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MAJOR EC,ONOMIC IMPLICATIONS OF THE 

PROPOSED TAX ON INVESTMENTS IN 

FOREIGN SECURITIES 

While we are very much concerned with the seriousness of the large alance 

of payments deficit and aware of the difficulties in finding a lasting solution 
. ' 

to thi's national emergency, we feel the measures proposed by the President 

to alleviate the problem - a tax on for e i gn securities investments - is funda­

mentally misdirected and will have serious adverse effects on international 

~conomic and political development. Furthermore, when the sequence of 

events, which this action by the U.S. Government could precipitate, is 

traced through in detail, there is considerable que si:ion whether it will be 

materially effective in correcting the situation even in the near term. The 

full international implications of such drastic action are, in any case, too 

grave to risk a doubtful temporary solution. 

There are two considerations of major concern in the proposed legislation. 

A. The effect on international economic growth and development: 

1. International capital needs: 

The United States is the world banker today and the dollar the 

underlying currency in international trade. Any restriction 

on the free flow of dollar capital funds can only have deleterious 

effects upon the rate of economic gr owth and economic develop.:. 

ment in other areas of the world. 

One of the major sources of str ength and growth in the postwar 

period in the Common Market, Japan, and Canada has been 

the capital sector. One of the prime requisities for future 

growth is investment capital; by the same token, the major 

limiting factor for future growth is internally _generated capi­

tal. Since the U.S. is the only capital surplus nation, we are, 

in effect, proposing the restriction of the vital ingredient to 

future world economic expansion. 

2. The immediate effect of the pr.oposed tax bill will be twofold, 

first, to inhibit foreign investment directly and, second, to 

raise the interest rate structure in most foreign countries. 

Both developments will definitely restrict internal expansion 

in the principal industrial col,Ultries of the world and, in turn, 

affect underdeveloped ~aw material producing countries . The 

most immediate and serious impact will be in Canada >:< and 

>:C The proposed exclusion of new issues in Canada to the tax reduces the 

impact on Canada significantiy but defeats the measure to the extent of 

Canada's participation in total foreign investment (new issues in Canada 

in 1962 comprised approximately 42. So/o of new issues all over the world.) 
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Japan, who rely very heavily on foreign sources for their large 

capital needs but eventually will have repercussions in the 

Common Market and other major nations. 

Over the longer term any slowdown in economic expansion in 

Western Europe, Japan, and Canada will obviously reduce the 

surplus on the U.S. current account, which has been a major 

offsetting factor on the international balance sheet. Because 

of the importance of Canada and Japan in the total U.S. export . .. 

picture, the leverage of these two areas on the U.S. current 

account surplus is extremely large . The proposed foreign 

exchange saving measures could conceivably be more than off­

set by a severe drop in exports to these areas. 

In addition to the direct economic impact, there are the possible 

reciprocal actions to be considered. In mflny respects the major 

countries of the world are presently at a crossroads in their 

policy towards freer international trade. 

The Common Market is experiencing some economic slowdown, 

and there is some minor deterioration in the current account . ' 

balance of the principal member nations. Indications are that 

the gove rnments of some of the l~ading countries of the Common 

Market, if not the Common Market authorities themselves, are 

reviewing the merits of higher external tariffs. 

Japan is obviously seriously considering the full implications of 

the trade liberalization policy on its whole social economic 

structure. 

Canada is concerned with the degree of foreign ownership and 

the lack of development in its secondary industries~ 

Any action by the major trading nation and the major capital , . 

source in the world could well tip the scales towards further 

protectionism and isolationism. 

B. Private versus public foreign investment: 

The second factor of concern with respect to the proposed tax on 

foreign investments is the effect it may have in diverting foreign 

investment from the private to the public sector. It has already 

become a matter of dismay to many Americans , that a large per­

centage of our foreign ·aid is relegated to government agencies and 

the public sector in foreig~ countries. 

Following Marshall aid the U.S. private investor both directly and 

indirectly provided the flow of foreign funds necessary to rebuild 
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and develop the free nations of the world . To tax this flow of private 

funds c an only force foreign aid back into public hands . The slowdown 

in investment funds to industrial nations can, we feel, only result in 

a rise in U . S . public aid to underdeveloped areas . In the end there is 

obviously no improvement in the international balance of payments 

position of the United States, only a transfer of aid from the private 

t.o the public sector . This' is, of course, in conflict with our entire 

ec onomic and political philosophy and unquestionably in co:q.flict with 

the Trade Expansion Act of the Kennedy Administration , which wa·s 

passed in 1962 . 

0 
0 

.. 
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I am happy to have this opportunity to present to your Conun 

conclusions of a study which a group of us at the Brookings Institution have 

completed. This study is devoted to the outlook for the major components of 

the u.s. balance of payments in 1968 and the international financial problems 

commonly associated in the public mind with u.s. balance-of-payments deficits. 

The study is the joint product of six senior authors. Four of us are here 

today. In addition to myself, those present are Mrs. Alice Rivlin, a senior 

member of the Brookings Institution's economic staft', Professor Emile Despres 

of Stanford University, and Lawrence Krause, until last month a member of 

the Yale University Economics Department and now a senior member of the 

Brookings economics staff. The other two authors, William Salant and Professor 

Lorie Tarshis of Stanford University, live in California and unfortunately were 

unable to come east for this hearing. 

Although it is apparently inevitable that our conclusions will be called 

"Brookings conclusions", I should like to make clear that the findings and con ... 

elusions are entirely those of the authors. They do not purport to represent 

the views of the Brookings Institution, its trustees, officers, or other staff 

members. 

A few words about the background of the study are necessary. The President 

asked the Council of Economic Advisers, the Treasury, and the Bureau of the Budget 

for an appraisal of the balance-of-payments outlook over a period of years. The 

Council, acting on behalf of itself and the other two agencies, asked Brookings 

to undertake the study. Work began in the early spring of 1962. Three of the 

authors live in California and several had other camnitments, some of which took 

them out of the country for protracted periods. The study was nevertheless 

completed and submitted to the CouncU (except for the final chapter dealing with 

policy quest iDns) in January of this year. 
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The study in its present form is a revision of the version submitted to the 

Council. We have brought it up to ~ate so· far as possible. You will notice, 

for example,-~; tha.t the balance-of.,.payments statistics for the United States used 

throughout the present version are those published as recently as last month in 

the June Survey of Current Business . 

I should like to add that the revisions of some figures were completed just 

before the report went to press and have not been seen by the officials who 

sponsored the study. 

I want to emphasize that all projections of net balances in internation81. 

payments are highly speculative, for reasons set forth in the study. The authors 

regard the report •s quantitative projections for 1968 as less important than its 

exposition of the ecoBomic signific8l1Ce of the net balance md its identifies:.\; 

tion of what determines the net balance in the long run. 

The United States has had a "total" or "overall" deficit in international 

payments, as this term is used in current discussion, in every year beginning 

with 1950, with the sole exception of 1957. In view of the common assumptions 

that the deficit is the sole cause of weakness in the dollar and .that whatever 

is called a "deficit" must be bad, it is necessary to ·make· ,c1ear1 the . relation 

between the strength of a country's currency and its balance of payments, and 

also · how the ." : United States uses the term "deficit" and what the economic 

significance of that definition is. 

ECONOMIC SIGNIFICANCE OF THE 
TOI'AL NET BALANCE 

The United States dollar in the markets and eyes of the world has undergone 

a dramatic change during the past decade. The dollar, ten years ago, was re-

garded as a superst~ currency. It had been in short supply since before 

World War II, and some observers expected it to remain in short supply for the 

indefinite future, owing to basic forces which they claimed to see at work in the 
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worlQ.~ . For most of the period ai.Bce 1958.~~ however.~~ it has been weak. 

Thi s weakness has _been an important factor in inhibiting the United States 

f rom pursuing domestic monetary and fiscal policies that could raise i t s · 

nat ional output.!> with ita present manpower and other reRources., by a substan­

t i al amount - an e_st:i.mated "f30 bUli~n to . $1.1;0 bilUon t pell' :ye8rl,, according to 

t he Council of Economic Adviser&o 

The change in t he position of t he dollar f rom a strong t o a weak currency 

reflects in part the deterioration or the UoSo balance-of~payments posi tion., 

But it also reflects other things - changes in the l i quidity pos ition., the 

stat e of confidence.~~ and other factors that affect the willingness to hold 

dollar asset s o Indeed .~> the experience of the past t en years has made it clear 

that the dollar could be strong in the foreign exchange markets when the 

United States had a deficit in its balance of payments .. The implicat i on for the 

future is that eltbilination of the def icit may not suffice to restore the 

dollar' s strength because that alone might not restore its uni que status in 

the eyes of foreign and domestic holderso 

My second introductory point relates to the definition of t he deficit. 

For any cofult:cy or ~egii._on8 'thEt ~um of all exte::t"DSJ. ,pe.;yment is equal t o the '.'. 
' .. , / . . 

sum of all external receiptso This is a matter of double=entry bookkeeping. 

Thusp t he concept of a deficit or surplus implies that only selected cat egories 

of payments and receipts are included in the calculation of the net balance 

and that the others are treated as financing.~> or balancing.~~ items . As the term 

99total def'icitvv is used in C'\\ll'rel'lt UoSo discussi6:ns ~· it refers to the excess of 

our payments over our receipts aris:i.ng :from all transact ions other than (a) 

changes in monetary reserve assets (gold~ convertible currencies held by the 

monetary authorities for stabilization purposes.~~ an.d the virtually automatic 

component of UoS o rights to draw on the International Monetary Fund); and (b) 

the reported flow of foreign capital iaveated in liquid dollar assets, including 
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all u.s. government securities other than some new special issues. u.s. receipts 

from foreigners, private as well as official, who acquire liquid dollar assets 

are excluded from the calculation, but payments that the United States makes to 

acquire short-tenn claims on foreigners are included. 

You· will see at once that a deficit does not imply a reduction in the total 

net assets or wealth of the United States. Total net assets include domestic 

assets, and changes in them of course do not enter the calculation of the defi­

cit in our international transactions. It does not even imply a reduction in 

the net international assets of the United States, i.e., in the excess of u.s. 
foreign assets plus gold over u.s. foreign liabilities. Indeed, the net in­

ternational assets of the United Ststes have been growing while it has been 

having deficits. The concept of total deficit comes closer to representing 

a reduction of net u.s. foreign assets in liquid form. But it does not even 

represent that, because the definition the United States has been using includes 

in liquid assets only gold and convertible currencies in official hands. In­

creases in short-tenn assets abroad owned by United States private citizens, 

even in countries with convertible currencies, are not treated as liquid assets 

for this purpose but are treated in the same way as long-term investment abroad. 

Thus , their acquisition contributes to the deficit. Similarly, since our liquid 

l iabilities are defined as including foreign holdings of long-term u.s. govern­

ment securities, a switch by foreigners from American corporate securities to 

Tr easury bonds increases our deficit. Thus, the total deficit on this defini­

t i on means a reduction in only a portion of the total u.s. net international 

l iquid position. 

This differs greatly from what "deficit" means in business or household 

f inance. A family is nonnally said to be running a deficit when its expenses 

f or consumption and maintenance of capital exceed its income. If the balance­

of-payments concept were applied to a family, we would count in the family 
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expenditures not only its current expen~ea but also its expenditures · on house~, 

stocks and bonds3 and other long-term assets, and we would deduct from these 

expenditures not merely its receipts from income but any receipts from long-

term borrowing to finance the purohaae of these aaeetso Thus.~~ a family whose 

only transaction consisted or buying a hou~e for caah would have a deficit -

in the balance-of-pa;yments s®nse = e~ual to the price of the house; one which 

financed the purchase wholly by a mortgage would have no deficit., 

A business firm would have a deficit .~~ on this definition, even if it made a 
I 

profit on its current operations.~~ expanded its plant and equipment, and financed 

most of the expansionjJ from tmdistributed profits and issuance of new stock, so 

long as any part of itjJ however smalljJ was financed by drawing down its cash 

assets or borrowing on a demand noteo This is true even if the business ~has ·a 

subsidiary which is adding to its bank depositso 

The United States is in a different position from such a purely commercial 

firmo To improve the analogy F we IIIUSt suppose that the firm9 having been in a 

very strong financial position11 begins to a~cept deposits from other firms. In 

effect 3 it becomes a bank" as well as a comm.ereial enterpriseo This extension 

of its operations is partly a result of it~ previously acq1!lired prestige.. In 

the eyes of some~ the fact that other firms keep money on deposit with it is 

also a source of additional prestigeo This factJJ however.~~ aloo gives the firm 

new bu.rdenso Now its liquidity may be im.pai.red not only because of its own 

commercial operations but also beca-mse one of its depositors loses cash t o some 

third business which banks elsewhere or keeps its money in its own safeo In 

either of these events.!' the trading=benking finn would have a u
1deficit", accord-

ing to the definition used in our balen~ecoO:f=pa:9JI1ents statisticso To perfect 

the analogy)) we must suppose that this trading=bsnking firm is operating in the 

days before there was a Federal Reserve Syat~P so that it performs its banking 

:functions without the benefit or a central bsnk o To be up=to=date.v we should 
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add that ther e is an institution - called the IMF = in which it and other 

businesses have put :funds and that our business can borrow back the funds it has 

put ino To be still more up~to=date1 we should also add that this institution 

has recently arranged to have ten of th.e major businesses which put money into 

it agree to lend it a limited amount of additional money which it, in turn, 

can lend to any of them that needs temporary financing - provided the potential 

lenders do not feel that their own liquidity positions prevents their lending. 

This analogy may make clearer the meaning of' the UoSo deficit and the present 

position of the United States .. 

FRAMEWORK OF ANALYSIS 

While there may be greater immediate interest in our conclusions1 I think 

there is more of lasting value in the analytical approach we tus~ a which may 

be a novel way of t hinking about the UoSo balance of payments. 

The first point is that any substantial and persistent changes in the UoS. 

net balance of payments will be reflected in opposite changes in the net balances 

of Western Europe o This generalization~=and it is a broad oneP to be applied with 

caution and qualifications--reflects the empirical observation that the rest of 

the world, in the aggregate and over periods of several years ~ does not have 

substantial net surpluses or net deficitso This generalization is basically a 

reflection of the fact that most other countries of the world have a demand for 

imported goods and services so intense that they mmmot., , oo. · in: mpyccas~, ( do. mot 

accumulate r eserves, and that they also do not have sufficient reserves to run 

deficits for any protracted periodo 

It is true that some of these countries run deficits which may be fairly 

substantial for a year or so., but they then have to curtail their imports and 

restore their positions1 i .. e . ~ they pay off or fund the short~tenn debt incurred 

in financing the deficit or they repleniSh the depleted reserves. Some of these 
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countries also may have substantial surpluses lt5or a year or two but the evidence is 

that they then tend to expand their imports and run down their reserves .. This 

generalization is a simplifica.tiono It may not be tro.e for every country, but it 

seems to be true in the aggrsgateo 

One implication of th~~ g~eralit~ation is that one can test any proposition 

about whether a given change will atf'ect tMI UoSo net balance signifioamly and 

over a period of' sehral years by asking whether it wW have the opposite 

effect on the net balance of' Wemem !u'topso If so.met~ which appears in 

the f irst instance to affect the UoS o balancl! of payments does not have an 

opposite effect on the balanee of' payments of' Weste:m Europe as a whole, it is 

advisable to l90k agai,n9 to see whether the chan6e that one originally thought 

would affect the U.,So bala:rwe uy ~ di%19Ctly or indirsctly cause SaB 'C'OIIlpE!D@ -­

sa:t:tng change, leaving the UoSo deficit or surplUS! substantially lmaffectedo 

This test lea(is to m:y second general point : Because the United states 

economy is a very large ~~ different types of transactions in the u.s .. 
balance of payments are clo~ely interrelated., Changes in some transactions tend 

to be offset by c;hanges in ath®i;:'~ o For example9 ~l"Mmges :ln UoSo imports are 

very likely to rew.lt ~ changes in U6So exporta==Or in UoSo dividend receipts, 

if the imports cc:me from cO'i:jllt:ries in whose export :ln~rtea- liD have l arge 

investments .. 

SimUarly9 inc-reases in foreign d4 ue J.:U.~·Lto .·~d ·;Ltmk "to :ehange:s :·.in. 

UoSo exports.~~ if the aid is to cowxtries which obtain a ].arge portion of their 

imports from the United Stateao The:re ar<e also relatiOJlS between.. iUoSo capital 

outnow and UoSo trade. So.uwl of these relations are obvious9 bv:t 8CliiiW o£ t~ 

are more roundabout and less O'b?i.OUS o For example.~~ an increase in UoSo busi­

ness activity which increases demand for imported raw materials and :ra;is~ <-their 

prices may raise the cost of prodll.MJtion of our European competito:rs more than 

it raiees ours9 and thereby improve ou:r can.petitive position in manufactured 



.,. 

8 

products. 

Simil$l':;ty, savings in foreign aid may give nee to cqmpensati.ng chang~s in 

capital movements or vice versa. 

In all these cases, there is an interrelationship between the first and 

second points I have JQ.ade. Inc;t"eases in imports fran non-Eutropean areas are 

more likely to increase lJ.S. exports than are increases in imports from: Western 

Europe because non-Eqropean coumr~es t~d to spend 'their foreign excbqe 

receipts, not to accumulate reserves, : ·I · 

· These feedbacks must be taken into account in appraising efforts to reduce 

the · U.s. · ~ef'icit, For examp~e, a million doll$rs of' foreign a~d expenditures 

has mu.ch less ef't'ect WIOil the def'ic~t than a mUlion ·doUa;rs of milita+""Y ex-. . 

penditures because the mUitary ~itures ao to Europe and cause very litt;Le 

feedback to ~ receipts, ,hereaa the foreign aid expenditures go mostly to 

non-European countries and in most cases ,do be.~ a substantial f'eeclback to qur 
. '·. . . ' . 

; 

receipts. It \·as1:;a1s~ desirable to distinguish BDIOXlg non·~ EUrqpeaneflQ.lllltrie.s 

according to the ~ri!ons; o'£.' Ofltmge&C!ln\J:tJ:Iatl'Kp~&\te; tlre,t ':gol-'' di!~tlt~r ::ari~A:nrl :~ ... -• 
·, 

rectly, to the Un;Lted states and the ptiQU ·bf.bat ·gq, d~redltll,y 'arid :'irid:treo;t~, ·~to 

!Urope. u.s. P'1Jilents to Latin America, f'or examplej af'f'ect u.s. receipts to 

a much greater extent than do u.s. p~s to ~ica. 

The third main point is that u.s. i.Dte~tional ·transactions are in large 

· part a renect:l.on ot relations between internal deveiopments in the u.s. and 

elsewhere. And, as the first poi.nl implies, "elsewhere" means mainly 1Jeste;m 
~. 

Europe. Tlle balance of' p~ s is ·only the part of' the iceberg that is showing. 

If' we 1r8lit to understand and project it, we lllUBt understand and proJect the 

~.ll:arger.::_ ~art~ t:q.at is sub.lperged. Ide~, we need to kD.ow all the quantitative 

relations between these intei'nal f'actors-I).qt; only in the United states but in 

the rest of' the world-and ilXternational tr&ll$actions, including the divisiOll 

of' other country's inte~tional ::paymeXIts 8JI10ilg the payee countries. 

So much by way of' background. 
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'niE PROJECTIONS 

The focus of ou~ study ~a on the year 1968Jl as the Council requested, - -

but we make no attempt to project cyclical or other short~term influences 

that ~ prevtP.l in tb,e.t year o The record Shows that both cyclical and 

rartdc)m factors can c a~e very large c~es in major components of receipts 

or P8iYJllents in a single yee;r o Such rae tors cannot be predicted six ye~s 

in advanceo T.mretoreJl our projections tor the year 1968 should be inter­

preted not as projectio~ ot actual values for 1968 but of trend values 

for 1968o 

For the same reason9 ioeoJ) unp~dictability» we make no attempt to 

project short-te;rm captial movements» special transactions, or errors 

and OJJili;Ssioneo We oollnCentr®t~ o~ the net basic balanoeD which is the excess 

or payments over receipts an account ot goods and services, ~oreign aid, 

and the flow of private long-term capital!' and on the factors determining 

this bal.ance o T.lle concept of basic bala,nce t.bat we use excludes not 

only short-term capital movements and unrecorded transactions, but also 

pr~ts ot losns to the UoSo government (which we regard as induced 

b,y the existence of a deficit on other ~counts and therefore as dis­

torting the basic pos:f,.tion)P and increases in non=liquid government 

liabilitieao 

Even the basic balance)) eo defined, changes rapidly from year to 

year8 as you can see t~ Table 2 or this atatemento In 1957 the basic 

deficit was some f4,00 milliono It rose by $3o3 billion between 1957 and 

1956 and by another .1 billion in 1959 to nearly $11. o 7 billion a In 

1960, when the total deficit incree.sed sllght:cy-8 the basic deficit 

declined by more th$n $2o8 billion 8l),d in 196lp it fell by @Other 
I 

$1 billiono Last year8 although the total deticit declined slightly, 

the basic deficit increased by $lo3 billion==from same $800 million 
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in 1961 to $2.1 billion in 1962. 

In analyzing the outlook for the basic balance in 1968, we do so on two 

alternative sets of assumptions concerning the future course of the u.s. economy 

and that of Western Europe, the two areas that we regard as crucial. 

Assumptions 

I shall not describe all the assumptions in detail. It is sufficient to 

say that the first projection is based on the assumptioh of a gross national 

product in 1968 of approximately $743 billion for the tJ.s.--measured in 1961 

prices--or a rise of 43 percent fran the 1961 level. _ For Western Europe, the 

rise of GNP is projected at 33 percent in the same period. As to prices, we 

assumed an 11 percent rise in the implicit defl$-tor for the u.s. gross national 
- ' 

product between 1961 and l968. We obtained assumptions regarding the level or 

foreign aid and military expenditures abroad, and assumed that exchange rates 

will remain at their present levels. 

We were given no assumptions about price movements in Western Europe. To 

deduce them, we projected cost pressures: and · , , concluding that they would in-- ~ . '-

crease greatly, then projected aggregate demand in relation to output to see if 
t 

the cost pressures would be likely to foroe European prices to rise. For the 
( 

initial assumptions, we assumed that any such tendencies could not or would not 

be effectively counteracted by Western European Governments. We also had to 
( 

make our own judgments about the rise in export prices of manufactured goods 
t 

relative to the rise in GNP prices--for both Western Europe and the United 

states. 

The alternative projections assume that GNP in the u.s. and Western Europe 

will grow by 10 percent less than under the initial assumptions. We assume, 

however, that the GNP deflator for the United States will rise by the same 

amount as under the initi9.1 assumptions, and that foreign aid and military ex­

penditures 
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abroad would be the same as Wlder the first assumptions ., - In . the second. :pro-.. 

jections, however, we assume ' that European governments will use monetary and 

fiscal policy more effectively to dampen the price rise. 

Thus, the main differences between the two sets of assumptions are (1) 

that the growth in GNP is lower in the second than in the first set for both 

the United states and in Western Europe and (2) that resistance to price rises 

in Western Europe is assumed to be greater and more effective under the second 

set than Wlder the first. These assumptions are summarized in Table 1 of 

this -statement, which is identical with Table VIII-1 of our report. 

Conclusions about 1968 

On the first set of assumptions, we conclude that fWldamental forces 

at work will make tor<a basic surplus of nearly $2 billion by 1968, an improve­

ment of $3.4 billion compared to the 1961-62 average basic :deficit of $1.5 

billion. The improvement shows up largely in increases in net exports of goods 

and services, including a substantial rise in income from private investment 

abroad. This increase is rreinforoed by a decline in military expenditures 

and by a somewhat smaller decline in the outflow of private long-term capital. 

'lb.ese gains are offset, but only partially, by an increase in expenditures for 

foreign aid. These projections are sho.n in the attached Table 2, which also 

shows the basic balances for 1959-62 and the projected changes from i;lle 1961-62 

average. 

T.bis way ot breaking down the projected change in the total balance accords 

with what the balance of p~nts statistics would show. It would be an error of 

analysis, however, to infer from it that a given change in one component is 

the cause of an equal change in the basic balance. Such an inference would not 

take account of the feedbacks involved in the projected changes~ I have in­

cluded as Table 3 ot this statement a table which shows the projected changes 

between 19(51 and 1968 in 'twoo ways. The top half of Table 3 shows the items 



TABLE 2. aasic Balance of u.s. Internationa1 Payments and Its Components, 
195~-62, Projections for 1968, and Projected Change from 1961-62 Average. 

(Billions of dollars) 

r,et Net Goods ~r vate Government 
\ 

Capital Basic and Long~rm 
Services !:1 Capi-tal W and _Aid 9.1 Balanoe g) 

• 
1959 -0.4 ; I -1.6 -2.6 -4.7 
1960 3.3 -2.],. -3.0 -1.6 
1961 5.0 -2.1 -d·7 -0.9 
19!)2 4.3 -2.5 -3.9 -2.1 
196l.-:62 av~r~ge 4.6 -2.3 -3.8 -1.5 

Proje<!-ted 1968: 
Ini ti_al as.sumptions 9,1 -l.·5 -5.8 1.9 
AJ. ter.nat:t ve Assu:mp ... 

6.7 tiona -1.5 -5.8 -o.6 

Projected apange, ~96J.-62 
to 1968: · 

:uu. tial a.Bfilump- I 

tio~ A.5 ,to.a -2.0 13.4 
Alterne.tive 

f'2.i as:aUJiiptic;>ns f0-.8; .. -2.0 .;.o.9 

§/ ~ludes n~t outflowS 9t private remittances. Be~inning ta 196o, these 
net o~tflows i~c~ude inflows tor indemnificatiop p~ts, wh~ch are not included 
:f.n figural!! fo:r 1959 and eat!Uer years. See Syryey of ~Y:r£ent Bug~ess, Vol. 43 
(June 196~ ),. p. 26. Elccl\,ldes eXJ>Orts f'iMDOed by miJ,3t~ grants. 

W Copsists o( f'lows of u.s. p:ri~te lo~ .. tel'Dl capital and (oreign long-term 
capital othe:r than t:ransacti ons !n U.s. gove~nt sec uri ties. 

Q/ Includes cbapges in government holdiDgs of foreign currencies other than 
holdings of convertib1e currencies by mpnetar,y authorities ror stabilization 
purposes. Also includes pension$ and other ~lateral transfers. Elcc1udee ~ents 
of $2,745 millipn in 1947 to the International MonetEU"Y Funcl for original u.s. 
subscription and of' $~P375 ~llion in 19~9 for an tnc~ease in the· u.s~ subscription. 
Excludes military ~ts. ~eceipts ~ p~payments of foreign debts to the U.S. 
government, amo~t~ to 4435 million :lrl,ll959, $48 Dd.ll.ion in 1960, $668 million 
in 19611 s.nd $666 million in 1962, ~ e:x:clqd.~q from government receipts of 
J,ong-term capi~al, a.nd from the basic 'b~ance. Also e;x:cluded are receipts from 
increases ~ ~Qnliquid short-term liabilit~es ot the u.s. government amounting 
to $26 million in 1960, $85 Dd.llion in 1961, and ~5 million in 1962. These 
receipts nave been adQ.ed to ~e figures in the short•term capital column in those 
years. ·· -·, -· .·._ -1 .. : ... ~_- · .. '·. · ...... . · 

·.. ~·· 
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TABLE 3. Projected Changes in u.s. Basic Balance of Pay.fnents between 1961-
a.nd 1"968,as.shown in Statistics and as Net Effects of G~~s InQ.ependent Changes. 

(Billions of dollars) 

Components of 
Basic Balance 

Act~ Initial AltePnative 
1961 ASsumptio~ As$um,ptions 

Classified in Statistics: 
Net exports of goods and 

services §/ 
Net private long-term 

capital 
Government Transfers and 

loans,net 

BASIC BALANCE 

Classified b,y net effect of 
gross independent qhanges: 

Imports of milit&r1 se~v!ces 
net 

Less effect on exports 

...0.8 

Net effect on basic balance 

Private long-term capital and 
investment income 

Less effect on exports 
Net effect on basic balance 

Government loans, transfers, and 
interest, net 

Less effect on exports 
Net effect on basic balance 

Changes in real income, absolute and 
relative prices and European aid, 
and ef~cts of EEC. 

AI Includes net private remittances. 

9.1 

-1.5 

-5.8 

- 0.6 

Projected Changes 
from 1961 to +968 
Initial Alterna-
Assumptions tive 

;:4.2 

f0.6 

-2.1 

, fl.O 
...0.2 

f0.8 

;:'2.1 
-0.7 
fl..4 

-2.2 
,t2.0 
-0.2 

Assumptio:n 

fl-.1 

f0.6 

-2.1 

fl.l 
-o.2 

f0.9 

;:'2.1 
-0.7 
fl-.4 

-2.2 
,.:'2.0 
-0.2 

-1.8 

Source: Table VIII-2 of The United States Balance of Pavments +» lg68. 

Note: Components do not alw~ add to totals because figures are rounded. 
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more or less as they are grouped in the balance-of-payments statistics. The 

lower hal£ puts together the gross amount or each independent change and its 

projected feedback.. It makes clearer how much the projected independent changes 

arrect the net balance. 

There are two major reasons ror the projected improvement under the first 

set or assumptions. One is the improvement in the u .. s .. competitive position. 

Our assumptions imply that prices and costs in Western Europe--primarily on 

the Continent--will rise substantially relative to prices and costs in the 

United States.. Reinforced by the assumed rise in Western Europe's real income, 

the errect will more than orrset the errects or the assumed rise in our real 

income on imports or goods and services and the adverse errects or disorintti.na-

t ion by the EEC against us and some or our customers. 

The improvement in our competitive position arises fundamentally rrom 

differences between the United States and Western Europe in the prospective 

growth or the labor supply. The growth or the labor force in Western Europe 

is expected to decline and this decline will be reinforced by a projected 

cut in average length or the work week.. In the United States, however, 

the existing labor rorce is underemployed and the growth in the labor rorce 

will accelerate.. On our assumptions as to Western European policies, the 

tightness in Western Europe's labor market will cause a substantial increase 

in wages and also in labor costs per unit or output--more than double the 

average annual rise in the United States. Thus, we project substantial 

upward cost pressure in Western Europe, and sufficient aggregate demand to 

carry this cost pressure through to a substantial rise or prices. 

In our judgment, this rise in Western Europe's GNP prices would be accom­

panied by a rise or export prices--a situation which did not occur during the 

1950's. During most or the postwar period, investment in Western Europe was 

more concentrated on export goods and import ... competing goods than we 
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think it will be between now and 1968. That is why we expect the relation­

ship between movements of export prices and of GNP prices in Western Europe 

in the future to be different from the relationship in the 1950's. 

The second major reason for the projected improvement in the basic balance 

is a substantial rise in net receipts associated with past and current inter­

national long-tenn investmentso This rise results from both an increase in 

investment income and a decline in the net outflow of capital. 

These influences are reinforced by an expected decline in military ex­

penditures abroad. They are only partially offset by the adverse effects of 

discrimination by the European Economic CODDilUility on imports from the United 

States and same of its customers, and by the net effect of assumed increases 

in foreign aid. 

Under the alternative set of assumptions, which on the whole we think 

more realistic, the improvement in the basic deficit compared to the revised 

figures for 1961--revised since we submitted our report to the Council of 

Economic Advisers--is so small in relation to the possible error that it 

should not be regarded seriously, but it is a large improvement over 1962. 

It leaves the u.s. in basic deficit to the extent of about one-half billion 

dollars. 

Most of the difference between the results obtained under the two sets 

of assumptions reflects the difference in European prices, rather than the 

difference in the assumed changes in real income. Under the second set of 

assumptions, the competitive position of the United States improves by a 

good deal less than under the first. 

I have mentioned that the business of projecting the implications of 

given assumptions for net balances of payments is a particularly hazardous 

one. I do not refer merely to the risk that the basic assumptions may be 

wrong--which is indeed a hazard. I refer, rather, to the fact that even 
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if future changes !n real income and prices and other basic variables do lie 

between the values we have assumed, their effects on the basic balance may lie 

outside the range we project. The sources of possible error in estimating 

p~ents ~~ications of given assumptions are stated in our report, but I 

want to mention a few here. 

One is that the projections of t~e Qalance-of-pay.ments implications of 

the aSS'UJlled Wt!~iri.flli~S ··~AlN!t}l' :p~tcEfS}u amiY:.G)JbhOrS.1:i!iltJ ar~:·:Oeldvecbli'rom·· q:Uantitative 

relationships estimated for the most part frqm data foD the period 1948-60. 

Even for that period, these relationships ~ not correctly measure the effects 

of these w:ari-&'blea·"Qn1 international transactions • . Or they may attribute the 

effects to the wro~ factors. MOst factors oth~r than real GNP and relative 

prices are omitted. Furihermore, even if the equations correctly measure the 

average effects of the individual variables upon international transactions in 

the period 1948~0, these relationships were not stationary during that period 

and ~ change further in the future. 

Aside from these possible errors in the influences we do project, other 

things that we do not try to project--bec~U$e there is no way to estimate 

either them or their effeets quantitatively--~ also change, Some of them 

--such as steel strikes and orpp failures.,.-~ have transitory effects.. But 

others--such aa basic changes in supply and demand conditions for individual 

commodities important in international trade, or changes in large sectors of 

the ecoDOJey'--~ be :r:Las:tiilg;; changes and may have profound effects on inter­

national trade. Some cause our estimates of the improvement in the u.s. basic 

balance to be understated; others ca~e them to be overstated. 

The factors of understatement are, first, that our projections of u.s. 
exports take no account of . export drives and oth•r special efforts to 

increase u.s. receipts from the sale of goods 8nd services abroad. We 

doubt that the effects of such efforts can ·~e l~ge in relation to total 
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receipts, but it is possible that over a period their effects might be sig­

nificant in relation to the deficit. 

A more important consideration is that the rise in Western Europe's 

prices may be greater than we project, even Wlder the initial assumptionso 

The projected rise of Western European prices, Wlder both assumptions, is based 

on the estimated increases in costs per unit and a Judgment as to how much 

of these cost increases are likely to be reflected in prices. Thus, it is 

essentially a "cost-push" measurement rather than a "demand-pull" measurement. 

Since we also find that excess demand would exist, we conclude that the 

price rises indicated by the cost-push are not implausibly high. We did not 

adjust them upward, however, to take account of the additional effects of 

excess demand. We therefore regard the price increases that we project for 

Western Europe as the minimum rises consistent with the assumptions that 

underlie them. Since the u.s. competitive position appears to be sensitive 

to changes in relationships between Western European and u.s. prices, any 

Wlderstatement of Western European price increases may be important. 

Finally, a return to fuller utilization of capacity in the United states 

will be accompanied by a substantial increase of investment.P and a more 

rapid rise in out put per man-hour than has occurred in recent years. This effect 

has not been explicitly taken into account. Our assumption regarding the 

rise of u.s. export prices reflects a judgment about how sustainable present 

relationships between export and other prices are, but it is only an intuitive 

judgment. Because reliable data are lacking even for past export prices, it 

is impossible to test any hypotheses, however . plausible, concerning the rela­

tionship of export prices to other prices. 

On the other side, one of the factors which might cause our initial pro­

jection to be too optimistic is that the rise in u.s. prices, which affects 

the u.s. competitive position, may be too low to be consistent with the rise 
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in u.s. real income 8.$Sumed in the initial projection. 

A second possibility is that Canada, which we have included among the 

countries likely to spend all the foreign exchange that they receive, mey-

make a V,igorous and successful effort to build up its reserves by earning 

a basic surplus--not only in the aaming ·year;: oJI';(&e; ,,butJ·'oveJr. a!.Llongel' period. 

In this even~1 our projection of u.s. exports to non-European countries as a 

group would be overstated. 

In the light or all the considerations 1 our best guess is that the bas-ic 

deficit will be eliminated by 1968. If the initial assumptions cane close to 

being realized, there is a definite possibility that a significant basic sur-

plus will develop. 

Even if a significant improvement does occur over the whole period be­

tween 1962 and 1968, random disturbances and short-term fluctuations in the 

United states or in Western Europe, J~pan, or Canada mey- have large transitory 

effects on the net balance. Year-to-year fl'QCtuations are large and erratic, 

so the underlying trend mey- be difficult to discern. This general observation 

leads ~e to comment in greater detail on the changes that mey- occur between 

now and 1968. 

Since cyclical changes and random factors mey- have ..Jery big effects on 

the net balance, it YOuld be foolish to try to estimate the path that the 

basic balance· will take between now ·and 1968. One consideration is that 

some improvement in our competitive position is likelY in the next rew ;years; 

indeed, if relative price changes in the United states and Western Europe are 

any indication, some has probably occurred already. But we do not know whether 

this has yet been reflected in the trade position, if one < adJusts.;: the re-

corded pastion--as one should--for cyclical and random factors. We -do expect 
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some improvement in the u.s. competitive position to show up clearly by the 

end of 1964. We also expect cuts in military expenditures abroad and other 

deficit-reducing measures to have most of their effects on the basic balance 

by that time. 

There are offsetting considerations, however. First, we have assumed a 

recove:cy in the United States in the next two years sufficient to reduce un­

employment to 4 percent. Such a recovery would raise imports simultaneously, 

while its favorable effects would lag behind. Second, the adverse effects of 

EEC discrimination will also be felt more strongly in the near future, but the 

favorable effects of negotiations under the Trade Expansion Act cannot offset 

them for at least two years. Third, the basic balance mS? also be worsened by a 

recession or a slowing down in Western Europe '·s economic growth. 

For tnese reasons, it may be difficult to discern an underlying trend in 

the next two years, ev@ if one exists. Random or eyelical factors may elimillate 

the basic deficit in same quarters, while they may raise it in oth~r quarters to 
billion _ 

annual rates of $3/or even $4 billion. Our gu,ess is that the average basic 

deficit for 196~ and 1964 will not differ much from that of the 1961-62 average 

of $1.5 billion. 

Any substantial improvement is likely to appear clearly, however, by 196? 
I 

or 1966. By that time, the ctlJilU].ative effect of apy changes in the relation 

between u.s. and Western European prices will presumably outweigh the more 

transitory effects of any adverse cyclical or random factors. 

Moreover, after several years, the effects of differences between rates 

of growth of the u.s. and W~stern European labor supplies, which reflect 

differences in the increases in their postwar birth rates, will have become 

marked. 

Finally, as I have already noted, there is a considerable lag in the bene• 

ficial effect of high employment on our competitive position. To the extent 
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that ' this effect occurs, it does so by increasing investment and thereby 

putting us on a more rapid growth path, by creating a climate more favorable to 

mobility of labor and capital, to avoidance of new restrictive practices, and to 

_elimination of existing ones, and perhaps also to iililovation . and to tecl'lilological 

improvement. These effects are :f'ully felt only after several years. 

Qutlook for World Trade gnd Reserves 

Our projections lead us to believe that the dollar value of international 

transactions will grow by at least 35 percent between 1961 and 1968. If 

United States deficits continue in 1963 and 1964 but diminish to zero between 

1965 and 1968--I am now talking about total deficits, not basic deficits--and 

if monetary gold stocks grow at the same rate as they did between 1947 and 

1961, gold and dollar reserves will rise by about 12 percent between 1961 and 

1968. This compares with the 35 percent increase in international transactions. 

Whether this relative decline would create a problem of liquidity depends, 

of course, on whether liquidity is adequate now and how much the need for 

liquidity grows in relation to the growth of the value of world transactions. 

So far as the need for liquidity is concerned, we think that imbalances in 

total international pa:yments will increase in relation to total payments. The 

major countries are likely to be faced with persistent imbalances arising 

not so much from deficiencies or excesses or aggregate .demand but' from · struc­

tural factors, such as changes in teclmology, in competitive positions, or in 

the structure of world demand for their products. Imbalances arising from 

such causes cannot be eliminated quickly without jeopardizing domestic eco­

nomic growth, price stability, or other vital objectives. To avoid jeopard­

izing these objectives, equilibrium must be rea~hed gradually. The 
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existing monetary mechanism will not proVid enough liquidity to finance def­

icits over periods long enough to permit such gradual adjustment. Without the 

means of financing deficits over such periods, preoccupation with balances 

of payments is likely to override considerations that are fundamentally more 

:important •. , .. The deficit countries will be placed under increasing constraints. 

Such a situation might well induce actions that would restrain their rates of 

growth unduly o 

Indeed, these restraints could prevent the forces making for improvement in 

the u.s. balance of payments from materializing fully. If a u.s. balance­

of-payments surplus should begin to developp some other countries would be-

gin 'to mov~ -~toward <'4e1l'.ici.it J·pi:)S.i:tions rand might ttake .r.eS.tri.ctd. v:e ltmeaBures ·[;to 

stop this movement. In that event, the forces making for improvement of the 

u.s. payments position would merely have caused vthe .:worJ.d .to exchange one pro&­

lem for another. .t. 'lhus, there is a dilemma: A strengthening u.s. balance of 

payments would leave the world as a whole--and the U~ted States, too---little 

if any better off than does a u.s. deficit. This suggest that the fundamental 

problem :mey not be the u.s. bala.nce -·of-peyments deficit but the world's monetary 

system. 

It is often said that maintenance of balance in international peyments, 

if not an u1 timate end of policy 11 is a means of restraining . countries from 

pursuing undesirable ecc::momic policies. BaJ.ance-of-payments discipline, 

however--like any other discipline--is desirable o~ as a ~ans to ends that 

are desirable. It is not desirable if it requires the subordination of higher 

priority objectives. 

The u.s. government has not, on the whole~ compromised its basic foreign 

policy and defense objectives because of balance-of-p~ents considerations. 

These considerations, however, have played , and . impor.tant . role in failure to 

achieve maximum production and employment. The additional slack in using 
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productive capacity at a level as$0Ciated with unemploymettt of 6 percent instead 

of, say,4percent of the labor force involves losing output estimated at about 

$30 billion to $40 billion every yearo 

Policies ~ying economic ai4 to procurement in the United States and re­

quiring militar.y expenditures to be made in the United States rather than 

abroad add considerable cost to the taxpayero They also arouse resentment in 

the rest of the Free World, protect high-cost UoSo industries f~om the spur 

of foreign competition and foster poor allocation of resourceso Moreover, 

there is increasing pressure to compromise the objectives of foreign aid for 

balance-of-p~ents reasonso It is clearly in the interest of the United 

States to develop an international monetary mechanism that will permit ad­

justments to take place without compromising other goalso 
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THE NEED TO IMPROVE THE INTERNATIONAL MONETARY MECHANISM 

The present international monetary system is essentially a system of quasi­

fixed exchange rates with international reserves held in gold and national c; • 

currencies (principally dollars and sterling). The price of gold in tenns of 

dollars is fixed, and other currencies are pegged to the dollar, thereby pro­

viding a fixed structure of exchange rates among various currencies. The pegs 

are adjustable, however. Adjustments have been made often enough to keep the 

possibilities of f'urther changes alive in the minds of central banks and private 

owners of capital. 

In our view, fixity of exchange rates is a virtue. By removing much of the 

uncertainty of international transactions, it tends to increase the volume of 

trade and productive international investment, thus contributing to efficient 

use of world resourceso The more certain' it is that the rates will be maintained, 

the greater are these advantageso We believe, therefore, that the present system 

of fixed exchange rates should be strengthened so as to preserve and enhance its 

advantages and mitigate its disadvantageso 

The main disadvantage of the present fixed rate system is that it requires 

countries whose pa;yments are not in balance to restore balance more rapiaJ.y 

than may be consistent with important domestic and international objectives. 

Deflationary measures, the classical means or improving the balance of payments, 

cut employment and real incomes--effects which are neither politioally feasible 

nor economically desirable in a modern industrial countryo In the Unites States, 

large absolute reductions in real income cause only small decreases in imports, 

and these decreases are partly offset by decreases in exports, so that very sub­

stantial declines in total production and income are necessary to induce rela­

tively small improvements in the net balance of payments o Furthennore, higher 

interest rates, while discouraging domestic investment, may not be effective in 
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attracting capital to a currency when st·ronger currencies are available. 

Rapid adjustment i& especially di_~ficult if exchange rates that are nor­

mally fixed may be changed when an imbalance in p(Vments is judfled to be funda­

mental. The prospect that a weak currency may be devalued discourages stabilizing 

capital movements and .rosters destabllizillg movement·s. This reinforces the basi:o 

factors originally responsible ror the currency's weakness. Moreover, when 
• the authorities decide to devalue or are forced to do so, they usually make the 

devaluation so great that no 'one will doubt that the new rate can be Da$intained. 
;; . ...._ 

As a result, currencies which have been oyervalued before their parities are 
- ' 

altered ~e likely to be undervalued a:f'terward. 

I£ an international payments system is to provide the benefits of fixed 

parities without these disadvantages, it must generate conf'id.ence in the fixity 

or the parities. Given greater liquidity, this confidence would probably develop, 

because it would gradually be recognized that payments adj.ustment at fixed parities 

is possible if enough time is available. 

ACTIONS NEEDED IN THE NEXT FEW YEARS 

The United States should immediately begin to press for an agreement to 

strengthen international liquidity. Since the study and negotiat~ns needed to 

obtain agreement on a new mechanism for international liquidity J8aY take a long 

time, however, the United States will be obliged to de_al with its balance-or­

pa:vments problems within the framework or the present mechanism. 

Measures to Finance the Deficit 

Even if the projections or this report are realized, there probably will be 

deficits in the u.s. balance or p~nts t()r the next several years. However, 

u.s. reserves are so large,~~ compared to likely levels or the deficit, that we 

see no reason for concern about financing these deficits whUe working to 
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~p.ve the international monetary system. Despite the substantial reduction in 

u.s. monetary reserves and the large increase in liquid dollar clailns of 

foreigners, u.s. reserves and other resources for meeting continuing deficits 

remain very great. The u.s. government should make clear that it regards its 

reserves as existing to be used for these purposes. 

The statutory requirement of a gold reserve against Federal Reserve notes 

and deposit liabilities itong ago oeased to serve any usei'ul purpose. It should 

be abolished. Its abolition ·would make clear that the reserves are available 

to the i'ull and at all times, not merely in emergencies, to serve their only 

usei'ul function. 

The United States should also draw on the IMF--as it now proposes to do-

to finance same of its rut~ deficit. Such drawings would help to promote the 

idea that use of the Fund's resourc•s is not an act of last resort; more willing-

ness of IMF members to draw on it would increase effective liquidity. 

Such steps would establish that the tM'lted states is willing to use its 

reserves and credit facilities to support the dollar. 
I 

Measures to !mproye the Balance of Pa-yments 

We do not recamnend that the government at this time take any steps to 

improve the balance of payments other than measures W!Uch seem desirable iJl 

themselves. Actions already taken, such as tnDg aid 'and restricting certain 

types of military expenditures abroad, should be regarded as temporary. 

Further restrictive measures of this type would be of .negligible benefit, if not 

positively harmt'ul.. To cut aid or military expenditures for balance-of-ptcyments · 

reasons would be an unwise and unnecessary sacrifice of more importaili objectives. 

As the balance-of-pEcyments deficit declines, foreign aid expenditures should 

gradually be untied. 

We have stressed that measures which might endanger u.s. economic growth 
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and the restoration of high employment levels should not be adopted for balance­

of-payments reasonso This means that it is inadvisable to raise interest rates 

in an attempt to affect international flows of capital, unless the adverse 

domestic effects of higher rates can be :f'ully offset by fiscal expansion. The 

balance of payments and other goals will be servedi however, by wage and price 

restraint during the course of recovery to high employment. Restraint on wage 

and price increases will benefit the u.s. competitive position without retarding 

domestic growtho The government •s efforts in this direction should be stepped 

up as the country moves toward :f'ull employment o 

Devaluation of the dollar also should be rejected. Devaluation might 

actually weaken, rather than strengthen, the dollar. If other countries­

especially those in the European Economic Community (EEC)-~devalued their 

currencies in line with the dollari the u.s. deficit would not be reduced, but 

the future willingness of foreigners to accumulate dollar assets would be cur-

tailed. Even if other major currencies were not devalued, however, de-

valuation of the dollar should be rejected. Devaluation is appropriate only 

when a balance~f-payments deficit is clearly caused by e. fundamental disequlli­

brium that is not likely to diminish in the future. Our projections suggest 

substantial future improvement at the current exchange rateo Devaluation, 

therefore, might throw the United states into substantial surplus and other 

countries into deficit. 

The United States should bargain vigorously with the EEC for trade 

liberalization in the coming negotiations under the General Agreement on Tariffs 

and Trade and insist on same minimum concessions. A satisfactory agreement 

should preserve and enlarge foreign markets for temperate zone agricu:ltural 

products.~~ liberalize EEC imports of manufactured goods.~~ especially those from 

Japan and underdeveloped countries.~~ and reduce discrimination against tropical 

products of Latin America. and other non~EEC countrieso Agreement should not be 

sought at any price. 
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~asures to IPIProxe ~ements for International Ligudity 

The UoS. government should make a major effort to establish with other 

countries an adequate international liquidity mechanism. The immediate task is 

to fo~ate a plan which meets the criteria for a satisfactory systemo The 

next task is to seek international agreement on such a plan. 

We propose four requirements of a satisfactory system: 

1. It must provide enough, liquidity at the outset to finance sub­

stantial imb~ances while adjustments ere taking place, and it must provide for 

increases in liquidity as the need for liquidity grows. 

2.. Additional liquidity which takes the form of credit should be 

available readily and promptly, and for a period long enough to permit eli­

mination of the deficit~ Substantial amounts should be obtainable automatically 

by deficit countries. By agreement, ad~itional amounts should be made available 

to countries with particularly intractable balance-of-payments problems if 

appropriate measures for dealing with these problems are being taken .. 

3. The possibility of shirting reserves from weak to strong 

currencies must be prevented. These problems would be avoided if industrial 

countries committed themselves to hold a substantial tradtion of their reserves 

~ an international institution, with creditor countries accumulating credits 

in an international unit of account and debtor countries accumulating similarly 

denominated debits or reducing previously acquired credits. 

4. For such a system·:,cto ·work it is probably necessary that the prin­

cipal financial and industrial countries cc-.u>nstia.t--d'~ ,and frequently -and:,cllor­

dinate policies that have substantial effects on international payments. 

As to getting an agreement, Western European countries are not likely to 

be receptive to u .. s. proposals _ which seem only to ask them to commit themselves 

more irrevocably and firmly to propping up th4--- present doll~ ~change standard. 

If the United States wishes to gain European support for an expanded internation-
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al liquidity arrangement, therefore, it must consider the possibility that 

the dollar 11 s role as a reserve currnecy would be curtailedo 

It is sometimes said that f'ull maintenance of the dollar's postwar 

role as a reserve curl'elncy is essential to UoSo national power or prestige .. 

We think this view mistaken.. The economic power and prestige of the United 

States came primarily from its high productive potential and its success in using 

that potentialo Reduction or the reserve currency role of the dollar would have 

far less effect on U .. So prestige than continuation of the present failure to 

operate the u .. s .. economy at or near capacity.. To return to my earlier analogy.P 

a ·merchant may get same prestige in being known as not only the biggest merchant 

but also a banker in his community.. His banking role may justify him in making 

some sacrifices to maintain the more liquid position that he needs since he has 

opened himself to withdrawals by depositors.. But if he has to scrimp on the 

more important foundations of' his prestige--reduce his efficiency by not main­

taining up-to-date equipnent in his major business or injure the long-term pros• 

pect s for his business by not sending his sons to college or both--then it is 

time he asked himself hoW much the additicmaJ.-prestige of his banking role is 

really worth.. If beyond that, he has to beg his depositors to keep their funds 

with him, the question is still easier to awswer .. 

Beyond thisj) which is ma~y a questicm• for the United States to answer for 

itself, is the question whether other cOUIItries will agree to a system providing 

greater liquidity while the United States is in a deficit position.. Perhaps 

agreement will prove to be difficult to reach in this situation.. But we shall 

not know until we tryo The government should not defer beginning discussions 

merely because there is a deficito If agreement does prove difficult to reach, 

it may become easier to reach as the deficit declines and the surpluses of othe:t' 

countries diminisho Hope of agreement should not be given up, therefore, while 

there is a prospect that the UoS .. deficit will disappear.. And the United states 
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i"taelt should resist any "tendency to lose interest as its payments position 

improveso 

An Alternative !nternationa1 Monetary Mechanism 

If it becomes clear that agreement on a satisfactory liquidity mechanism 

cannot be obtained~ the United States must seek an alternativeo The best 

alternative~ in our view~ would be a modified system of flexible exchange rates 

consisting of a dollar-sterling bloc and an EEC bloc~ with fixed rates within 

each bloc and flexible rates between them.. Within Western Europe, the logic 

of economic integration demands that fixed parities be maintained among the members 

of the European Economic Community, a fixity which they could easily effectuate. 

Countries whose economies are closely aligned to the major members of each bloc 

would presumably wish to tie their currencies to that bloc. The only significant 

fluctuationsi therefore$ would be in the rates betwee:Q. the dollar-sterling bloc 

on the one hand and the Western European bloc on the other o Violent changes 

in these exchange :- rates would be prevented by intervention of the stabilization 
·;. 

authorities in the foreign exchange marketso In practice~ we would expect the 

range of these fluctuations to be limitedo 

This modified flexible exchange rate system would allow the United States 

greater national autonomy in the use of fiscal policy, since the external con­

sequences of such policies would be offset by movements in the exchange rateo 

The fluctuations in themselves would correct basic imbalances between currency 

blocs without imposing general deflation in deficit countries or general in-

flation in surplus countrieso Such a system would also reduce the need for 

international reserveso 

Nevertheless, there are some true costs in adopting our second-best, two­

bloc proposal. The volume of international trade and capital movements between 

the members of the two blocs would probably be smaller than under a system of 
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fixed parities with &<lf)quate provision for international liqu.idityo The 1.mity 

and cohesion of the Free World would probably be better served by a system of 

fixed parities with provision for adequate liquidity., That is why we regard the 

two-bloe system as interior to su.eh a system. We believe its shortcomings to be 

less serioua1 howeverp that those of any alternative that would be available if 

the improved fixed parity system could not be attained. It would eliminate the 

deflationary bias inherent in fixed rates with inadequate liquidity. Since it 

would contribute to more rapid economic growth, world trade might be larger than 

1.mder the present system» despite the impediment of rate flexibility. It would 

be the least hamtu1 means of obtaining international balance if it were not 

possible to develop a fixed exchange rate system with adequate provision tdr 

liquidityo 

We repeat» however, that in our view it is only a second-best proposal. 

Our decisive preference is for a system of fixed rates with an adequate liquidity 

meehanismo More important than the choice of mechanism is our major policy 

thesis: That the United States seek agreement on an international payments 

mechanism that permits adjusting national balanees-of-pey.ments without . com-

promising the important goals ~r national and international policyo 
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The Hon . Hubert H. Humphrey 
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Dear Hubert: 

November 

Thank you for your kind note of November 5 . 

A few figures have recently come to light 
bearing on our balance of payments problem which 
I think may be of great interest to you. 

Bet'tveen 1955 and 1962 the short-term indebted­
ness of the United States increased by about $6 
billion, and during the same period the country 
lost roughly the same amount of gold , resulting 
in a loss of approximately $12 billion, split 
equally bet'tlleen gold and the short-term indebted­
ness of the United States . Ho'tvever, during the 
same period, our long-term assets increased by 
$24 billion . In other words, over this period, 
on balance--after our gifts abroad, our military 
aid, and other expenditures- - 'tve v1ere actually able 
to invest abroad approximately $24 billion in the 
cream of the industrial enterprises in Europe as 
well as in some very productive oil ventures in 
Libya and the Middle East . \.Jhat is even more 
important, the earning ability of the United States 
grew far faster than it would have if we had merely 
kept our gold and had not contracted any short-term 
indebtedness . 
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To quote still further from a very good article 

published by Lloyd's Bank in England , the American 

position may be compared to that of an industrial firm 

which along with some of its OM1 capital has borrowed 

additional money to invest at a very high profit . The 

worth of its investment is far greater than the amount 

of indebtedness incurred , and there is no doubt that if 

it became necessary, the investment could easily be sold 

to cover the indebtedness . Actually, under ordinary 

circumstances no one 'l:vould question this debt any more 

than one questions the debt of the General Motors Cor ­

poration or the American Te lephone & Telegraph Company 

because everyone knows that the asset value and the 

earning value of the two corporations are more than 

ample to cover the obligation . Similarly , our indebted­

ness abroad is a bagatelle when placed beside the value 

of our investments abroad and the income we are receiving 

from these investments . 

\-Jhat \ve are faced with is merely a gold problem: 

a very limited amount of gold is being asked to do the 

'l:vork of covering all our liabilities in the event there 

should be a demand for payment . 'ttJe all recognize that 

there isn't a bank in the world that vJOuld remain solvent 

if a majority of the depositors asked for payment in specie 

overnight . Yet for some strange reason a great many of 

our people, including some of your associates on the 

Hill, feel that the government should be in a position 

whereby it can redeem in gold any demands that might be 

made on it . If the gold supply of the world were in­

creasing at the same rate that population and business 

is increasing, there might be some slight reason for 

taking this point of view, but for this great economy 

to be dependent upon a diminishing gold supply, since 

most of the newly mined gold is going to the two Arab 

sheikdoms and into the hands of European speculators, 

is absolutely absurd . Certainly, as an intelligent 

and powerful nation, we should be able to devise a 

'l:vorld currency and banking system which will more 
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accurately reflect the true wealth of our nation and 
the value of its currency so that we "Jill no longer 
be dependent upon a limited gold supply and the 
whims of "tvorld speculation . 

I am afraid that my tune is beginning to sound 
a little repetitive , but everytime I am faced with 
the insanity of the orthodox gold position , I feel 
moved to do whatever I can to try to counteract it . 

Hith every good wish . 

Sincerely yours , 

William S . \,lasserman 
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SUMMARY OF· ARGUMENTS FOR H.R. 8000 

The proposed tax is needed to reduce the swelling outflow of 
long-term capital from this country which threatens to seriously delay 
improvement in our balance of payments. New foreign issues purchased 
by Americans in 1962 amounted to $1.1 billion, more than double the 1961 
level. During the first half of this year new foreign issues rose sharply 
again, bringing the total purchases of foreign bonds and stocks for the 
12 months ended in June to $1.6 billion. 

Foreign governments -- including cities and provinces -- have 
increased their borrowings here. The reason many such loans are not 
obtained abroad is not a shortage of capital, but because our funds are 
readily available at relatively low rates of interest. 

• It is entirely appropriate that the United States -- the world's 
strongest and wealthiest nation -- should continue to support the develop­
ment of other nations by supplying them with urgently needed capital 
through private market facilities. The mutual advantages are readily 
apparent. However, it serves the interest of no free nation to have this 
flow run at a pace that sharply aggravates existing imbalances in inter­
national payments. This would soon bring intolerable strains on the 
whole international monetary system. 

H.R. 8000 is a temporary measure which should be elminated when 
other nations develop adequate long-term capital markets, or our balance­
of-payments position becomes significantly stronger. Foreign governments 
now recognize the need for adequate capital markets. They must and will 
be developed. 

The tax would merely bring the cost of U.S. capital into closer 
alignment with costs prevailing in most other industrialized countries. 
There is a generally accepted rule that when a country is in balance-of­
payments difficulties, it is allowed to increase tariffs, put on quotas, 
or take other protective actions. The bill is not contrary to the spirit 
of our general agreements (GATT) and it has not been looked on that way by 
any of our friends in Europe. They have all welcomed it as a sign that at 
last we are really trying to grapple with the basic problem. 

The tax would not be a direct control, which most European coun­
tries have. While the price of long-term money to foreigners will rise, no 
restrictions will be placed on the free use of dollars. 

It appears likely that the tax would bring in somewhere in the 
general area of $20 to $30 million annua~ly. 

The effectiveness of the proposed tax, which would apply retro­
actively, has been demonstrated. The outflow of American capital has been 
substantially reduced since the plan was announced. 

SUMMARY OF ARGUMENTS AGAINST H.R. 8000 

Recent figures on the balance-of-payments situation, and reports 
of diminishing demands for U.S. capital in Europe, raise serious doubts 
about the need for H.R. 8000. During the third quarter of this year, 
figures on the payments deficit show tremendous improvement. Portfolio 
investment seems to have dropped very sharply. 

The recent improvement may be due in substantial part to the 
proposed retroactive tax and the uncertainty arising out of the Adminis­
tration's bill, but some feel that the great fever to invest in Europe 
has cooled for other reasons as well. Behind this change is a little 
noticed pattern of very basic economic fact. The business expansion in 
most West European countries now lags behind growth in the United States. 
U.S. investment funds to build plants in Europe (not taxed under H.R. 8000) 
make up roughly half of our total investment outflow and constitute a 
major part of the payments deficit. Direct U.S. investments in Western 
Europe in the second quarter totaled only one-third of the first quarter 
outflow and were only one-half as much as in the comparable period last 
year. 

Production cost per unit in Europe is rapidly going up, par­
ticularly because of labor shortages and strikes. As costs rise, and 
if tariff barriers in Europe are lowered in 1964, as expected, much of 
the incentive for U.S. investments in plants abroad will be eliminated. 

Considering the exemption of underdeveloped countries, and of 
Canadian issues, and other exemptions, it is difficult to envisage a 
reduction in outflow of more than $300 to $400 million; in fact, the 
likelihood is that the favorable effect of the tax, alone, will be much 
more modest. During the first half of this year, nearly $2 billion 
(annual rate) worth of new foreign securities were being purchased by 
U.S. residents. This includes issues valued at about $1.4 billion 
(annual rate) from areas marked for exemption. Therefore, the bill 
cannot reduce our current deficit rate by more than $600 million. 
After allowances for other exemptions, some economists estimate that if 
the tax had been in effect during all of 1963 the impact on the payments 
deficit would have been around $200 to $250 million. At this rate 
the gain would not be worth the risks involved and the impact upon the 
United States market. 

Enactment of the bill might worsen rather than improve our 
balance of payments. Foreigners may convert their dollar assets into 
gold, and United States residents may increase their holdings of foreign 
currencies. There is also the fear that European governments may liqui­
date a part of their U.S. securities, raise tariffs on U.S. imports, enact 
measures aimed at attracting more U.S. direct investments not covered by 
the bill, or raise their short-term interest rates. 

The bill appears to run counter to the 1962 Trade Expansion Act 
and would seem to imperil the GATT negotiations scheduled for early next 
year. 
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THE "INTEREST EQUALIZATION TAX" BILL AND THE 
U.S. BALANCE-OF-PAYMENTS SITUATION 

INTRODUCTION 

The United States is a principal source of capital for foreign 
borrowers because of the large volume of savings generated in our economy, 
and because our capital market is free, well-organized, and highly efficient. 
Interest rates are lower in our money market than in any other markets except 
Switzerland and the Netherlands. But above all, the U.S. capital market has 
been open to foreign borrowers at a .time when European financial centers for 
the most part were closed to non-nationals. 

Under these circumstances, it is not surprising that foreign govern­
ments and corporations have increasingly turned to this country for their 
financial needs; and, with the restoration of currency convertibility in 
1959, the buoyant good health of business in Europe, Japan, and elsewhere, 
and the re-evaluation here of the political risks attending capital place­
ments in practically any industrial country, it is not surprising to find 
that foreign flotations have had an increasing appeal for U.S. investors. 

It is contended that American capital exports are a major source 
of the balance-of-payments deficit, and portfolio purchases constitute a 
significant portion of the total. The following two charts show the balance­
of-payments deficits since 1955 and private long-term capital outflows over 
this period. Portfolio investment was e·qual to almost one-half the amount 
of the deficit in the first six months of 1963. To reduce this flow of 
dollar payments to the rest of the world, the Administration urges the adop­
tion of H.R. 8000 which would be known as the "Interest Equalization Tax Act 
of 1963." 1) 

It is noted that H.R. 8000 is more than an extension of previous 
lines of attack on our deficit problem in that it is in the nature of a 
tariff designed to reduce the free flow of private economic intercourse 
among nations. In effect, it would increase the cost of foreign long-term 
securities in the United States by imposing a sales tax on the U.S. purchaser 
(lender). Since it is anticipated that in most cases the tax will be passed 
on to sellers of foreign securities, it will tend to discourage such sales 
and our capital outflow due to portfolio acquisitions. 

In order to appreciate fully the reasons advanced for and against 
H.R. 8000, it will be helpful to first examine briefly our balance-of-pay­
ments problem and the measures adopted so far to deal with it. 

!/ The balance-of-payments deficit fell sharply in the third quarter of 
1963 to about $1 billion on a seasonally adjusted annual basis. Frag­
mentary data appear to indicate that a substantial part of the improve­
ment was due to smaller capital outflows during the quarter. 

-1-
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CHART I 

U.S. BALANCE-OF-PAYMENTS DEFICITS, 1955-1963* 
(In Millions of Dollars) 
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1955 1956 1957 1958 1959 1960 1961 1962 1963 

*First six months of 1963. 

Source: Department of Commerce. 

The overall deficit is the difference between total U.S. outpayments and 
the inpayments resulting from all transactions except; a) those involving U.S. gold 
and foreign exchange losses (sales) and b) those resulting in the accumulation abroad 
of U.S. bala~ces. 

The basic deficit excludes, in addition, short-term capital flows, into and 
out of the U.S., as well as unrecorded transactions; the last named is believed to 
include a substantial proportion of short-term capital exports. 

CHART II 

U.S. PRIVATE LONG-TERM CAPITAL OUTFLCl'JS: DIRECT AND PORTFOLIO, 1955-1963 * 
(In Millions of Dollars) 
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THE BALANCE-OF-PAYMENTS PROBLEM 

Tables 1 and 2, following, portray the U.S. balance of payments 
in quantitative terms. A good overall way of looking at the balance of 
payments is to regard it as a statement of the dollars put at the disposal 
of foreigners as a result of their transactions with Americans, and the 
uses to which they have put those dollars. All dollars received by for­
eigners are used in one way or another, hence, the debits and credits 
balance. What, then, constitutes the deficit? Transactions on the credit 
side which show purchases of U.S. gold, or of foreign exchange, or increases 
in foreign holdings of liquid dollar a~sets constitute the deficit. And, 
of course, this deficit is the difference between U.S. payments to foreigners 
(debits), and receipts from foreigners (credits). A brief explanation of 
the types of transactions involved may be a helpful introduction to the 
balance-of-payments tables that follow. 

Key Balance-of-Payments Items 

Six major categories comprise the debit side (i.e., putting dollars 
at the disposal of foreigners): 

(1) Imports of merchandise from abroad. 

(2) Military expenditures abroad. 

(3) Imports of (payments for) services. This includes expenses 
incurred by U.S. residents while traveling abroad; shipping, freight, in­
surance, banking, and brokerage services rendered by foreign concerns; U.S. 
diplomatic and consular expenditures abroad; and finally interest and divi­
dend payments to foreign holders of U.S. securities. 

(4) Capital outflows. These are divided into short-term and 
long-term flows. The short-term outflows include the value of securities 
maturing within one year purchased by U.S. residents from foreigners; pur­
chases of foreign currency by U.S. residents; and such items as changes in 
deposit account balances in foreign banks, or in brokerage balances owed to 
foreigners. The long-term outflows include direct U.S. investments in plant 
and equipment located abroad and longer-term foreign portfolio investments 
by Americans. 

(5) Unilateral transfers, include items such as gifts, grants, 
personal remittances, reparations, and similar "one-way" transactions. 

(6) Unrecorded transactions (and errors) are also a debit item. 
To a large extent, they represent U.S. demand for foreign exchange resulting 
from short-term capital outflows. 

On the credit side, the first four categories in Table 1 (Merchan­
dise Exports, Services, Repayments of U.S. Government Loans, and Foreign 
Capital entering the U.S.) need no description. They are the corresponding 
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transactions moving in the opposite direction, representing foreign demands 
for dollars. The remaining credit items are best understood in relation to 
the problem of identifying the deficit in the balance of payments. 

Two Concepts of the Deficit 

Table 1 shows the debit and credit items mentioned so far, grouped 
tog.ether in a bala·nce-of-payments account. Note that any excess of these 
debits over the corresponding credits is balanced on the credit side by a 
transfer of gold, or convertible currency to foreigners, and/or an increase 
in foreign holdings of liquid dollar assets. The sum of these balancing 
credits constitutes a measure of the deficit, and the constituent items 
reveal how the deficit was financed. This way of looking at the record of 
the nation's international transactions calls attention to the so-called 
"oyerall deficit"; it is the measure used by the Department of Commerce. 

As Table 1 shows, there is another concept of the deficit--the 
so-called "basic deficit"--used by the Treasury Department and in the recent 
Brookings study of the U.S. balance of payments. The "basic deficit" is 
smaller than the "overall" because the former excludes short-term capital 
movements (debits and credits) and unrecorded transactions. The major argu­
ment advanced by advocates of this concept of the deficit is that short­
term capital flows between nations reflect/ery largely financial operations 
which are transitory and/or are believed t be susceptible to manipulation 
by means of financial policy at home and abroad. In contrast, they say 
that the "basic" items in the balance of payments for the most part are the 
result of longer-term underlying forces at work in the economies involved. 

The Statistical Record 

In line with these definitions and concepts, Table 1 presents a 
picture of the overall balance of payments for 1962 and the first half of 
1963 and shows the two concepts of the deficit. The "overall deficit" for 
the first half of 1963 was only a little less than it had been for the full 
year of 1962, and the "basic deficit" was, in fact, larger. Secretary of 
the Treasury Dillon has predicted a deficit for 1963 as a whole of some 
$3 billion, and "substantial improvements" by 1965. 

Many analysts take a less sanguine view. Coming at a time when 
our gold stock has fallen to within $3 billion of the legally required 
minimum, they feel that the recent deterioration in our .external position 
leaves us confronting both an acute short-term problem as well as the long­
term task of correcting the underlying imbalance. 

-8-

Table 2 presents the history of this economic situation in 
statistical terms. The years 1955 and 1957 (1957 was an abnormally good 
year for the U.S. largely because of the Suez crisis) are given as a basis 
for comparison. Though there has been a deficit in the balance of payments 
every year since 1950, with the exception of small surpluses in 1951 and 
1957, the deficits have become heavy and of major concern since 1958. The 
deficit in 1961 was substantially less than in 1960, and declined further 
in 1962. This trend was reversed in the first half of 1963, though indica­
tions are that the deficit declined sharply in the third quarter. Taking the 
net balances of the data in Table 2, since 1960, it is seen that our overall 
surplus on goods and services--excluding those financed by foreign aid pro­
grams--has remained favorable. Thus, the net balances are as follows: 

Merchandise trade£/ 
Services 

Income on Investments 
Other services 

Military Expenditures 

Goo~ · and Services (excluding 
exports financed by Govern­
ment grants and loans) 

!/First half year. 
£/Includes military sales. 

1960 
(in 

$5,071 
1 '746 
2,283 

-537 
-3,048 

1,562 

1962 1963!/ 
mill ions) 

$4 '994 $2,735 
2,860 1,439 
3,327 1,697 

-467 -258 
-3,028 -1,465 

1,943 . 943 

Judging by the first half of this year, this surplus will remain about the 
same. Among the items in the current account, our surplus on commercial 
services has increased considerably since 1960. This has been achieved 
despite a large increase in our tourist expenditures abroad, which have 
averaged about $2.3 billion in 1961 and 1962. 

The major source of improvement here has been a $1 billion rise in 
two years in our annual income from private foreign investments. This, 
analysts note, illustrates the significant improvement in the international 
investment position of the U.S., a great part of which is private invest­
ment with high earning ability. (U.S. private investments abroad rose from 
$19 billion in 1950 to $60 billion in 1962.) We also have had an improve­
ment in our net military expenditures (expenditures adjusted for military 
sales) amounting to some $350 million between 1960 and 1962, with prospects 
of some further improvement in 1963. 

U.S. private long-term capital outflows have been large since 
1957, and, of course, have contributed a substantial part to our deficits; 
until 1962 there was little change in the magnitude of this flow. During 
the first half of 1963, however, these capital exports have increased at a 
substantial rate, due in considerable measure to purchases of newly issued 
foreign securities--primarily of Canadian and Japanese origin. The amount 
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of outflow in the first six months of this Y,ear was at an annual rate nearly 
double the average for the period 1959-62.!1 But, economists point out, it 
should be remembered that capital outflow is responsible for the rising flow 
of income from investment~ noted above, which helps the balance-of-payments 
situation 

Also, the improvement in certain items in our balance of payments 
that began in 1961 has been vitiated by the large upward shift in the level 
of short-term capital outflows since 1960. Although . thes.e outflows appear 
to have moderated by 1962, this was probably not the case. The level of 
unrecorded transactions increased strongly in 1961 and 1962, suggesting that 
short-term capital exports were as large as ever. In the first half of 
1963, the short-term capital outflows were equal to all of 1962,but unrecord­
ed transactions showed a marked reduction. There was thus indication of some 
abatement here. 

Though the U.S. has consistently had a surplus on goods and ser­
vices transactions, capital outflows and government expenditures abroad have 
outweighed it. Thus, considering the balance of payments as a whole, the 
United States has been running large "overall deficits" since 1958 and these 
were financed not only by a large rise in foreign holdings of liquid dollar 
assets but also by substantial gold losses. Over this period, the U.S. 
gold stock fell by $6.5 billion to a level of $15.6 billion. Legal require­
ments for domestic monetary purposes am~ to about $12.5 billion. 

The Surplus Countries 

In view of the discussion to follow, it is important to note that 
the surpluses resulting from the sum total of international transactions 
have gravitated to certain countries anG not to others. Chart III describes 
these developments. The predominance of continental Western Europe and 
Japan is quite apparent; a more detailed breakdown shows that gains by 
European Economic Community countries have been especially large· over the 
past four to five years. Perhaps the major reason why other countries and 
areas of obvious importance in economic affairs do not accumulate gold and 
liquid dollar balances to any large extent is that in their state of devel­
opment and growth they tend to use these balances about as fast as they 
acquire them to finance purchases largely from the United States and Europe. 
The relationships involved are, of course, more complex and indirect than 
this statement suggests; but it does illustrate why some analysts state 
that in the case of our transactions with the less developed, primary 
materials-producing countries of the world, little is to be gained overall 
as far as our deficit is concerned by reducing capital exports. 

lf Preliminary estimates are that capital outflows declined substantially 
in t~e third quarter of 1963. · 
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CHART III 

GOLD AND FOREIGN EXCHANGE RESERVES AT END OF EACH YEAR, 1947-62iE­
(Billions of U.S. dollars) 

·' -- _.. ..... Underdeveloped Countrie..,_ -- ....... _ 
' -----.......... ..._.. ... "....--

OL-~~~~~--~--~--~---L---L---L---L--~--~--~--~--._~ 
1948 1950 1952 1954 1956 1958 1960 1962 

* Although the changes in reserves are not equivalent to surpluses or 
deficits, they reflect approximately 1he movements in the latter. As 
the chart shows, U.S. deficits have largely corresponded to surpluses 
in the accounts of Western European countries; Japan's surplus position 
has been of minor significance in the past 5 years. 

a) Excludes Australia, New Zealand, Canada,. South Africa, and a few 
smaller countries. 

SOURCE: The Brookings Institution study "The United States 
Balance of Payments in 196811 presented to the Joint 
Economic Committee, 88th Congress, 1st Session, Wash­
ington, D.c., p. 24. 
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SHORT-TERM DEFENSIVE MEASURES 

The sudden worsening of our balance-of-payments situation in the 
first half of this year, at a time when our gold position has become pre­
carious, has led to a reappraisal of the dangers just ahead. Given the 
rate of gold loss for 1960-62--something like $1 billion a year--the re­
maini~g cus~ion of "free" gold--some $3 billion--appears thin indeed, 
especially If account is taken of possible speculative reactions to sig-

·nificant further complications as regards our gold position. What steps 
are being taken, immediate and longer run, to deal with the balance-of­
payments problem? 

Controlling Gold Losses 

An obvious first step is to disengage, as much as possible, the 
nexus between the deficits and gold outflows. This connection is a result 
of the fact that excessive liquid dollar holdings abroad tend to gravitate 
towards central banks; these bank~ in turn, may present their excess to the 
U.S. Treasury for conversion into gold. Both the Treasury and the Federal 
Reserve have made concentrated efforts to develop methods that would weaken 
this link between deficits and gold losses. 

Since the beginning of 1962, the Treasury has sold some $800 
million of medium-term, non-marketable securities to foreign central banks. 
Some of these have been denominated in dollars; more recently, however, 
they have been denominated in foreign currencies to insure buyers against 
devaluation of the dollar. Most of these securities are convertible into 
three-month debt obligations and beyond that into foreign exchange or gold 
at buyer's option. For the time being, this has prevented substantial gold 
outflows. It should be noted, however, that in any case the Treasury will 
face large and difficult problems of refinancing some 15 to 24 months after 
original issuance of these securities. 

The Federal Reserve, on its part, has developed "swap" arrange­
ments with ten foreign central banks; together, these banks have made avail­
able $1.6 billion in foreign exchange. Such "swaps" involve a foreign 
central bank putting on call its own currency in exchange for a corresponding 
dollar drawing right established by the Federal Reserve. For example as 
speculation develops against the dollar, (or any of the currencies in~olved), 
the Fed~ral Reserve exercises its drawing right, and with the foreign exchange 
so obtained enters the market as a buyer of dollars. This serves to fore­
stall a weakening of the price of the dolar and possible further shifts by 
foreign nationals out of dollar holdings. "Swap" funds can also be used 
directly to reduce dollar conversions into gold. These arrangements are 
for relatively short periods of time. 

Of course, these arrangements are likely to be renewed at maturity. 
On the.whole, European monetary authorities have been quite cooperative 
regarding steps to cope with the financial difficulties arising out of our 
paymen'ts deficits. In the presence of continued large deficits, however, 
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the access to foreign exchange provided by the arrangements just described 
would have to be enlarged commensurately. As a result, we may well have 
an increasingly difficult stand in negotiations regarding the terms on which 
such credits would be provided. The conditions attending such an enlarge­
ment would have to be strongly reassuring to private holders of dollar 
balances if sentiment regarding the dollar is not to turn bearish despite 
the fact that cooperative agreements are being reached. 

Enticing Short-Term Capital 

A further step is an effort to slow down or reverse short-term 
capital outflows, a large contributor to the "overall deficit" in the recent 
period and a source of speculative pressure against the dollar. 

On the theory that short-term investing is sensitive to interest 
rates differentials as between New York and other financial centers, steps 
were taken in 1960 and 1961 to reduce the incentive to transfer such capital 
abroad. The U.S. urged foreign central banks to reduce their short-term 
interest rates and this was accomplished in Europe in 1960 and 1961. Mean­
while, the Federal Reserve held short-term rates above previous recession 
and recovery periods. 

Further positive upward pressure was exerted in May of this year 
by a boost in the rediscount ·rate from 3 to 3.5 percent. Concomitantly, 
the Federal Reserve sanctioned an increase in the interest rates on time 
deposits of member banks to make these deposits more attractive to those 
seeking to place funds for short periods. No doubt this has been helpful. 
Up to the present, however, there is little evidence that these steps have 
had enough influence on short-term investment decisions to improve the situ­
ation materially. Analysts point out that part of the difficulty stems from 
the fact that we are not inclined to use this policy vigorously for fear that 
effective tightening of short-term credit in the United States may have an 
adverse effect on our effort to stimulate U.S. economic growth; also, several 
European monetary authorities (France, Belgium, Sweden, Switzerland, and 
Germany) have recently tightened short~term credit in their economies or per­
mitted a tightening of credit as a means of counteracting inflationary devel­
opments. Obviously, this tends to weaken the Federal Reserve policy under 
discussion. (It also casts some doubt upon the assumption often made that 
more rapid price level increases in Europe as compared with the U.S. will 
be a source of improved foreign exchange earnings over the next several 
years.) 
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aTHER FINANCIAL DEFENSES 

Help Through the International Monetary Fund (IMF) 

The United States also entered into longer-term financial arrange­
ments with foreign governments and international institutions aimed at 
taking pressure off the dollar and to stem potential gold outflows. In 
January 1962, ten industrial countries (the "Paris Club") agreed to make 
available a total -of $6 billion in foreign currencies to the International 
Monetary Fund, should these resources be required. Of the $6 billion made 
available, $2 billion are in dollars. As a result of this agreement, the 
IMF can call on these funds in order to aid a country experiencing pressure 
on its currency. For example, if the 'U.S. needs foreign exchange to buy 
excess dollars from foreign central banks or to support the dollar in the 
forward market for foreign exchange, it can borrow the required currencies 
from the IMF, placing dollars in the Fund to "cover" these borrowings. Such 
loans require the approval of the "Paris Club" nations and have to be repaid 
within three years. 

Special Measures 

The United States also began in 1960 to urge countries in comfort­
able foreign exchange positions to repay their obligations to the United 
States ahead of schedule. Such prepayments amounted to $48 million in 1960, 
$668 million in 1961, $666 million in 1962, and $59 million through the 
second quarter of this year. Without these actions, U.S. deficits during 
these years would have been correspondingly larger. 
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LONGER-TERM MEASURES TAKEN 

Capital Exports 

To deal with the problem of large long-term capital outflows, the 
United States Government urged international institutions to use currencies 
other than dollars as fully as possible. Countries with strong currencies 
were urged to permit borrowing in their capital markets by international 
institutions and by other borrowers where possible. In 1961 the United 
States asked other countries to ease limitations on foreign issues (in­
cluding U.S. flotations) in their capital markets, and on the purchase of 
foreign securities by their residents. 

Another step was legislation to provide upward revision in the 
tax rates on income earned by U.S. investors abroad. To this end, the 
Revenue Act of 1962 provides that income earned abroad by foreign corpora­
tions owned (to the extent of 50 percent or more of the stock) by U.S. share­
holders, and which derived tax haven benefits, will be taxable at the domes­
tic rate. Other provisions of the Act are also aimed at stemming the flow 
of long-term and short-term capital from the United States. 

Foreign Aid 

Many foreign governments extend aid to other countries, mostly on 
a 100 percent "tied" basis; this requires that recipient governments be com­
mitted to spend all of the·aid funds in the host country. In contrast, only 
about one-third of U.S. foreign aid was "tied" in 1960. Because of the 
deterioration in our payments situation at that time, the previous Adminis­
tration initiated steps to enlarge this percentage. By 1962, the proportion 
"tied" had risen to about 50 percent, and by now something like 80 percent 
is "tied," according to the Agency for International Development (AID). The 
effect of this development is to increase U.S. exports of goods and services. 
Also, early in 1960, the United States succeeded in persuading the other 
major industrial countries to join us in forming a capital development 
assistance group. This was the beginning of the Development Assistance 
Committee within the Organization for Economic Cooperation and Development 
(OECD), which supplements the United States foreign aid effort. 

Military Programs 

In the area of military expenditures abroad, decisions made late 
in 1960 and in 1961 led to the adoption of measures that greatly reduced 
the balance-of-payments impact of our military commitments overseas. As 
regards purchases of goods and services for our use abroad, procurement was 
shifted to the United States if the .cost of the U.S. supplies did not exceed 
that of the foreign supplies by more than 25 percent; in July 1962, the cut­
off point was raised to 50 percent. More important, agreements were reached 
with NATO allies to satisfy certain of their military materiel requirements 
from U.S. sources. As a result, West Germany and Italy will increase their 
military purchases in the United States so as to offset our defense dollar 
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expenditures with t~em. Steps are also being taken to increase the joint 
utilization with European allies of military facilities, and to explore with 
them the possibilities of reducing, eliminating, or consolidating headquarters 
and training and major logistic support facilities. 

It is estimated that in 1964 all of the actions taken in the 
military area will help our payments position by some $300 to $500 million, 
over the 1962 level.!/ 

Trade and Tourism 

In the field of trade, the United States instituted the National 
Export Expansion Program to improve and expand government services to private 
industries. This effort was also begun in 1960. Measures have since been 
taken to provide specialized market information and in other ways to assist 
and encourage businessmen entering the export field. Several other programs 
serve to stimulate exports of U.S. goods and services. In 1960, the Export­
Import Bank undertook a program of guarantees of non-commercial risks for 
short-term credit and expanded its existing facilities for medium-term. ex­
port credits and guarantees.~/ The Export-Import Bank has expanded this 
program in conjunction with a group of insurance companies, and recently 
has added a system of guarantees to commercial banks and other financial 
institutions covering credit risks on longer maturities as well as for non­
commercial risks attending international trade.~/ Recently the Departments 
of State and Commerce have stepped-up overseas efforts to open up potential 
markets for U.S. exports.!/ The Department of Agriculture engaged in a pro­
gram of direct sales of cotton abroad; $100 million of increased cotton 
exports are expected to result in the current season. Mention should also 
be made of the fact that ocean freight rates, which for many years have dis­
criminated again~ out-bound traffic, are being reduced. This should tend 
to encourage U.S. exports~ 

Tourism accounted for $1.4 billion of our total deficit in 1962. 
To reduce some of the pressure from this source, the United States has re­
duced its duty-free exemption for returning persons from $500 to $100 per 
person. This action was taken in 1962. The effect of this step is esti­
mated to have been about $100 million in 1962.~/ In addition, the U.S. 
Travel Service was established in 1961 to provide foreign travelers with 
information about the United States and to encourage foreigners to visit here. 

!/The President's "Special Message on Balance of Payments," released 
July 18, 1963, p. 5. 

~/ Economic Report of the President, 1961, p. 39. 

~ Economic Report of the President, 1963, p. 146. 

~/ The President's "Spec ia 1 Mess age ... , " .Q.P_. cit. , p. 4. 
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THE "INTEREST EQUALIZATION TAX" BILL 
H. R. 8000 

The "Interest Equalization Tax" Bill is another measure 
desi~ned to deal with long-term capital outflows. On July 18, 1963, the 
Presi~ent recommended legislation to "impose a tax on acquisitions of 
c~rtai~ fo:eign securities in order to equalize costs of longer-term 
~Inancing In the United States and in markets abroad." H. R. 8000 was 
Introduced by Rep. Mills, Chairman of the Committee on Ways and Means 
at the request of the Administration. The Committee held hearings 11' 
on the bill on August 20, 21, 22, and 23. -

SUMMARY OF THE BILL 

Under the bill, a special temporary excise tax, to remain in 
effec~ ~hrough 1965, wo~ld be imposed on the acquisition of stock, debt 
securities ~r other o~ligations of foreign issuers or depositary receipts 
or other evidence of Interest in, or rights to acquire, such interests. 
The ~ax wo~ld be . payable by all U. S. citizens, residents and corp­
orations, Including organizations exempt from federal income taxes. It 
would apply to portfolio purchases of stock or debt securities issued 
by fo:e~gn corporations, governments, or ot~er persons,· whether such 
~e~uri~Ies are new or already outstanding issues and whether the acquis­
Ition IS effected in the United States or abroad. It would not apply, 
howeve~ to purchases by Americans from other· Americans. 

The tax would not be applicable to direct investments by U. S. 
pers~n~ ~n overseas subsidiaries or affiliates, nor would it apply to 
acquiSition of any indebtedness payable upon demand or maturing in less than 
three years •. Producers of U.S. goods and services would not be subject 
to tax on credits extended in connection with their exports. Moreover 
loa~s made by commercial banks in the ordinary course of their banking' 
business would be exe~pted, and also Export-Import Bank financing. The 
tax.would not ~e a~plicable ~o purchases of securities issued by inter­
national organi~ations ~f which the United States is a member, govern-
ments of_co~ntries ~o~s~dered to be less developed, and corporations 
whos~ principal activities are centered in less developed countries. 
New Issues of securities from a foreign country would not be taxed if 
the Presiden~ det~rmines that application of the tax would imperil or 
threate~ ~o Imperil ~he stability of the international monetary system. 
A securities underwri~er, or_a_d~aler in foreign bonds would be exempted 
from the tax on certain acquisitions of securities resold to foreigners. 

!/ Hearings Before the Committee on Ways and Means, House of Repre­
sentatives, on H.R. 8000, hereafter cited as Hearings. 
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The tax .would generally apply to acquisitions occurring after 
the date of the President's message. Acquisftions effected on a national 
securities exchange on or before August 16, 1963, would not be taxed, 
however. Nor would the tax apply to purchase commitments made on the open 
market on or before the date of the President's message, to other purrihases 
which the buyer on that date was unconditionally obligated to make, or to 
acquisitions under contracts which were partly performed on that date. 
Exemption from the tax would also be provided for purchases made withiri 
60 days after the date of the President's message if the security pur­
chased was covered by a registration statement filed with the Securities 
and Exchange Commission within 90 days prior to the date of the Presi­
dent's . message. Acquisitions would not be taxable if they represent the 
exercise of options held on the date of the President's message or 
foreclosure by a creditor on security for a debt outstanding on that date. 

Rate of Tax 

The tax, based on the value of the security acquired, would be 
imposed at the rate of 15 percent in the case of stock. In the case of 
debt securities, the rate of tax would be geared to the period remaining 
to maturity, ranging from 2.75 to 15 percent, in accordance with a rate 
table set forth in the bill. Where an issue of securities is subject to 
early retirement through operation of a mandatory sinking fund, the 
period remaining to maturity would be determined under regulations, which 
are expected to base maturity generally on the average life of the secur­
ities. Under the bill, the tax would not be deductible for federal income 
tax purposes (unless because of reimbursement or other reasons it is 
separately includible in taxable income) but is included as an item of 
cost in the tax basis for the stock or obligation acquired. 

Liability for the Tax 

The U.S. person making a taxable acquisition would be liable 
for the tax, which would be collected through the filing of returns. The 
first of such returns, if the bill is enacted, will be due at the end of 
the first full calendar month following the end of the calendar quarter 
in which the b~ll is enacted and will cover all prior acquisitions subject 
to the legislation. Returns will thereafter be due at the end of the 
calendar month following each calendar quarter in which a U.S. person 
makes any acquisition. No obligation to compute or collect the tax would 
be imposed on the issuer or seller, or any underwriter, dealer, broker, 
or transfer or deposit agent (except with respect to his own purchases). 

Exclusion of Securities Acquired From Americans 

The bill does not cover an acquisition from another U.S. person. 
To permit identification of securities covered by this exclusion, a U.S. 
transferor would execute a certificate attesting that he was a U.S. citi­
zen, resident, or corporation during the period of his ownership of the 
security. A nominee would be permitted to attest that the security had 
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been held for the account of a U.S. person if such nominee kept adequate 
records to identify the actual owner of the securities and such owner's 
U.S. citizenship, residence, or incorporation. 

Civil and criminal penalties are provided for the execution of 
false or fraudulent certificates of American ownership. 

Explanation of Excluded Acquisitions 

. ~xpo:t finan~ing •. As indicated above, the tax would not apply 
~f the o~l~g~tion acquired IS payable upon demand or within three years of 
Its acquisition. Most trade financing transactions will fall within 
this exception. In addition, U.S. producers of goods and services would 
be ~ccorded an exclusion for obligations acquired in connection with 
the~r exports. The exclusion of loans made by commercial banks in the 
o:dina:y course of their banking business, as well as Export-Import Bank 
fin~ncing, would also permit tax-free trade financing on a longer-term 
basis. 

. Direct investment. The tax would not apply to direct invest­
~ents In oversea subsidiaries and affiliates. The bill defines a direct 
Investor as one w~o owns immediately following an acquisition, directly 
o: throug~ a foreign corporation, at least 10 percent of the total com­
bin~d voting power of all classes of stock of a foreign corporation 
entitled to vote. If a U.S. person qualifies as a direct investor his 
acquisitions of both.stock an~ debt securities of the foreign corp~ration 
would be.exe~pt. This exclu~Ion would be denied, however, if the foreign 
corporation IS ~o:med or a~a~led o~ by a U.S. person for the principal 
p~rpose of acquiring securities which would be subject to tax if acquired 
directly, unless the foreign corporation acquires the securities in the 
normal course of a commercial banking, securities underwriting, or 
brok~rage business conducted in one or more foreign countries. The bill 
provides that companies doing business in foreign countries are exempt 
from tax on the acquisition of foreign securities, to the extent that 
the securities acquired are, or would have been, required to be held in 
?onnection with such business by application of foreign laws which were 
In force on the date of the President's message. 

.Exclusion required for international monetary stability. If 
~he bill IS enacted and the President determines that application of the 
Interest equal~zati~n tax will have such consequences for a foreign 
cou~try as to Imperil or threaten to imperil the stability of the inter­
~ational monetary system, he could exclude from the tax acquisitionsof new 
Issu~s of securiti~s originating in such country. New issues may include 
al~ Issues of previously unissued securities, including public offerings, 
private placements ~nd individual notes secured by mortgates. The Presi­
dent would be authorized to exempt all of such new issues or any 
classification or limited aggregate amount thereof. ' 
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Marketing of foreign securities to foreigners. An exclusion 
is provided for foreign issues resold by an underwriter to foreigners 
and for foreign dollar bonds purchased by deplers and resold within 30 
days to foreigners consistent with the objective of encouraging and 
facilitating sales of these issues to foreigners. 

International organizations. Purchases of securities issued 
by any international organization of which the United States is a member 
would not bear the tax. This would exempt purchases by Americans of the 
obligations of such organizations as the International Bank for Recon­
struction and Development and the Inter-American Development Bank. 

Less developed countries. The exclusion for acquisition of 
securities issued by governments of less developed countries includes 
purchases of securities issued by any corporation with the guarantee of 
such a government, as well as securities of political subdivisions. 

The exclusion for purchases of securities issued by corp­
orations operating in less developed countries applies to any corp­
oration Which for its last annual accounting period prior to the 
acquisition by the U.S. person had conformed to the definition of a "less 
developed country corporation" in section 955 (c) of the Internal Revenue 
Code, by reason of conducting an active business in one or more countries 
designated as less developed for purposes of this tax. The exemption 
would also .be made ayailable for the securities of any foreign corp­
oration which establishes to, the satisfaction of the Secretary of the 
Treasury that it had met these standards prior to issuance of its securi­
ties and might reasonably be expected to continue to meet them for such 
period as the Secretary or his delegate may deem appropriate to carry 
on the intent of this exclusion. 

The countries considered less developed for this purpose 
would be designated in an Executive order issued by the President. For 
the interim period prior to the issuance of this Executive order, all 
countries designated by Executive Order No. 11071, dated December 27, 
1962, as less developed countries for purposes of the Revenue Act of 
1962, are to be considered less developed countries. This includes all 
countries, and oversea territories and possessions of countries (other 
than countries within the Sino-Soviet bloc), except the following: 

Australia 
Austria 
Belgium 
Canada 
Denmark 
France 
Germany (Federal Republic) 
Hong Kong 
Italy 
Japan 
Liechtenstein 

Luxembourg 
Monaco 
Netherlands 
New Zealand 
Norway 
Republic of South Africa 
San Marino 
Spain 
Sweden 
Switzerland 
United Kingdom 
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The designation of a country may be terminated by further Executive 
order, but such termination will not affect acquisitions of securities 
occurring prior to issuance of the Executive order. lJ 

ll Parts of this summary were taken from a description of H.R. 8000 prepared 
by the Treasury Department. See Hearings, pp. 14-18. A more detailed 
sec~io~-by-section explanation of the bill is set forth in the Hearings 
beginning at page 19. Since this analysis was prepared the House 
Committee on Ways and Means has ordered H.R. 8000 reported with minor 
changes. The Committee is expected to file its report on or before 
December 16. 



ARGUMENTS FOR THE BILL 

The Secretary of the Treasury, Mr. Dillon, made the following 
arguments for H.R. 8000 during his testimony before the House Committee 
on Ways and Means: 1/ 

Rising Outflow of Long-Term Portfolio Capital 

The proposed tax, Mr. Dillon testified, is needed to reduce 
"the swelling outflow" of long-term capital from this country which 
threatens to delay improvement in our balance of payments "beyond pru­
dent limits." The Administration, he said, was forced to act because of 
"surging demands by foreigners on our market, which ••• could seriously 
undermine the stability of the dollar •••• " The increase in portfolio 
capital outflow since the latter part of last year was described by the 
Secretary as follows: · 

Evidence of this accelerating outflow of portfolio 
capital first appeared during the latter part of 1962, 
when a spate of new foreign issues resulted in total 
purchases by Americans for the entire year of $1.1 
billion, more than double the 1961 level. The Adminis­
tration made no recommendations for action at that time, 
although the situation was carefully reviewed, since a 
large portion of the outflow could be traced directly to 
the Canadian difficulties in the spring of 1962, dif­
ficulties which gave rise later in the year to an excep­
tionally large volume of borrowings by that country to 
rebuild its foreign exchange reserves. Our official 
efforts were limited to informal suggestions for spacing 
out the timing of the larger Canadian borrowings. The 
full dimensions of the problem only became apparent 
during the first half of this year when the volume of new 
issues from other areas also rose sharply, bringing the 
total purchases of foreign bonds and stock, for the 12 
months ended in June, to $1.6 billion. 

In addition, Mr. Dillon testified, foreign governments -­
including cities and provinces -- have increased their borrowings here. 

1/ The Secretary's testimony appears in the printed Hearings starting 
at p. 58. 

5:/ Hearings, p. 61. 

-22:-

Often, he said, foreign governments obtain private financing here -- even 
to cover their governmental deficits. Many such loans are sought in the 
United States, not because of a shortage of capital in the country involved, 
but simply because our funds are readily available at relatively low rates 
of interest. 

Capacity Limited to "Reasonable" Outflow 

The Secretary asserted that while the advantages of a "reasonable" 
outflow are readily apparent, there is a limit to what we can afford to 
invest abroad in view of the balance-of-payments deficit. He summarized 
this view as follows: 

It is entirely appropriate that the United States -­
the world's strongest and wealthiest nation-- should 
continue to support the development of other nations by 
supplying them with urgently needed capital through 
private market facilities. This is a natural part of 
our role at the center of the world's financial system. 
Our capacity to provide this capital in reasonable 
amounts is assured by the ability of our economy both 
to generate enormous savings and to maintain the 
largest surplus on current commercial transactions of 
any nation. Moreover, the mutual advantages of flows 
of capital in reasonable amounts -- advantages both 
to the United States, in terms of a future flow of 
earnings, and to other nations, in terms of supporting 
their own growth -- are readily apparent. 

At the same time, however, it serves the interest 
of no free nation to have this flow run at a pace that 
sharply aggravates ~xisting imbalances in international 
payments. This would soon bring intolerable strains 
on the whole international monetary system, imperil the 
bright prospects for growing trade among nations, and 
undermine the growth and cohesion of free world economies. l/ 

"Temporary" Measure 

The Administration proposed H.R. 8000 as a "temporary" measure 
which Secretary Dillon said should be eliminated when other nations develop 
adequate long-term capital markets, or our balance-of-payments position 
becomes significantly stronger. During the previous 18 months, Mr. Dillon 
stated, representatives of our government ha~e warned other industrialized 
countries that they should develop their own capital market facilities to 

Hearings, pp. 62-63. 
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meet their needs. But the Administration argues that progress toward this 
objective has bee~ too slow and that "we cannot escape the hard and un­
pleasant necessity for prompt action on our part •••• " 

Mr. Dillon told the Committee that he believes that foreign 
governments now recognize the need for adequate capital markets and that 
"they must and will" be developed. 

Reaction in Other Countries 

It has been suggested that the proposed tax would be inconsist­
ent with our free trade policies and would provoke retaliatory action by 
other countries. Mr. Dillon does not agree. He contends that it is 
understood that balance-of-payments difficulties justify an exception to 
our foreign trade policy and that the tax would merely bring the cost of 
U.S. capital into closer alignment with costs prevailing in most other 
industrialized countries: 

••• in the monetary field there is a generally 
accepted exception to the rule in the GATT, in the IMF, 
and everywhere, and that is that when a country is in 
balance-of-payments difficulties, it is allowed to take 
action to increase tariffs· or put on tariff quotas or 
such things as it needs. It has to justify the fact 
that it · is in balance-of-payments difficulties. 

Certainly, I don't think anyone would question the 
fact that the increase this year in our balance-of-pay­
ments deficits, which has been due to this outflow of 
portfolio securities, puts us in balance-of-payments 
difficulties. Therefore, I think it is not at all 
contrary to the spirit of all our general agreements, 
and it has not been looked on that way by any of our 
friends in Europe. They have all accepted this as not 
only a necessary thing, but they welcom~d it as a sign 
that at last we are really trying to grapple with the 
basic problem, not just this tax but the whole program; 
the cutting back of expenditures abroad by a billion 
dollars, the rediscount rate, and so forth. 11 

In connection with the question of whether the Government 
should ''intervene" to reduce the outflow of private capital, advocates 
of the tax argue that it would not be a direct control (which most 
European countries have) and would be less objectionable than any 

ll Hearings, PP~ 149-150. 
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alternative proposal. The effect of the tax; in Mr. Dillon's view, 
would be analogous to a simple rise in long-term interest rates: 

Exemptions 

The consequences of the tax for foreign borrowers 
will thus be closely analogous to a rise in long-term 
interest rates in the United States. While the price 
of long-term money to foreigners will rise, no restric­
tions will be placed on the free use of dollars for any 
purpose that a holder -- foreign or domestic -- might 
desire. Decisions of private parties, responding to 
forces working through market prices, will not be 
supplanted by official directives. 

This is vastly different from an attempt to direct 
individual transactions and to impose a system of ex­
change controls, or even a selective screening of capital 
issues, upon market processes. That kind of approach, 
as the President has said, would be both inappropriate 
to our circumstances and contrary to our basic precept 
of free markets • 

The problem we face is not one that we can meet 
simply by exercising the moral force of Government leader­
ship and persuasi~n. Government can, to be sure, point 
out the nature of the problem, and suggest the main directions 
in which the public interest lies. We have done that repeatedly 
over the past year, suggesting that American underwriters seek 
out potential foreign buyers and that more emphasis be placed 
on public offerings rather than private placements so that 
foreign participation becomes possible. But it is now clear 
that firm legal guidelines and the disciplines of market 
forces are required to reinforce these efforts. The Interest 
Equalization Tax meets this need. lf 

In discussing the provision to permit the exemption of securities 
from less developed countries, Secretary Dillon testified that the Admin­
istration contemplated exempting "the securities of all Latin American 
countries, African countries with the exception of South Africa Asian 
countries except for Japan and the Crown Colony of Hong KonQ, and ••• a 
few other nations outside the Sino-Soviet bloc."£./ It is the intent of 

l/ Hearings, p. 65. 

y Hearings, p. 68. 
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the Administration, he said, to exclude new issues from Canada, from the 
coverage of the bill under the provision to permit exceptions to protect 
"~he stability of the international monetary system.'' In response to ques­
tions relating to exclusion of issues from Japan, Mr. Dillon testified last 
August that he saw no reason why there should be an exemption for Japan. 

Would Generate Some Revenue 

While it is difficult to estimate how much revenue would be pro­
duced by the tax, the Treasury Department states that it appears likely 
that it would bring in somewhere in the general area of $20 to $30 million 
annually. 

Workability 

The effect!veness and workability of the tax approach, accord­
ing to the Admiristration, has been demonstrated by experience during the 
months since the plan was announced. Presumably, interest rates were 
adjusted following the President's Message so as to cover the tax since 
the bill would impose the tax retroactively. During the period following 
the Message, the flow of American investment abroad has been substantially 
reduced. It appears, therefore, that the proposal has been effective 
during the past several months even though it may not be enacted. It 
may be argued, however, that the Administration has strongly urged the 
Congress to take prompt action on the bill. The Administration is con­
fident that the proposed tax rate (estimated as the equivalent of a 1 
percent increase in interest cost) would bring portfolio investment out­
flows "back to manageable proportions," but Mr. Dillon testified that if 
this rate does not have the desired effect "it is very likely we would 
ask for some higher rate." 

Confidence in the Dollar 

Secretary Dillon argues that unless the basic approach of the 
bill is enacted "the gravest of risks will promptly ensue for the dollar." 
If action is not taken he expects capital outflows to resume "on a massive 
scale" in which event, he warns, "no one could answer for the stability 
of the dollar." 

ARGUMENTS AGAINST THE BILL 

Opponents of H.R. 8000 make the following arguments against the 
bill: 

Balance-of-Payments Outlook Improved 

Recent figures on the balance-of-payments situation and reports 
of diminishing demands for U.S. capital in Europe raise serious doubts 
about the need for H.R. 8000, according to opponents of the bill. During 
the third quarter of this yea~ figures on the balance-of-payments situation 
show tremendous improvement, though our payments surplus from merchandise 
trade declined slightly. Fragmentary data appear to indicate that port­
folio investment dropped very sharply and that a substantial part of the 
improvement was due to smaller capital outflows. 

While some argue that the improvement during the last quarter 
is attributable in substantial part to the threat and uncertainty arising 
out of the Administration's retroactive tax bill, other factors have 
been cited and some feel that the balance-of-payments outlook has improved 
for other reasons. They cite reports that "the. great fever to invest in 
Europe has cooled." l/ 

Critics of the plan argue, also, that the proposal to apply 
the tax retroactively was an unwarranted use of executive power. 

The decli~irtg interest in foreign investments, it is said, is 
based upon the changing economic picture in Europe. "Behind the .cooling," 
The Wall Street Journal reports, "is a little noticed pattern of very 
basic economic fact." The report continues: "The much-publicized business 

· expansion in most West European countries now l~gs behind growth in the 
United States. And corporate profits in Europe are rising much less 
swiftly than in America." Since the start of 1962, industrial production 
has expanded faster in the United States than in Germany, France, Britain, 
and a number of other countries. The Wall Street Journal report makes 
the following points in connection w1th the balance-of-payments outlook: 

1. U.S. investment funds to build plants in Eur6pe make up 
roughly half of our total investment outflow and constitute a major part 
of the payments deficit. [Direct inv~stments of this kind are not covered 
by H.R. 8000.] Recent government reports show that direct U.S. investments 
in Western Europe in the second quarter totaled only one-third of the first 
quarter outflow and were only one-half as much as in the comparable period 
last year. 

!/ The Wall Street Journal, November 11, 1963, p. 1. 
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2. A Commerce Department analyst takes the view that "Some of 
the great attractions European production once ~held for U:S. companies are 
fast being wiped out. With these gone," he said, "there IS bound to be a 
letup in the investment flow." One such attraction has been lower per 
unit production cost. But labor and other costs in Europe are rapidly 
going up. In Germany, for example, labor costs per unit are reported to 
have increased about 25 percent since the start of 1960. Increases 
during the same pe~iod in France and Britain were 15 percent; Italy and 
the Netherlands: 20 percent. Many informed observers expect this trend 
to continue for various reasons, particularly labor shortages and strikes. 
Experts predict that the yearlv arowth in the labor force in Weste~n 
Europe will be less than l percent until 1970 -- only half the proJected 
rate in the United States. 

A recent Fortune survey of the 100 largest foreign industrial 
companies is cited to indicate that,despite an 11 percent increase i~ 
sales, after-tax profits of such companies were nearly on a plateau In 
1962. During the same year after-tax profits in this country are 
reported to have increased some 13 percent and are still climbing. 

Some producers for export expect tariff barriers in Europe to 
be lowered in 1964 under the new Trade Expansion Act and this, they say, 
will stimulate U.S. exports and eliminate much of the incentive for U.S. 
investments in plants abroad. 

Minimum Effect on Outflow Predicted 

Considering the exemption of underdeveloped countries, the 
promised exemption of Canadian issues, and the other exemptions mentioned, 
critics of the bill state that it is difficult to envisage a gain of more 
than $300 to $400 million; in fact, they argue that the likelihood is that 
the favorable effect will be much more modest. They point out that this 
is especially so if Japanese issues are exempted by a Presidential direc­
tive. 

Based on experience during the first half of this year, nearly 
$2 billion (annual rate) of new foreign securities are being purchased 
by U.S. residents. 1/ Of this amount, $1.4 billion (annual rate) stem 
from areas which have already been marked for exemption. Therefore, 
critics of the bill assert that our current deficit rate cannot be 
reduced by more than $600 million, assuming that the Japanese will not 
be exempted. They point out, also, that during the current year, the 
maximum gain on the above basis could not exceed $300 million because 
the bill, if passed, would apply only to half of 1963. 

l/ U.S. Department of Commerce, Survey of Current Business, September 
1963, p. 14. 
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Some analysts doubt that the prospective I percent hike in the 
effective interest cost of borrowing in the United States would discourage 
more than a fraction of those who would otherwise use our capital market 
facilities. Some economists argue that the favorable impact for the full 
year of 1963 would amount to something like $200-$250 million. This estimate 
is obtained in the following way: Assuming U.S. purchases of new foreign 
securities amount to $2 billion this year, about $1.4 billion comes from 
countries already slated for exemption. If a $100 million allowance is 
made for various type~ of irivestments exempted under the bill, this leaves 
$500 million which can be affected by the tax. Under the assumption that 
40 to 50 percent of the $500 million of new foreign securities floated in 
the U.S. capital market come here solely as a result of the low interest 
rates prevailing in our market, then th~ effect of the proposed tax on 
our payments deficit would be something like $200-$250 million for calendar 
year 1963. Since the proposed bill would only apply to flotations made 
after July 18, then, the effect would be half this range, i.e., $100-$125 
million this year. Given an estimated 1963 over-all deficit of $3 to $3.5 
billion, opponents contend that the impact that can be ascribed to the 
proposed tax does not appea~ to be worth the risks involved and the impact 
upon U.S. investors. 

The presumed impact of the Interest Equalization Tax on our 
payments position is said to have raised other doubts: if U.S. investors 
continue to upgrade foreign debt and equity issues in the belief that the 
risk of holding such -securities has diminished, and as these investments 
become more familiar, is it not reasonable to expect that some of the 
proposed tax will be absorbed by U.S. investors? Moreover, should there 
be an improvement in Europe's economic outlook, potential entrants into 
the U.S. capital market would be encouraged to override the obstacle of 
higher capital costs, experts point out. 

Reaction in Other Countries 

It has been argued that the bill would "worsen rather than 
improve our balance-of-payments." 11 Some are afraid that congressional 
action indicating that there is a need for such a tax would increase ex­
change market speculation against the dollar and result in an increased 
desire on the part of foreigners to convert their dollar assets into gold. 
United States residents may also speculate against the dollar by increasing 
their holdings of foreign currencies. There is also the fear that European 
governments may retaliate by liquidating a part of t?eir considerable. hold­
ings of U.S. securities, by raising tariffs on U.S. Imports, by enacting 

ll See, for example, statement of Philip A. Ray, Chairman, International 
Bond and Share, Inc., .San Francisco, California, Hearings, p. 487. 
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measures aimed at attracting more U.S. direct investments not covered 
under the propos~d bill, or, generally, by raising their short-term 
interest rates to counteract U.S. moves to restrain our short-term 
capital exports. 1/ 

GATT Negotiations 

It is argued that the United States has a large export trade 
surplus with each of the principal ?oun~ries affe?ted ~y the_proposed tax 
and that retaliation by such countries In connection with this export 
trade would be a "natural consequence" of imposing the proposed tax. The 
tax, it is argued, would seem to imperil the GATT negotiations scheduled 
for early next year. 

The tax proposal appears to run counter to the 
1962 Trade Expansion Act and to the administration's 
programs to expand exports and to reduce trade barriers 
between the industrial countries, and would seem to 
imperil further the ••• GATT negotiations scheduled for 
early next year. The proposal also seems to reverse the 
effort of ten years duration on the part of U.S. Govern­
ment agencies and private groups to dismantle foreign, 
especially European, capital barriers. 

Even a limited amount of retaliation in the mer­
chandise trade area would destroy any possible balance­
of-payments gain from the proposed interest equalization 
tax. £/ 

Would the Tax be Temporary? 

During Secretary Dillon's testimony on the bill, Rep. Thomas B. 
Curtis made the following statement: 

You make something of the fact that this tax is 
"temporary," but I think this committee is well aware, 
as I think you are in your capacity as Secretary of the 
Treasury, how permanent the "temporary" taxes really are. 
We have just been through that with the Korean war taxes, 
therefore I can't regard the temporary aspect with any 
equanimity • .Q/ 

1/ For press reports cited to support this view see Ray statement, ibid. 

£/ Ibid., pp. 488-89. 

~/ Hearings, pp. 109-10. 
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GROUP OF TEN 1st August 1964 

MINISTERIAL STATEMENT 
1. The Ministers and Governors of the ten 

countries participating in the General Arrange­
ments to Borrow have, over the past year, ex­
amined, ''ith a long-range perspective, the wider 
implications of the obligations which they have 
accepted for helping to assure the stability and 
adequacy of the international payments system. 
They have revie,Yed the functioning of the inter­
national monetary system and its probable future 
needs for liquidity. The necessary studies were 
entrusted to a Group of Deputies, to be carried 
out in cooperation with the International Mone­
tary Fund and with the participation of repre­
sentatives of the staffs of the International Mone­
tary Fund, the Organization for Economic Co­
operation and Development, and the Bank for In­
ternational Settlements, as well as of an observer 
of the Swiss National Bank. The conclusions and 
decisions of the Ministers and Governors were 
greatly assisted by these studies, the results of 
which are described in the accompanying Annex. 

2. In reviewing the functioning of the interna­
tional monetary system, the Ministers and Gover­
nors reaffirmed their conviction that a structure 
based, as the present is, on fixed exchange rates 
and the established price of gold, has proved its 
value as a foundation on which to build for the 
future. They further agreed that increasingly 
close cooperation among monetary authorities ''"as 
an essential element supporting the system. As 
concerns liquidity, the Ministers and Governors 
are agreed that, for the international monetary 
system as a whole, supplies of gold and reserve 
currencies are fully adequate for the present and 
are likely to be for the immediate future. These 
reserves are supplemented by a broad range of 
credit facilities. The continuing growth of world 

trade and payments is likely to entail a need for 
larger international liquidity. This need may be 
met by an expansion of credit facilities and, in the 
longer run, may possibly call for some new form 
of reserve asset. 

3. The smooth functioning of the international 
monetary system depends on the avoidance of ma­
jor and persistent international imbalances and 
on the effective use of appropriate policies by na­
tional govemments to correct them '"hen they oc­
cur. The Ministers and Governors have there­
fore decided to initiate a thorough study of the 
measures and instruments best suited for achiev­
ing this purpose compatibly with the pursuit of 
essential internal objectives. In view of the ex­
perience it has already acquired in this field, 'Vork­
ing Party 3 of the O.E .C.D. is being invited to 
take charge of this study. 

4. A significant development in the evolution 
and strengthening of the system has been the 
emergence of a wide range of bilateral and multi ­
lateral credit facilities, notably to cope with specu­
lative movements and sudden pressures. There 
has at the same time been increasing recognition 
of the fact that the way in which balance of pay­
ments deficits and surpluses are financed has im­
plications for countries other than those directly 
concerned. The Ministers and Governors have 
consequently agreed on the usefulness of partici­
pating, through the international institutions 
which are already concerned with these problems, 
in a "multilateral surveillance" of the ways and 
means of financing balance of payments disequi­
libria.. To this end, they have approved arrange­
ments which will give the monetary authorities of 
countries participating in them a. more compre­
hensive and up-to-elate view of major trends and 
will afford them a better basis for strengthening 
their policy cooperation in the international mone­
tary sphere. This should help them to avoid ex­
cesses or shortages in the means of financing sur­
pluses or deficits in the balance of payments, as 
well as to discuss measures appropriate for each 
country in accordance with the general econmnic 
outlook. The Ministers and Governors of the 
Group will meet from time to time to survey cur­
rent developments in this field. 
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5. Looking further into the future, since there 
is a possibility that t.he supply of gold and foreign 
exchange reserves may prove to be inadequate 
for the over-all reserve needs of the world econ­
omy, the Ministers and Governors, without pre­
judging any aspect of this question, have ap­
proved the arrangements made by their Deputies 
for a study group to examine various proposals 
regarding the creation of reserve assets either 
through t.he I.M.F. or otherwise. 

6. Finally, the Ministers and Governors have 
exchanged views on the adequacy of international 
credit arrangements. The International Mone­
tary Fund, with large resources of credit and a 
code of obligations, occupies a central position. In 
order to further t.he Fund's capabilities and while 
recognizing that the responsibility for decisions 
concerning the provision of additional resources 
rests with the competent authorities of the I.M.F., 
itself, the Ministers and Governors, for their part, 
are agreed that they will, in the forthcoming 
quinquennial review of Fund quotas during 1965, 
support a moderate general increase in member 
quotas. At the same time, they will support rela-
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tive adjustments of those individual quotas which 
are clearly out of line. In addition, the Deputies 
are instructed to study the questions related to the 
renewal of the General Arrangements to Borrow 
and to make recommendations t.o the Ministers 
and Governors before September, 1965. 

7. The Ministers and Govern~rs believe that 
the review of the international monetary system 
conducted during the past year has helped to 
clarify the fundamental considerations which un­
derlie the various national points of view and has 
brought a fuller recognition of common interests. 
They believe that the spirit and practice of co­
operation that have now been achieved warrant 
confidence that fully adequate, but not excessive, 
resources will be made available to meet the li­
quidity requirements of the world as a whole. 
This readiness of their countries to work together 
in meeting unexpected developments or longer 
range requirements will strengthen the capacity 
of the international monetary system to support 
and sustain the objectives of growth, employment, 
and price stability that are shared among all 
people. 

ANNEX PREPARED BY DEPUTIES 
This document presents the main results of the studies of the Deputies, which Jed to the report 

presented by them to the Ministers and Governors at their meeting in Paris on ,Tune 15-16, 1964. 
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Introduction 

1. Our Group was established by Ministers and 
Governors, as recorded in their communique of 2nd 
October 1963, in the following terms: 

In reviewing the longer-run prospects, the Ministers 
and Governors agreed that the underlying structure 
of the present monetary system-based on fix.ed ex­
change rates and the established price of gold-has 
proven its value -as the foundation for present and 
future arrangements. It appeared to them, however , 
to be useful to undertake a thorough examination of 
the outlook for the functioning of the international 
monetary system and of its probable future needs for 
liquidity. This examination should be made with 
particular emphasis on the possible magnitude and 
nature of the future needs for reserves and for sup­
plementary credit facilities which may arise within 
the framework of national economic policies effec­
tively aiming at the objectives mentioned in para­
graph 2. The studies should also appraise and evalu­
ate various possibilities for covering such needs. 

The objectives mentioned in paragraph 2 of the 
communique were as follows : 

The Ministers and Governors reaffirmed the objec­
tive of reaching such balance at high levels of eco­
nomic activity with a sustainable rate of economic 
growth and in a climate of price stability. 

We have also regarded certain passages in the 
same communique as relevant to our studies: 

The Ministers and Governors noted that the present 
national reserves of member countries, supplemented 
as they are by the resources of the IMF, as ~ell as 
by a network of bilateral facilities; seemed fully ade­
quate in present circumstances to cope with possible 
threats to the stability of the international payments 
system. 

The Ministers reviewed the "General Arrangements 
to Borrow" in the International Monetary Fund and 
reiterated their determination that these resources 
would be available for decisive and prompt action. 

The Ministers and Governors believe that such an ex­
amination of the international monetary system will 
further strengthen international financial coopera­
tion, which is the essential basis for the continued 
successful functioning of the system. 

Our instructions were that: 
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Any specific suggestions resulting from the studies 
by the Deputies will be submitted to the Ministers 
and Governors for consideration. 

2. In accordance with th~se instructions a number 
of meetings were held during the past year and 
close relations '"ere maintained '"ith the Interna­
tional Monetary Fund (IMF), the Organization 
for Economic Cooperation and Development 
(OECD) and the Bank for International Settle­
ments ( BIS) . The staffs of these institutions 
have been represented in our discussions andluwe 
made valuable contributions to the ''"ork of the 
Group. The di scussions also benefited from the 
presence of representatives of the Swiss National 
Bank as decided by Mini sters following comple-' . tion of the legi slation looking to S'Yiss cooperatwn 
with the General Arrangements to Borrow. 
3. A review was made of the major proposals put 
forward in recent years for reform of the existing 
international payments system, ranging from a 
restoration of the former gold standard to the 
settino- up of an international central bank with 
supra~1ational authority. ~Thile no single plan 
appeared to meet the requirements in a way fully 
consistent with the general political, economic and 
social environment in which international pay­
ments and arrangements must operate, we have 
found much in the analysis underlying these vari­
ous approaches that has been useful and stimulat­
ing for our discussions and appraisal. 
4. Our report, after examining the broader eco­
nomic and financial structure within which the 
international monetary system must operate, sur­
veys briefly the major aspects of the system as it 
has evolved in the postwar world, makes an ap­
praisal of the present system, explores lines of 
future development and, finally, sets forth and 
explains our major conclusions and recomm_:nda­
tions. 

I. The Importance of International Balance 
and the Process of Adjustment 

5. The smooth functioning of the international 
monetary system depends on the avoidance of 
major and persistent imbalances and on the ef­
fective use of appropriate policies by national 
governments to correct them when they ~ccur. 
The process of adjustment and the need for mter­
national liquidity are closely interrelated. If 
there is not enough liquidity, countries may not 

have time to make adjustments in an orderly fash­
ion, and may be forced into measures that are 
disruptive both to their domestic economies and 
to international economic relationships. If, on 
the other hand, there is too much liquidity, the 
adjustment mechanism may function too slowly, 
and a delay in taking measures necessary to re­
store balance will in the end be harmful at home 
as well as abroad. In view of this close interde­
pendence, we have thought it right, before proceed­
ing to examine the international monetary system 
itself, to look into the processes and procedures for 
maintaining balance of payments equilibrium, and 
for correcting imbalances when they occur. 
6. The objectives of economic policy in a free so­
ciety are broad and complex. They include 
healthy and sustainable economic growth, full and 
efficient employment, together with goals in the 
fields of social development, defense policy, and 
foreign aid. But continuing success in the pursuit 
of these objectives demands reasonable price sta­
bility and equilibrium in the over-all balance of 
international payments. Countries will neverthe­
less from time to time find themselves showing a 
tendency toward a sustained deficit or a sustained 
surplus on their over-all balance of payments, and 
in order to counteract this tendency they will find 
it necessary to make use of an appropriate com­
bination of the following instruments of economic 
policy: 

-Budgetary and fiscal policies; 
-Incomes policies; 
-Monetary policies; 
-Other measures relating to international 

capital transactions (e.g., measures designed 
to affect capital movements, advance repay­
ments of inter-governmental debts, etc.) ; 

-Commercial policies (e.g., temporary uni­
lateral tariff reductions and similar meas­
ures) ; 

-Selective policies directed to particular sec­
tors of the economy (e.g., housing or hire 
purchase, governmental transactions affect­
ing the balance of payments, etc.). 

7. Such instruments must be employed with proper 
regard for obligations in the field of international 
trade and for the IMF obligation to maintain 
stable exchange parities which are subject to 
change only in cases of fundamental disequilib­
rium. A "mix" of policies appropriate to both in­
ternal and external objectives has to be found and 
applied by national governments. It falls to each 

government to ensure that it is fully equipped with 
the various policy instruments necessary to its 
task, to be alert to the dangers of delay in making 
use-of these instruments, and to put appropriate 
weight on the maintenance of external equilibrium 
without neglecting internal objectives. It is thus 
for each government individually to find means 
of reconciling its own social priorities, institu­
tional practices and general economic performance 
with the ever-present need for external equilib­
rium. It is for governments collectively to con­
sider how the actions of each may affect others 
and whether additional standards for improving 
external balance and new forms of consultation 
and cooperation to that end may be called for. 
8. The growing recognition of common interest in 
the smooth flow of international trade and pay­
ments has already greatly promoted the practice 
of international consultation in the field of finance 
and trade, which at first tended to be mainly con­
cerned with the fulfillment of, or occasional dero­
gation from, specific obligations, but has more re­
cently developed into a broader cooperation, to 
ensure so far as possible, that adjustment meas­
ures adopted by national authorities take adequate 
account of the interest of other countries. 
9. Much, however, remains to be done in clarify­
ing the measures and instruments which are best 
adapted to avoiding imbalance and to correcting 
it as early and as smoothly as possible when it 
occurs. This is so relevant to the functioning and 
liquidity needs of the international monetary sys­
tem that, subject to the review and approval of the 
Ministers and Governors, we have suggested that 
·w·orking Party 3 of OECD, which already has 
gained experience in this field, might be invited 
to study how member countries, individually and 
collectively, and compatibly with the pursuit of 
their essential internal objectives, could in the 
future preserve a better balance of payments equil­
ibrium and achieve a faster and more effective 
adjustment of imbalance. 
10. Working Party 3 would conduct studies of the 
interrelationship between internal liquidity and 
the balance of payments as well as how measures 
in the field of fiscal, trade, incomes a.nd other poli­
cies can be used by both surplus and deficit coun­
tries, in combination with monetary policy, to 
achieve internal and external objectives, particu­
larly when there is some possibility of conflict be­
tween the two. These studies would explore 
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whether standards could be formulated on the con-. 
tribution of monetary and related policies to bal­
ance of payments equilibrium, against which the 
performance of countries could be appraised. The 

·studies w'ould also cover the relationship of differ-
ent types of liquidity to the adjustment process, 
the role of capital movements and capital markets 
in the adjustment process under conditions of 
widespread convertibility, and means of improv­
ing the process of continuing international con­
sultation and cooperation. 

II. Functioning of the Present System 

11. The international monetary system is, and 
doubtless will always be, in a state of evolution, 
with elements both old and new. Rather than at­
tempt a summary of the whole working of the sys­
tem as it now is, we set out below the elements 
which have proved most relevant to the questions 
referred to us. 
12. Gold remains the basic reserve asset of the sys­
tem and the common measure of par values. But 
other elements have been added. Much use is made 
of foreign currencies (particularly the dollar) for 
intervention by monetary authorities in the ex­
change markets, as a reserve holding, and in the 
greatly enlarged international credit facilities now 
available. 
13. The enlargement of the currency element was 
not the result of any deliberate plan but a gradual 
process growing out of the spontaneous practices, 
first of individual traders and bnnkers, and later of 
central bankers and national monetary authorities. 
Under the former gold standard, the maintenance 
of exchange parities involved passive purchases or 
sales of gold by centrnl banks in response to initia­
tives by traders in the markets. But, even under 
the gold standard, central banks had, on occasion, 
bought or sold foreign currency to keep the ex­
change rate away from the gold points. Official 
intervention in the foreign exchange markets has 
now become the general practice for keeping the 
exchnnge rate within the agreed parity limits. If 
only for obvious reasons of convenience, inter­
vention is conducted in a currency widely dealt in 
by traders and bankers throughout the world. 
Many monetary authorities have seen advantage 
in accumulating, as a reserve asset, balnnces of the 
operating currency which accrue to them in time 
of surplus. 
14. In this ·way an important supplement to gold 
has developed in the form of reserve currency hold-
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ings (see Appendices I and II). In the decade 
1954-63, nearly $6 billion of new gold found its 
way into official reserves and rubout $6.5 billion was 
transferred from the gold holdings of the United 
States to the reserves of 'Other countries. These 
additions and transfers were accompanied by an 
increase of nearly $8 billion in foreign exchange 
holdings, principally in dollars, during the decade. 
The practices of individual monetary authorities 
vary as to the proportion of gold and foreign ex­
change held in their reserves, but dolla.rs and other 
foreign exchange accounted for nearly 40 percent 
of the total reserves of the non-reserve members of 
our Group (including Switzerland), while the 
rest of the world held nearly 70 percent of their re­
serves in the form of foreign exchange. 
15. A further distinctive and important feature 
of the present system lies in the development, since 
the war, of international monetary cooperation, 
not only in international organizations, such as 
the IMF, the OECD, the BIS, and the European 
Economic Community, but also in smaller or less 
formal groups. A central role in this cooperation 
is played by the International Monetary Fund, 
not only through its large fund of credit but also 
through its code of obligations. To preserve a 
framework within which mutual trade and invest­
ment can grow freely, member countries undertake 
to maintain convertibility and stable exchange 
rates-which does not, however, preclude adjust­
ment to a new stable rate in case of fundamental 
disequilibrium. The credit element is designed 
to allow these obligations to be observed, while a 
country is in deficit, "without resorting to meas­
ures destructive of national or international pros­
perity" (IMF Article I) . 
16. In . view of the importance of the Interna­
tional Monetary Fund in the functioning of the 
system, it may be useful at this point to recall, in 
broad outline, its purposes, operating principles 
and procedures: 

(a) As mentioned above, the Fund, under 
its Articles of Agreement, combines (i) a code 
of international good behaviour in the field 
of exchange rates and exchange arrangements 
and (ii) a central pool of resources available 
to members, in the form of short- or medium­
term loans, in order to help them to observe 
this code and to shorten the duration and 
lessen the degree of disequilibrium in interna­
tional payments. 

(b) Each of the 102 member countries has 
a "quota" determined by reference to such 
factors as his trade, national income and in­
ternational payments. Quotas serve three 
purposes : (i) they determine the amount of 
the member's subscription; (ii) they measure 
his borrowing possibilities; (iii) they pro­
vide the basis for calculating his voting rights. 

(c) Of the quota, 25 % is normally sub­
scribed in gold and 75% in the member's cur­
rency. Members "draw" from the Fund by 
purchasing other currencies from it against 
further payments of their own currency into 
the Fund. Up to the equivalent of the 25 % 
subscribed in gold (the "gold tranche"), the 
Fund permits a member to purchase other 
currencies virtually at will. W'hen transac­
tions flow in the opposite direction and a 
member's currency is drawn by other members, 
his position in the Fund improves. If the 
drawing reduces the Fund's holding of his 
currency below the original 75% of his quota 
subscription, his rights to dmw virtually at 
will are pro tanto enlarged by what is some­
times called a "super gold tranche" or a "net 
creditor position in the Fund". Rights to 
draw from the Fund virtually at will have 
many of the qualities of a reserve asset; and 
they are, in fact, so recorded by the Fund 
itself in its statistics on· members' total re­
serves, as well as by some individnal members 
in their own reserve statements. 

(d) A member's drawing rights in his 
"credit tranches" are normally equal to his 
quota and can be exercised only in accordance 
with the Fund's policies. ·while drawings in 
the "credit tranches" are subject to stricter 
requirements as the amount drawn rises, a 
member may undertake in advance to meet 
certain conditions laid down by the Fund and 
so obtain a "standby arrangement" assuring 
access to the Fund over a limited period of 
time and for a specified amount. It is the 
Fund's rule that all drawings be repaid as 
soon as the drawer's position allows, and, in 
any event, within a 3- to 5-year period at most. 

(e) At any given time, only some of the 
currencies held by the Fund will be suitable to 
be drawn. Other currencies will be relatively 
unsuitable, because the level of reserves of 
the country concerned is low or because its 

balance of payment!! is weak, either tempo­
rarily or, as is often the case with less devel­
oped countries, for prolonged periods. 

(f) Under the General Arrangements to 
Borrow of 1961-62, our 10 countries have en­
tered into an undertaking to lend the Fund 
amounts o-f their currencies up to a total of 
$6 billion, so as to reinforce the Fund's abil­
ity to grant drawings to participants in the 
Arrangements in order to forestall or cope 
with an impairment of the international mone­
tary system. 

(g) All members' claims on, or liabilities to, 
the Fund are expressed in terms of a constant 
gold value as provided by the maintenance­
of-value provisions of the Articles of Agree­
ment or of the General Arrangements to Bor­
row. 

17. Since the Fund's creation, its members have 
drawn a total of $7.5 billion, of which $5.8 billion 
has been repaid. Drawings have been made by 
many countries, including among them eight of 
the members of the Group, three of which have 
standby arrangements outstanding. In the first 
10 years, drawings were made almost exclusively in 
U.S. dollars with a consequent increase of the 
super gold tranche rights of the United States. 
In recent years, however, the balance of payments 
of the United States being in deficit, drawings 
have been mainly directed toward other curren­
cies-those of the European countries, Japan and 
Canad~t . But repurchases have continued to be 
made primarily in U.S. dollars, and thus have 
served to finance part of the U.S. deficit. As a 
result of these two developments, the U.S. net 
creditor position ("super gold tranche") of about 
$1.3 billion which existed at the end of 1958 has 
largely been replaced by net creditor positions of 
about $1.1 billion of other members of the Ten. 
The increased number of countries whose Fund 
positions have moved into credit during recent 
years has drawn attention to the fact that, as ex­
plained above, countries' gold tranche and creditor 
positions in the Fund may be regarded as part of 
their international reserve assets. There are in­
deed recent examples, besides the United States, 
in which such a previously accumulated asset in 
the Fund has been utilized to assist in financing 
newly-incurred deficits. 
18. The sources of credit are not limited to the 
facilities of the IMF. After the termination of 
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the European Payments Union (and the transi­
tion to the European Monetary Agreement), cen­
tral bank support operations played a more im­
portant part, e.g., the Basle arrangements of 1961 

· and 1963 and the swap and other arrangements 
established between the United States and other 
members of the Ten. The Fund's own resources 
have been enlarged by the 50 percent general in­
crease in quotas in 1959 and reinforced by the 
General Arrangements to Borrow of 1961-62 
which were the origin of the Group of Ten. 
19. While our report focuses on official liquidity, 
private liquidity is also of importance to the in­
ternational monetary system and to official liquid­
ity. Traders' credits and working balances in 
foreign exchange are an indispensable part of the 
day-to-day transactions of private traders and 
investors; and foreign exchange held by commer­
cial banks as working balances plays a role as a 
secondary reserve asset along-side official reserves 
in many national banking systems. Temporary 
shifts between private and official liquidity can 
be either equilibrating or disequilibrating but, over 
time, the probable need for growth of private 
liquidity should be taken into consideration along 
with the needs for official resources. 
20. Statistical Appendix II shows that, during the 
decade 1954-63, gold reserves of the Group of Ten 
and Switzerland rose by about $4% billion and 
their foreign exchange holdings by over $5 bil­
lion, while other forms of reserve assets, resulting 
from transactions with the IMF or from the ex­
tension of credits, increased by approximately 
$2% billion. These countries as a group also 
had substantial unused short-term credit facilities 
in the form of swaps and IMF standbys (about 
$3¥2 billion), as well as other short- or medium­
term facilities in the IMF. 
21. In this connection, it should be noted that 
credits which monetary authorities extend to one 
another to finance balance of payments fluctuations 
normally produce an increase in total gross reserve 
assets. 

22. In sum, a country's liquidity is no longer 
measured solely by the level of its reserves in the 
form of gold and reserve currency balances (pri­
mary reserves) . There is now a variety of ways 
in which monetary authorities can, at need, re­
plenish their balances of the currencies used for 
operations. Primary :reserves are thus supple­
mented by a broad spectrum of other resources 
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and facilities (see statistical Appendix II). At 
one end of this range come "other reserves" of 
only slightly less liquidity but of unquestioned 
availability ; at the other end of the range are 
negotiated credits, including those which will only 
be available when an international institution is 
satisfied that the borrower will employ effective 
adjustment processes to correct his deficit. 

III. Appraisal of the Present System and Lines 
of Future Development 

23. The system, as it has evolved up to this point, 
has shown a great capacity for adapting itself to 
growth and change, has facilitated the remarkable 
economic progress achieved since the war, and has 
withstood with success i)eriods of political and 
other strain, although many countries are still 
faced with inflationary pressures and others still 
have unemployed resources. In these circum­
stances, it appears to us prudent, 20 years after 
Bretton Woods, to inquire whether the amount 
and the cha.racter of future liquidity may call for 
a.ny significant further changes. 
24. We find no new considerations which would 
qualify: the view expressed by the Ministers and 
Governors in their communique of 2d October 1963 
that "the over-all liquidity of the system seemed 
fully adequate in present circumstances to cope 
with possible threats to the stability of the interna­
tional payments system". Although we know of 
no satisfactory quantitative formula for the meas­
urement of liquidity needs, we believe that some 
comments are possible. On the one hand, the fact 
that some individual countries find themselves 
short of external liquidity is not prima fade evi­
dence of a general shortage of international liquid­
ity. On the other hand, the existence of a general 
shortage, in its extreme form, might be accom­
panied by widespread deflationary developments 
or restrictions on trade and payments resulting 
from the efforts of governments to defend or re­
store their reserves. The aggregate needs for li­
quidity are presumably in some way related to 
such factors as the growth of world trade and cap­
ital movements, and the amplitude and duration of 
imbalances in international payments, taking into 
nccount the efficacy of adjustment policies in cor­
recting such imbalances; they are also affected by 
psychological attitudes toward minimum or de­
sired levels of national reserves, toward reserve 
movements, and toward the use of available credit 

facilities. While there a.ppears to be no convinc­
ing evidence that imbalances will be longer-lasting 
or more intractable than hitherto in the postwar 
period, a rising turnover of current and capital 
payments is likely to entail some increase in the 
size of fluctuations. Moreover, we have noted that 
a concern for domestic objectives such as grmYth, 
employment and price stability, or for interna­
tional political, monetary and economic responsi­
bilities, may sometimes lead to wider swings in 
the balance of payments. 
25. With regard to the provision of liquidity in 
the future, the Group has established broad agree­
ment on the following points: 

(a) Gold will continue to be the ultimate 
international reserve asset and common de­
nominator of par values. But, while recent 
developments lead us to anticipate some con­
tinuing increase in world gold production and 
to expect that the continued success of the 
gold pool arrangements and other measures 
will channel a substantial proportion of it 
into official reserves, we cannot prudently ex­
pect new gold production to meet all liquidity 
needs in the future. · 

(b) The rise in dollar holdings has con­
tributed somewhat more than monetary gold 
to the growth of international liquidity in the 
last decade. The deficit in the U.S. balance of 
payments now appears to be shrinking and 
the contribution o:f dollar holdings to the 
growth in international liquidity seems un­
likely to continue as in the past. 

(c) There is no immediate prospect of any 
other currency assuming the :function o:f an 
international reserve currency. Indeed, at 
the present juncture such a development could 
raise problems without substantially strength­
ening the system. 

(d) The need may in time be :felt :for some 
additional kind o:f international reserve asset. 
We think it would be timely to investigate the 
problems raised by the creation and use o:f 
such an asset, the possible :forms it might take 
and the institutional aspects associated with it. 

(e) Credit :facilities-both through the 
IMF and o:f a bilateral character-will con­
tinue to play an essential part in financing 
imbalances. Particularly :for medium-term 
credit, the IMF :fulfills a valuable and unique 
:function and should continue in its central 
role. 

(f) The recently developed bilateral :fa­
cilities for swaps and ad hoc support opera­
tions have already, in periods o:f stress, been 
effective in maintaining orderly conditions for 
international payments in the exchange mar­
kets. They should, within a suitable :frame­
work for "multilateral surveillance" (see 
pars. 35-37) continue to play an essential role 
for short-term purposes. 

(g) There is no single, unique manner in 
which the growing requirements for liquidity 
have to be met. Past experience shows that, 
at different times, countries have relied on 
gold, reserve currencies and credit :facilities 
in different amounts and proportions. Their 
relative importance may vary :from period to 
period in the evolution of the monetary sys­
tem, as in the past, but a combination of 
primary reserves, other reserves, and credit 
facilities should provide for a needed growth 
in world liquidity in the :future. Viewed 
from the point of view o:f the holder, these 
components of liquidity are, depending on 
the circumstances, substitutable for one an­
other over a more or less wide margin. In 
any case, when credits provided by monetary 
authorities are availed of by the debtor, a 
:form of reserve asset is created in the process. 

(h) In view o:f our increased economic and 
financial interdependence, the present con­
sultative machinery, whether provided under 
the IMF, the various bodies of OECD, the 
BIS, or under other auspices, should be fully 
utilized by their members and, wherever nec­
essary, provision should be made :for closer 
coordination between the international orga­
nizations concerned. The need being to sup­
ply sufficient liquidity to finance temporary 
payments imbalances without :frustrating the 
required processes o:f international adjustment 
in individual countries, it is desirable to bring 
under multilateral review and appraisal the 
various means of financing surpluses or def­
icits. Such a "multilateral surveillance", 
exercised through existing international con­
sultative bodies, would represent a strengthen­
ing of the arrangements for international 
monetary cooperation that have been devel­
oped in recent years. This development o:f 
a common approach to international mone­
tary matters may well be the main distin-
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guishing feature of the present phase of evo­
lution of the international monetary system. 

26. Given the complexity of the problem referred 
to us, it is not surprising that a number of views 
were expressed as to the areas which most deserve 
further study or a.ction for the longer run im­
provement and strengthening of the international 
monetary system. Some Deputies considered that 
it was mainly in the field of the provision of mvned 
reserves under the gold exchange standard that 
changes and improvements were desirable. They 
noted that the present system might imply a reli­
ance on a continuing ·accumulation of reserve cur­
rency holdings, and they stressed the disadvantage 
of depending for the creation of reserves on the 
balance of payments defi.cits of a reserve currency 
country rather than on the needs of the interna­
tional monetary system as a whole. Other Depu­
ties stressed the primary desirability of building 
upon the accomplishments and flexibility of the 
present system. They noted that reserve curren­
cies were unlikely to make the same contribution 
as in the past to the growth of international li­
quidity a.nd believed that principal reliance should 
be placed on strengthening the international cred­
it component of the present system, and on the 
increase in reserve assets created when official cred­
its are extended either through the Fund or in 
some other form. 
27. In spite of these differences regarding the best 
means of meeting adequately the world's future 
requirements for liquidity, we agreed on the issues 
of immediate practical concern, and also on the 
areas in which the development of the interna­
tional monetary system calls for further study. 
28. We have "agreed on three main lines of ad­
vance: ( 1) strengthening the international mon­
etary system through the multilateral surveillance 
of the means of financing both deficits and sur­
pluses; (2) giving support, during the forthcom­
ing quinquennial review of IMF quotas, to an en­
largement, by means of a general quota increase, 
of the credit facilities provided through the Inter­
national Monetary Fund, and to a relative adjust­
ment of those individual quotas which are clearly 
out of line; and (3) investigating whether, how, 
and under what conditions it might be advan­
tageous in the longer run to supplement the exist­
ing system by a new type of reserve asset. 
29. The practical recommendations on these and 
other agreed matters, as well as the arrangements 
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for further elaboration on certain questions, are 
set forth in the remainder of our report. 

IV. Conclusions a:nd Recommendations 

30. Our recommendations concern : 
A-The monetary use of gold 
B-Multilateral surveillance of bilateral 

financing and liquidity creation 
C-Further needs for reserve assets 
D-Internatiorial short-term credit facili­

ties 
E-Long-term lending 
F-The International Monetary Fund 

A. The monetary use of gold 

31. We have reviewed the world situation with 
respect to gold production and the monetary uses 
of gold in the light of the statement of the Minis­
ters and Governors quoted at the outset of our 
report (" ... the underlying structure of the 
present monetary system-based on fixed excha.Pge 
rates-and the established price of gold-has 
proven its value as the foundation for present and 
future arrangements.") . "'While any projection of 
the future supplies of monetary gold would be 
hazardous, we do not believe that the flow of new 
gold into official reserves can be relied on in fact 
to meet fully the liquidity needs of the future. 
32. In connection with the use of gold for mone­
tary purposes, we have noted with satisfaction the 
successful coordination, through London, among 
a number of central banks, of their purchases and 
sales of gold in the international market. Partly 
as a result of this there was, during 1963, a marked 
increase in the flow of gold into official reserves. 
33. We consider that leading countries should, ac­
cording to circumstances, make every practicable 
effort to discourage speculation in gold and to 
ensure that as much as possible of the world's new 
gold supply not required for industrial uses be 
available to augment official reserves. Full ac­
count of this principle should be taken in con­
sidering any internal arrangements with respect to 
gold uses and gold transactions. 

34. Moreover, the gold held by monetary authori­
ties should be readily available for use in inter­
national settlements, and it is important in this 
respect that statutory or conventional relation­
ships of gold to the domestic money supply should 
not prevent gold from playing its proper role in 
the international monetary system. 

I 

B. Multilateral surveillance of bilateral fi-
nancing and liquidity creation 

35. We have noted that the development i:1 re­
cent years of new techniques-discussed m<?re fully 
later in our report-for providing countries with 
various forms of credit facilities to supplement 
reserves has brought with it a considerable increase 
in international monetary cooperation and better 
knowledge of the workings of the international 
payments mechanism. Thus, the central banks 
participating in reciprocal support operations for 
meeting short-term payments strains have evolved, 
through the Bank for International Settlements, 
facilities for the regular confidential exchange of 
information and views on such oper~tions. Like­
wise, various groups within OECD, notably Work­
ing Party 3, have provided a forum wherein of­
ficials directly concerned with formulation of na­
tional policies can review from time to time the 
balance of payments positions of the various par­
ticipating countries, the measures taken to adjust 
imbalances, and the means of financing them. The 
arrangements put into effect by the International 
Monetary Fund for consultations with the "Article 
VIII countries"-that is, those countries with con­
vertible currencies-have also reinforced the 
fabric of international cooperation. 
36. In the course of developing these techniques 
of consultation and cooperation, the participating 
countries have been m~de aware not only of the 
great gains to be drawn from such an exercise but 
also of the still remaining shortcomings in their 
endeavors. Their exchanges of information and 
the mutually reinforcing actions they have taken 
have led them to the conclusion that these proc­
esses should be continued and intensified. They 
feel, in particular, that the initiative already taken 
toward strengthening the multilateral character of 
the international monetary system should be fur­
ther developed by bringing within the review and 
appraisal processes of multilateral surveillance 
the various elements in international liquidity­
whether of a private or official character-avail­
able or created for the financing of surpluses and 
deficits. The object would be to give the mone­
tary authorities of countries participating in the 
Arrangements a more comprehensive and up-to­
date view of major trends and afford them a better 
basis for strengthening their policy cooperation in 
the international monetary sphere. 
37. We therefore propose that all cOtintries in our 
Group should provide to the Bank for Interna-

tional Settlements statistical data bearing on the 
means utilized to finance surpluses or deficits on 
their external account. These statistical data, 
combined by the BIS, would be supplied confiden­
.tially to all participants and to Working Party 3 
of OECD. Any supplementary data would be 
reported in such detail and form as the Central 
Bank Governors may advise. Information would 
also be exchanged among Central Bank Governors 
of the Group at the earliest practicable stage on 
undertakings between members of the Group for 
new or enlarged credit facilities, with due regard 
to the recognized need for flexibility in such ar­
rangements. The data and other information 
would give an indication of trends, leading to a 
full exchange of views in Working Party 3 of the 
OECD. This would provide a basis for multi­
lateral surveillance of the various elements of 
liquidity creation, with a view to avoiding excesses 
or shortages in the means of financing existing or 
anticipated surpluses and deficits in the balance of 
payments, and to discussing measures appropriate 
for each country in accordance with the general 
economic outlook. 

C. Further needs for reserve assets 

38. Taking a longer view, we have discussed vari­
ous methods of meeting possible future needs for 
an expansion of reserve assets, apart from new 
accruals to existing gold and currency balances. 
A suggestion was made, but not extensively dis­
cussed, that the composition of reserves might also 
be considered in this context, with a view to a 
gradual harmonization of members' practices. 
39. Our discussions mainly concerned two types 
of proposal : one for the introduction, through an 
n,greement among the member countries of the 
Group, of a new reserve asset, which would be 
created according to appraised over-all needs for 
reserves; and the other based on the acceptance of 
gold tranche or similar claims on the Fund as a 
form of international asset, the volume of which 
could, if necessary, be enlarged to meet an agreed 
need. 

40. Proposals of this kind, which imply a com­
mon approach to the process of reserve creation, 
involve complex questions as to their compatibility 
with the evolution of the existing system, their 
merits as a contribution to a greater stability of 
the international monetary system, their ability to 
direct liquidity to the point of greatest legitimate 
need at any given time, their ability to adapt the 
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volume of reserves to global needs as opposed to 
individual shortages, the acceptability and sound­
ness of the claims they offer as a reserve asset, their 
effect on relations of the Group with the rest of 

· the worl~l, the machinery req~1ired for controll ing 
the volume and distribution of reserves created, 
and the desirability of a group approach as op­
posed to a worldwide approach. 

41. These questions could not be covered in detail 
in the course of our meetings and no judgment 
could be reached on the proposals until their de­
tails had been more fully spelled out and their 
implications had been further clarified. ·we have, 
therefore, established a Study Group on the Crea­
tion of Reserve Assets. This Study Group would, 
in appropriate consultation with the IMF and 
other internat!onal bodies, assemble the elements 
necessary for evaluation of the various proposals~ 
and report to us as Deputies. It should be clear 
that a long-run view is involved and that the 
decision to embark upon the study implies no 
commitment on the part of the participating coun­
tries as to its findings. 
42. In view of the adequacy of the supplies of 
gold and reserve currencies in the present and in 
the near future, there is no immediate need to 
reach a decision as to the introduction of a new 
type of reserve asset. The .studies can therefore 
be pursued without undue haste. But, having 
recognized the uncertainties concerning the future 
supplies of monetary reserves, we agreed that such 
studies are timely and should be put in hand with­
out delay. 

D. International short-term credit facilities 

43. Official short-term ·bilateral credit facilities 
have proved their value in the working of the in­
ternational monetary and credit system: 

- Swaps and networks of standby swap ar­
rangements are primarily designed to com­
pensate short-term swings, and, being re­
ciprocal by nature, are capable of providing 
mutual benefits. 

- Ad hoc support operations, such as have 
been arranged from time to time in Basle, 
have similarly been effective in arresting 
heavy movements of funds in special cir­
cumstances. 

These demonstrations of close central bank coop­
eration are themselves an effective deterrent to 
speculative movements. Their informality, speed 
and flexibility make them especially suitable as a 
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first line-and shm-t-term-defense against sud­
den balance of payments pressures. Over the past 
several years, they have mobilized massive re­
sources in a short time to combat and limit spec­
ulative .and crisis situations. Their success has 
greatly reduced the threat to official reserves from 
disequilibrating movements of private short-term 
capital. Such central bank support operations 
appear to be particularly appropriate to deal with 
speculative and other movements of funds which 
are not the outcome of, and do not significantly 
influence, demand and prices in the countries con­
cerned, and are therefore inherently reversible. 
'Vhile we agreed that the facilities must be suf­
ficiently flexible to supply the funds without delay 
when needed, we recognize the need for arrange­
ments for exchange of information and review 
of such operations, as proposed under B, above. 

44. 'Ve also reviewed the special bonds developed 
by the United States which are often denominated 
in the creditor's currency and are redeemable in 
case of need. Within the consultative framework 
proposed under B, above, opportunities might be 
found for discussion on the relationship of this 
method of financing to other types of credit avail­
abilities, the role of medium-term bonds as a sup­
plementary reserve asset in the portfolio of the 
lender, and the appropriate maturity for bonds 
of this nature, as well as possibilities for adapting 
this type of bond to wider uses among holders. 

45. Although we were mainly concerned with 
credit facilities derived from official sources, we 
did not overlook certain recent tendencies in the 
field of private credit. Since the restoration of 
external convertibility, there has been a general 
increase in the volume and volatility of private 
and banking funds. We have no doubt that a 
growing volume of private credit is indispensable 
to a further growth in international trade and 
payments and that action to foster national and 
international money and capital markets is de­
sirable. Movements of private funds, however, 
have often been of a disequilibrating kind, requir­
ing policy instruments to be developed and special 
defenses to be built by international monetary 
cooperation, to prevent such flows from straining 
the international monetary system and, if possible, 
to direct them in an equilibrating direction. A 
particularly striking development has been the 
so-called Euro-Currency market, which has helped 
to channel liquid funds internationally from lend­
ers to borrowers and may at times have had a 

compensating effect on reserves. On the other 
hand, too large borrowing of such funds in a 
situation of basic external deficit may, in taking 
the strain from the monetary reserves, camouflage 
the seriousness of a development, offset the self­
correcting forces of adjustment. and delay delib­
erate action toward reestablishing external 
equilibrium. 

46. Recourse to foreign short-term credit by com­
mercial banks that takes place under the influence 
of official action may in certain cases be valuable, 
but it should not be relied upon generally to re­
duce the needs for internationa,lliquidity available 
to monetary authorities. In any event, it would 
be desirable that the members of the Group inform 
each other, to the extent practicable and within 
the consulta,tive framework proposed in B, a,bove, 
as to the scope and character of relevant private 
movements, especially as they may be influenced by, 
official actions. 

E. Long-term lending for monetary purposes 

47. While very effective facilities have been de­
veloped for short- a,nd medium-term credit between 
the larger countries, both bilatemlly and through 
the Fund, there has so far been little provision 
for long-term lending between them for monetary 
purposes. This reflects the fact that a country 
that needs credit facilities for overcoming balance 
of payments difficulties is ordinarily expected­
in the interest of international equilibrium and 
stability-to overcome its difficulties within a rea­
sonably short period of time. It has, however, 
been suggested by some Deputies that there may 
be exceptional cases where longer-term lending for 
monetary purposes between members of the Group 
might be in the general interest-for example, 
where a temporary transfer of reserves to the low­
reserve country can strengthen it in anticipation 
of a permanent increase in its reserves to be 
achieved over a longer period by moderate balance 
of payments ~urpluses. 

48. There was agreement that no general arrange­
ments for such longer-term lending should be laid 
down, since this might unjustifiably lessen the 
pressure for adjustment of existing imbalances. 
Exceptional cases could therefore be treated on 
an ad hoc basis, after Group appraisal of the 
concrete case. Some Deputies suggested that, 
in such cases, it might be useful for a number of 
countries of the Group to act together on the lend-

ing side and, if approved by the Group, there 
might be some collective understanding that, 
should a lender subsequently suffer serious reserve 
losses, others whose reserves were then strong 
would be prepared to take his holding over, with 
or without the IMF being associated with the 
transaction. The consultation and common ap­
praisal within the Group might both lessen the 
risks and enhance the liquidity of any such lend­
ing; at the same time, it might ensure that the 
adjustment process between deficit and surplus 
countries of the Group would not be weakened 
by such lending. 

F. International Monetary Fund 

49. The quinquennial review of IMF quotas by 
. the Executive Directors of the Fund is due to 
take place in 1965. The Fund's resources could 
be enlarged either by a general'increa,se of quotas, 
in uniform proportions for all members, or by 
selective increases for some members only, or by 
some combination of the two, with or without an 
increase in the General Arrangements to Borrow 
(GAB). While decisions in this field rest with 
the competent authorities of the Fund itself, we 
thought it appropriate, because of the important 
position of the IMF in the monetary system and 
because of the special obligations of our countries 
under the GAB, to explore thoroughly the possible 
attitude of the members of our Group on the ques­
tions regarding the size, timing and manner of 
providing, if necessary, additional resources to the 
Fund. 

50. The following points were raised during our 
discussions : 

-Adequacy of the Fund's quotas in present 
and foreseeable circumstances. 

-The actual use of Fund facilities by mem­
bers of the Ten and other Fund members 
in recent years. 

-Disparities in size of quota among members. 
-Payment in gold of 25% of new subscrip-

tions. 
-Comparative merits of a general increase 

in quotas, of selective increases, or of en­
largement of the GAB. 

-Effect of the above on the liquidity of the 
Fund. 

51. We are all agreed that appropriate credit fa­
cilities, particularly through the IMF, provide 
an element · of strength to the international mone-
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tary system through financing imbalances while 
assisting in the process of adjustment. In order, 
therefore, to provide resources for the Fnnd in the 
years ahead, 'vhich will no doubt bring a further 

. growth of the world economy, ''"e suggest that 
the Ministers and Governors of the Group may 
wish to give their support to an appropriate gen­
eral increase in quotas during the quinquennial 
review of the adequacy of Fund resources. ' Ve 
also suggest that there may be some cases in which 
the quotas of individual members may need to be 
adjusted on a selective basis. 
52. We considered the place of gold in the IMF. 
Over its whole history, the Fund has had gold 
receipts of $4.2 billion from subscription pay­
ments, · repurchases, and charges. The Fund has 
used $1.1 billion of gold to replenish its holdings 
of currencies, of which $500 million was used for 
this purpose in 1961, leaving $3.1 billion. Of this, 
the Fund has invested $800 million, the remainder 
of $2.3 billion being the Fund's present gold 
holdings. 
53. Various functions have been attributed to 
quota subscriptions in gold: 

(a) to provide the Fund with a liquid re­
source available, if needed, to acquire appro­
priate currencies necessary for its operations; 

(b) to measure the initial amount of draw­
ing rights to which it is the Fund's policy 
to allow members access virtually at will; and 

(c) in some cases, to help moderate any 
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propensity to ask for larger quotas than might. 
be justified. 

54. While payments of gold subscriptions to the 
Fund can reduce a country's gold reserves, its over­
all reserve position may be said to remain un­
changed if it counts the gold tranche drawing 
rights which it p.cquires as part of its reserves. 
But contributions of gold to the IMF made by non­
reserve countries who acquire gold from a reserve 
currency country can reduce the gold holdings of 
the reserve center and, in that way, can actually 
diminish world reserves in the aggregate. In view 
of these considerations, although we are agreed on 
maintaining the established principle of payment 
in gold, attention should be given during the quin­
quennial review to methods of minimizing the im­
pact, particularly on reserve currency countries, 
of transfers to the Fund of gold from national 
reserves. 
55. The General Arrangements to Borrow, to 
which reference has already been made, expire in 
October, 1966. Any decision on renewal or modifi­
cation must be taken not later than October, 1965, 
and will no doubt be related to any increases in 
IMF quotas, general or selective, that may be 
agreed. vVe therefore suggest that a study of this 
subject should be made over the coming months, in 
the light of possible action concerning quotas in 
the Fund, and that a report be made to the Minis­
ters and Governors well in advance of October, 
1965. 
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