
policies, on both finance and trade, which
ensure that U.S. manufacturers have a fair
opportunity to compete.

Disparities in the Cost of Doing
Business

According to manufacturers attend-
ing the roundtables, one key reason for
leveling the international playing field is
to address the differences in the cost of
doing business within the United States to
the costs of doing business in other coun-

U.S. DEPARTMENT OF COMMERCE

tries. Steve Prout of Alpha Q at the New
Britain, Conn., roundtable cited the ear-
lier discussed issue of rising healthcare
cost as contributing significantly to in-
creased indirect costs that affect competi-
tion. “Many of our companies have seen
medical healthcare cost increases of 20
percent or greater. You cannot sustain that
year after year. . .it’s just impossible.”

Those and other cost differences con-
front U.S. manufacturers with stark
choices and create an incentive to shift
manufacturing abroad. As Joe Fusco, of
Novus Fine Chemicals, put it at the
roundtable in Summit, N.J., “I could
throw up my hands. I could shut my fac-
tory. I could turn my factory into condo-
miniums. .. and then just ship my manu-
facturing overseas, and—guess what—I
can make . .. more money.”

What Fusco added was also represen-
tative of most American manufacturers.
While acknowledging the differences in
costs that are driving many manufacturers
offshore, Fusco also stressed:

I don’t think that that’s the right way to go.
That’s just my opinion. I'd like to think that
we can be creative and innovative. . . . It’s re-
ally about just . . . doing a good job and
being productive and [competitive]. And we
do ... But the only thing I'm complaining
about is this uneven playing field that I see.

Economic and Trade Policy and
Manufacturing Interests

Roundtable participants raised the
issue of exchange rates, in particular
China’s peg of its currency, the yuan, to
the dollar. Many manufacturers expressed
concern that exchange rates with a number
of trading partners are set by government
intervention rather than market forces,
leading to lower U.S. exports and stronger
import competition. American manufactur-
ers pressed for the market to set the terms
of competition, not governments.



Manufacturers attending the round-
tables made the same basic point about
trade. What most manufacturers asked
for was not for protection from interna-
tional competition, but to level the play-
ing field by lowering trade barriers
abroad. As Jay Jackson of Stuller, Inc., a
privately held jewelry manufacturer and
wholesaler, pointed out at the New
Orleans roundtable:

Mexico went to zero percent [tariffs] on pre-
cious jewelry in January of 2002. And first
quarter of this year, we actually had an 8 per-
cent-plus balance of trade surplus of greater
exports going to Mexico than were actually
imported, and that’s the first time. So we can
compete if we’re allowed to compete where we
have the competitive edge, and we can com-
pete with the low labor cost, but we just have
to have that level playing field.

There were serious criticisms of U.S.
trade policy. Some manufacturers ex-
pressed continuing concerns about the
impact of trade agreements, such as
NAFTA, and questioned whether contin-
ued U.S. participation in the World Trade
Organization is warranted.

Other criticisms reflected dissatisfac-
tion with the terms of the agreements
themselves, particularly the extent to
which they opened the U.S. market to
goods made with low-cost labor. Those
criticisms were offset, to an extent, by the
recognition that, in today’s manufactur-
ing, direct labor costs in the form of
wages actually represent a small portion
of the total cost for most manufacturers,
with certain exceptions such as apparel
manufacturers.

Further, most manufacturers argued
that the global marketplace is here to stay
and that the United States is better off
using the tools available to ensure that
competition in that global marketplace is
on even terms. For most, it was clear that

one of those tools is trade negotiations,
and many applauded the U.S. initiative
within the WTO to eliminate tariffs alto-
gether as the most direct route to ending
the current disparity.

Stephen Collins of the Automotive
Trade Policy Council, which represents
U.S. automakers on international trade is-
sues, echoed that basic point at a round-
table in Washington, D.C.:

The greatest levels of growth are going to be
outside of the United States. That’s where the
U.S. government does have an extremely im-
portant role in helping to open those markets
through the WTO, through bilateral negotia-
tions, and through regional negotiations. And
the reason it’s so important is because those
governments will try to protect their markets
and try to protect the development of their
markets during that same period.

That basic point is worth underscor-
ing. Manufacturers understand that tariff
protection abroad is not only a barrier to
its exports, but it also represents a means
of subsidizing foreign manufacturers by
limiting the competition they face. In
fact, the disparity in tariff rates applied by
foreign countries compared with the tar-
iffs applied on goods entering the United
States was, apart from the difference in
operating costs, the most common exam-
ple that U.S. manufacturers
pointed to in terms of the
lack of a level playing field.

Kimberly Hayden of
Supreme Tool & Die at the
roundtable in St. Louis, Mo.,
expressed her strong dismay
at the disparities in tariff
rates, stating what many others voiced at
roundtables across the country:

many manufacturers expressed
concern that exchange rates are
set by government intervention

rather than market forces

In 2020, if things don’t change, we may not
be here. That playing field needs to be evened
out in order for us to compete globally. I can
compete in the United States. I can’t compete
with the Chinese imports, and I can’t import
or export my product over there. . . . Bringing
a die cast tool into the United States, the total
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taxes equal 3.9 percent. Bringing a die cast
tool from the U.S. into China, the taxes equal
30 percent.

Tariffs are not the only trade barrier
that U.S. manufacturers face. Another
salient example is the lack of adequate in-
tellectual property protection and enforce-
ment in the markets of some of America’s
major trading partners. For U.S. manufac-
turers, protection of intellectual property
is not an abstract concept. America’s com-
petitive edge ensues directly from innova-
tion and rising productivity. Intellectual
property protection is the best means for
ensuring that American manufacturers
enjoy the benefits of their investments in
research and development and of their ef-
forts to raise productivity. It is also the
means best calculated to ensure that they
can enjoy the investment they make in
customer service and creating a brand
name that distinguishes them from other
manufacturers.

As Frank Johnson of the Manufactur-
ing Alliance of Connecticut underscored
at the New Britain, Conn., roundtable:

We understand what free trade was designed
to be, but free trade isn’t free. We want free
trade. If there is a tariff on tea going into
China and not coming into the United States,
that’s not fair. If a manufacturer in China can
steal pictures from a Connecticut manufac-
turer’s advertising brochure and put them on
their Web site and use the company’s trade-
mark name to sell products in China, that’s
not fair. We want fair trade. We understand
free trade, but we want it to be fair. We want
to level the playing field in every place that we
can. We want the Chinese and other competi-
tors to honor trademark laws. We want them
to respect . . . to show the same respect to U.S.
manufacturers that we show to them.

Indeed, U.S. manufacturers indicated
a willingness to compete in a global mar-
ket, but they want to make sure that the
ground rules are the same for everyone
and that those ground rules are enforced.
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Toward this end, the administration
has undertaken a number of significant
initiatives to address this issue: an in-
creased focus on intellectual property
rights enforcement, heightened efforts to
promote the adoption of U.S.-developed
technical standards, focused efforts on en-
forcement and compliance, particularly
with respect to China, and expanded ex-
port promotion activities.

The rapid globalization of world mar-
kets presents American manufacturers
with new challenges and opportunities.
Falling trade barriers create opportunities
in two forms. First, lower barriers to trade
open markets for American exports. The
United States is already one of the most
open economies in the world.* Lowering
barriers to trade largely means lowering
barriers to trade abroad, where significant
barriers still exist.

Second, increased trade brings
stronger competition, which represents a
double-edged sword for U.S. manufactur-
ers. Although it can place stiff demands
on U.S. manufacturers, competition in
trade also ensures that American manufac-
turers remain competitive. Increased com-
petition demands higher productivity,
greater efficiency, and greater innovation.
In today’s global economy, the industries
that engage in the constant process of in-
novation—lowering costs, creating new
products, and serving new markets—rep-
resent market leaders.

Global competition represents an op-
portunity for American manufacturers in
one other respect as well. Opening mar-
kets abroad allows U.S. manufacturers to
take advantage of economies of scale that
they would not enjoy if they were limited
to the U.S. market alone. It also delivers
high-quality, low-cost inputs that are nec-
essary to maintain the competitiveness of
American manufacturing in many sectors.

In many industries, particularly those
in which American manufacturers main-



tain a significant technological or other
competitive advantage, there is growth in
exports. During the roundtables in Chicago
and Minneapolis, several firms indicated
that more than 50 percent of their sales are
now offshore. That trend holds true for
firms throughout the high-technology
sector of the American economy.

Most of the manufacturers with
whom Commerce Department officials
met understand the benefits of trade and
indicated that much of what they produce
is destined for foreign markets. However,
some manufacturers believe that the fed-
eral government is not aggressive in de-
fending the interests of American manu-
facturing in its international economic
and trade policy. They argued that the
broad opening of U.S. markets through
NAFTA was evidence that federal govern-
ment officials did care about U.S. manu-
facturing or its competitiveness.

Instead of the terms of the deal, crit-
ics of NAFTA focus on Mexico’s subse-
quent devaluation of the peso, which had
a far more significant impact on the terms
of trade between Mexico and the United
States than did cuts in tariffs or quotas.
That fact is reflected in the movement of
U.S. trade with Mexico from surplus to
deficit in the years immediately following
the implementation of the agreement.

The lesson many in manufacturing
drew from that experience is that the U.S.
government, following the implementa-
tion of the trade agreement, failed even to
acknowledge the implications for Ameri-
can manufacturing of the agreement and
the subsequent peso devaluation. The bal-
ance of payments adjustment assistance
provided to Mexico after the peso devalu-
ation simply reinforced that impression.

In fact, NAFTA has proved to be a
boon economically to all parties by mak-
ing the U.S., Canadian, and Mexican
economies more efficient. Indeed, most
critics ignore the actual terms of the

agreement under which Mexico had to
undertake far more significant reforms
and was obliged to remove more trade
barriers than Canada or the United States,
simply because the U.S. and Canadian
markets were already largely open to Mex-
ican products.

Even the most ardent critics of U.S.
trade policy, however, were not advocating
protection from import competition, nor
were they looking for subsidies. Rather,
they were looking for a level playing
field—an equal opportunity to compete
for business both at home and abroad.

Manufacturers showed support for an
aggressive trade policy intent

on opening markets. Such a opening markets abroad allows

policy does not require backing
away from current trade nego-

tiations in the WTO or in bilat- | advantage of economies of

eral, multilateral, or regional
free trade agreements. It does,

U.S. manufacturers to take

scale that they would not enjoy

however, require that the inter- | if they were limited to the U.S.

ests of American manufactur-
ers, as well as U.S. farmers and
service providers, be served by
those negotiations and that the U.S. gov-
ernment be vigilant in ensuring that the
benefits of the bargains reached at negoti-
ating tables are, in fact, delivered.

It also requires an understanding that
trade policy does not take place in a vac-
uum. During the latter part of the 1990s,
trade policy was in a rut because of a de-
bate about the extent to which future
trade negotiations should be conditioned
on labor or environmental standards.
That debate prevented the previous ad-
ministration from vigorously pursuing,
much less obtaining, trade negotiating au-
thority. The debate was also one of the
many reasons that the WTO conference in
Seattle in 1999 failed to launch a new
round of multilateral trade talks.

From U.S. manufacturers’ perspective,
the politics of the trade debate largely ig-
nore the need for an ongoing effort, with-
out the threat of coercion, to improve
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labor and environmental standards. There
is little doubt that there is much to be
gained by encouraging economic growth
in the developing world. As countries de-
velop, they tend to choose higher labor
and environmental standards for them-
selves. Trade liberalization is one of the
most promising means by which to
achieve those higher standards.

Concerns Regarding the
Trade Deficit

Many manufacturers point to the
trade deficit, including the rising bilateral
trade deficit with China, as a major con-
cern. While the trade deficit has changed
little over the past year and exports have
been rising, America’s trade and current
account deficits reflect broad economic
forces, strong U.S. growth relative to
growth in America’s major trading part-
ners, and a low-inflation environment.
Sustained, strong U.S. performance relative
to performance abroad has also served to
attract substantial capital to the United
States to finance the current account
deficits. At the most fundamental level,
the current account deficit is related to de-
velopments in U.S. na-

growth in the trade deficit has been (i) saving relative to

driven by relative rates of economic

U.S. investment. When in-
vestment is higher in the

growth and consumption, rather United States than domes-

than the competitiveness of

American goods and services

tic saving, foreign in-
vestors make up the differ-
ence, and the United
States has a current ac-
count deficit. Increased private saving and
deficit reduction in the United States will
work to reduce the current account deficit.
The Bush administration’s interna-
tional economic strategy aims for high
economic growth throughout the world.
At the core of this strategy are the growth-
oriented economic policies being imple-
mented within the United States. But
working with U.S. trading partners to en-
courage pro-growth and pro-stability poli-
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cies is also a central part of the adminis-
tration’s strategy. Good economic policies
in other countries benefit the United
States and the rest of the world. It is
widely recognized that free markets are
best able to allocate scarce resources to
their most productive uses. The United
States believes that the goals of raising
growth and increasing stability can best
be accomplished in an international fi-
nancial system that relies on the princi-
ples of free trade, free capital flows, and
market-based exchange rates among the
world’s major economies.

The world economy has strength-
ened over the past year. Outside the
United States, growth in Japan has re-
sumed, and prospects for the euro area
brightened in the second half of 2003.
The United Kingdom and Canada, as well
as many emerging market countries, are
also growing more strongly. Rising U.S.
exports reflect this greater vitality in
America’s trading partners.

However, what the broader trend of
weak export performance should not ob-
scure is the fact that certain industries
have faced, and continue to face, a surge
in imports that, in particular sectors, has a
stronger impact than the decline in ex-
ports. Textiles and apparel are primary ex-
amples. The most significant feature shap-
ing those sectors has been the gradual
removal of quotas on textile and apparel
products that have protected the two sec-
tors since the textile agreements of the
early 1960s. Quotas had the effect of
maintaining a relatively high level of in-
vestment and productive capacity, as well
as supporting higher price levels. They
also allowed for the existence of sectors
characterized by a large number of firms
producing a wide variety of products. In
addition, they provided an incentive for
the establishment of outward processing
arrangements to try to maintain industry
competitiveness.

As quotas were removed pursuant to
the Uruguay round of GATT negotiations,



increased competition lowered prices,
dampened profitability, and placed much
of the previous investment in apparel
under pressure from competition from
abroad. In response, apparel manufactur-
ing, which is labor intensive, began to
move offshore. Meanwhile, U.S. textile
manufacturing, which encompasses in-
creasingly capital-intensive enterprises,
began to see its primary customers move
offshore or enter bankruptcy. The result-
ing decline in demand for U.S. textile pro-
duction has placed the fabric makers in
the same difficult financial position that
apparel makers faced earlier.

The rise in the trade deficit does not
necessarily indicate that American manu-
facturing is uncompetitive. As mentioned
above, growth in the trade deficit has
been driven by relative rates of economic
growth and consumption, rather than the
competitiveness of American goods and
services. Many American manufacturers
see the playing field being distorted by
foreign government intervention.

Most discussions of trade begin and
end with a survey of the most recent
round of trade talks and what they mean
for particular sectors of the U.S. economy.
In the past 15 years, a dynamic has un-
folded that has complemented and rein-
forced the impact of trade negotiations in
lowering the barriers to trade worldwide
as well as the opportunities and chal-
lenges lower barriers create for American
manufacturers.

U.S. leadership within the context of
post-World War II international economic
institutions was an important component
of the overall effort to ensure the future of
freedom, democracy, and a market-based
economic system in the midst of the Cold
War. Unilateral trade liberalization toward
the developing world formed an essential
element of American foreign assistance
strategy, which was also a tool in achiev-
ing broader foreign policy goals. In the
long run, however, multilateral trade lib-

eralization by both developing and devel-
oped countries would provide the greatest
overall benefit.

But some manufacturers expressed
concern that the United States has “given
more than it has gotten” out of the world
trading system and that foreign policy,
rather than U.S. commercial interests,
drives trade policy. Those views are based
on the visible difference between the aver-
age tariffs in the United States and those
in many markets abroad and on the obvi-
ous point that the United States has
proved willing to open its market faster
than the vast majority of its trading part-
ners. Although the broader reach of U.S.
foreign policy certainly was one of the
motivating reasons for pursuing trade lib-
eralization, it is difficult to point to a spe-
cific area where, as a result of foreign pol-
icy concerns, American negotiators put
more on the table than they otherwise
would have done. The argument also
tends to ignore the active role that Con-
gress has played in oversight of the trade
negotiation process in defense of particu-
lar manufacturing industries’ interests.
That oversight alone has ensured that
trade policy has normally been driven by
commercial considerations.

It is also worth reiterating what those
views ignore: the benefits of an open trad-
ing environment and the competition it
brings. There is little doubt that open
economies grow faster than closed
economies and that competition is essen-
tial. The United States itself has, because
of its openness, grown considerably faster
than it otherwise would have.
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