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INTERNATIONAL PAYMENTS IMBALANCES AND NEED
FOR STRENGTHENING INTERNATIONAL FINANCIAL
ARRANGEMENTS

TUESDAY, MAY 16, 1961

Congress oF THE UNITED STATES,
SUBCOMMITTEE ON INTERNATIONAL EXCHANGE AND
PayuenTs oF THE JoinT Economic COMMITTEE,
Washington, D.C.

The subcommittee met at 4 p.m., pursuant to notice, in the Old

Supreme Court Chamber, the Capitoll,) Hon. Henry S. Reuss (chair-

man of the subcommittee) presiding.

J Present : Representative Reuss, Senators Douglas, Pell, Bush, and
avits.

Also present: Wm. Summers Johnson, executive director; John W.
Lehman, deputy executive director and clerk ; and Emile Despres and
William Salant, consultants. '

Representative Reuss. I will now call the meeting of the Subcom-
mittee on International Exchange and Payments of the Joint Eco-
nomic Committee of the U.S. Congress to order. This is the first of a
series of hearings scheduled by the subcommittee. The remainder
will be held during the week of June 19. Today we are exceedingly
fortunate to have %)efore us Dr. Reinhard Kamitz, president of the
Austrian National Bank. He is accompanied by Mr. Edgar Plan of
the Austrian Embassy.

I had the pleasure, as a member of the House Banking and Currency
Committee, to visit in Vienna with Dr. Kamitz in December 1960.
We had a very fruitful exchange of views which has helped me and
has helped the Joint Economic Committee in clarifying our thinking
on many issues involving the international balance of payments.
Knowing that Dr. Kamitz was to be in this country, we invited him
to be present with us this afternoon.

The subcommittee is now in executive session. The transcript of
the hearing will be presented to Dr. Kamitz. After Dr. Kamitz has
corrected the transcript and returned it to us, it is my understanding
that he has no objection to its contents being made public or to its
insertion in the formal records of the committee.

We are deeply grateful to you, Dr. Kamitz, for your presence here
today. I understand that you have an introductory statement. We
would be delighted to have you give us that statement, after which we
may ask you to elaborate on some of the points. )

1



2 INTERNATIONAL FINANCIAL ARRANGEMENTS

STATEMENT OF HON. REINHARD KAMITZ, OESTERREICHISCHE
NATIONALBONK, ACCOMPANIED BY EDGAR PLAN, FINANCIAL
COUNSELLOR, EMBASSY OF AUSTRIA

Dr. Kamrrz. Thank you.

Mr. Chairman and members of the subcommittee, I consider it a
great honor to appear before this committee and to exchange with its
distinguished members views on international finance and payments
in a framework which is most likely to insure a sound expansion of
world trade. Looking back over the period of 16 years which has
elapsed since the end of World War IT, I think there is no doubt that
we can note a significant improvement in the pattern of world pay-
ments. After the end of World War II, the European countries
which had been devastated by the ravages of the war had practically
no gold and foreign exchange reserves, and only through the generous
2id supplied by the Marshall plan were they able to obtain the means
of subsistence for their starved populations and the capital and raw
material necessary for the reconstruction of their economies. The
United States of America then urged the European countries to com-
bine their efforts and to create what was to become a large preferential
area of 17 European countries, which comprised the Organization of
European Economic Cooperation (OEEC). _

Trade discrimination against the United States and other over-
sea countries stemmed from the fact that the OEEC members, in
the years from 1950 onward, gradually dismantled quantitative im-
port and payments restrictions in their relations with each other, but
not with the outside world. The establishment of EPU facilitated
multilateral payments in the area it comprised, but necessarily en-
tailed some discrimination for outsiders. In view of the large balance-
of-payments deficits Europe had in those years, a situation which
was then often described as Europe’s structural or chronic dollar gap,
the United States acquiesced in this discrimination and even made
itself its advocate.

Because of the facts well known to this audience, and which I may
just briefly summarize as reduction of the previous substantial sur-
plus in the U.S. trade balance, continued large outflows of U.S. Gov-
ernment money for defense support and economic aid abroad, as well
as large outflows of private capital for foreign investment plus the
large shifts of short-term capital in the recent past, the U.S. overall
balance of payments during the past 3 years has shown deficits of
the order of almost $4 billion per year, whereas, in the preceding
years the deficit had averaged only about $1 billion per annum. This
has led to a strengthening of the reserve position of most of the
European countries and it is, therefore, understandable that in the
present, situation the United States of America no longer condones
an% measures which would discriminate against its exports.

ver the past several years all OEEC members have extended
their liberalization of imports to the dollar countries, and in most
cases there is now little or no discrimination left, as far as the issuance
of import and payments licenses is concerned. With most of Europe’s
trade freed from quantitative controls, customs tariffs have again
gained in importance, and it is a characteristic feature of the new
European integration plans that their main emphasis in reducing
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barriers to trade is placed on customs tariffs, not unlike the free trade
movements of the 19th century, a period when quantitative restrictions
and exchange control were virtually unknown and when custo
duties were the only weapon of commercial policy. :

In December 1958 most European countries .declared the con-

vertibility of their currencies for nonresidents, which removed any
logical reasons for trade discrimination toward the United States. In-
deed, when holdings of deutsche mark, pounds sterling, guilders, or
Austrian schillings can be converted automatically into dollars, the
country which imposes discriminatory restrictions would obviously
deprive itself of the benefits which arises from buying at the cheapest
source, and this would thus mean a loss of total welfare, which
would not be compensated by any saving in a foreign currency con-
sidered to be scarce. : ST : ‘ -
. With the assumption of the regime of article VIII of the statutes
of the IMP by nine European countries, plus Peru in February of
this year; a further important step was made toward achieving a free
international payments system. Given the high degree of liberaliza-
tion. prevalent at this time, this measure had a very limited addi-
tional effect on the reduction of restrictions, but a technical factor
which is important with respect to the U.S. payments positions is
the possibility that drawings made from the Fund in any currency
can-now be repaid in any-convertible currency; that is, m the cur-
rency of any of the 21 countries which is under the regime of article
VIII. :

‘As T pointed out before, the U.S. balance‘of-payments deficits dur-
ing the past decade had, as a corollary effect, the strengthening of
reserves of most of the other industrialized countries of the Western
World, whereas the balance-of-payments position of the ‘underde-
veloped countries has improved. very little, if at all, partly because
of the  depressed level of raw material prices over the last several
years, partly in view of the huge demand for imports (machinery,
equipment, but also vital consumers goods) which arises in connec-
tion with these countries’ investment and industrialization programs.
Over the past decade the reserves of the continental European coun-
tries which are members of the OEEC more than tripled, rising from
$6.4 billion at the end of 1950 to about $21 billion at the end of 1960.

On the other hand, the United Kingdom’s gold and foreign ex-
change holdings, as well as those of the whole sterling area, are now
no larger than 10 years ago. Over the same period the gold holdings
of the United States declined by $5 billion to $17.8 billion. The dollar
assets of other countries, or in other words the short-term liabilities
of the United States, rose by about $11 billion.

t The new ‘distribution of foreign exchange reserves which de-
veloped in the past decade was one of the preréquisite conditions
for the return to convertibility and thus for the imnprovement of the
international payments system. _

I think it 1s important that, from an overall point of view, the
world payments situation is now better than at almost any other time
since the end of the last war. This does not mean that I want to
belittle the difficulties and problems which are posed by the appear-
ance of substantial U.S. payments deficits during the last 3 years.
But I think one need not feel pessimistic about the present or future
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strength of the dollar if the U.S. administration continues to ad-
hereto the economic and financial policies which have been eloquently
defined by the former and the present President.

‘With gold holdings of about 17.5 billion, the United States as the
world’s principal banker is still in a very strong position. It is true
that short-term liabilities to foreign countries which can theoretically
be converted into gold are of about equal size. But, as no individual
person would withdraw his deposits from his bank as long as he con-
tinues to have confidence in its management, there is no reason for
governments and central banks to withdraw their short-term assets in
the United States as long as there is certainty that the U.S. Govern-
ment pursues economic and financial policies which will guarantee the
maintenance of the value of these assets. No gold and foreign ex-
change reserves are high enough for a country which pursues reck-
}iesg financial policies leading to inflation and consequential external

eficits.

If a country pursues the right kind of economic and financial policy
and maintains monetary stability, its currency will be valued by other
countries. I think it is very important that perhaps for the first time
it is realized that, in pursuing domestic economic aims, the United
States also has to pay heed to the external-payments situation.

T would now like fo make a brief comment on equilibrium and dis-
equilibrium in international payments. In the setting of multilateral
world payments which has evolved, there must obviously be surpluses
and deficits.

I pointed out before that the deficits of the United States which
made it possible for other countries to accumulate foreign exchange
reserves have laid the basis for the return to the free trade and pay-
ment system. Before the last war the balancing of the foreign ac-
counts of the principal countries came about through the working of
relatively flexible rates of exchange. This quasi-automatic adjust-
ment is now no longer possible since the artic(}es of agreement of the
International Monetary Fund expressly provide for fixed rates of ex-
change, and changes exceeding a certain limit can only be made in the
case of a fundamental disequilibrium. Therefore, the balancing of
external accounts must come about through adjustments in the internal
price and income levels. In other words, countries with excessive pay-
ments surpluses must pursue expansionary domestic economic policies
and those with excessive balance-of-payments deficits should pursue
restrictive monetary policies.

In view of the repercussions which certain kinds of domestic policies
have on the external accounts and thus also on the other countries, it
is now more important thar ever to coordinate economic and finnacial
policies between all countries of the free world. The OEEC, the
Bank for International Settlements and the International Monetary
Fund have been important milestones in this field.

The new Organization for Economic Cooperation and Develop-
ment (OECD) can, in my opinion, play a most useful role in extending
and enlarging this cooperation between the member countries. But,
in view of its worldwide aspects, the International Monetary Fund
should be the essential clearinghouse for this purpose and its role
should be further strengthened and increased.

_ T do not think that at the moment there is a worldwide shortage of
international liquidity. But, nevertheless, it is important to devise
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plans and schemes for the future which can help to avoid the resur-
gence of illiquidity of the world’s main trading countries. The Triffin,
Bernstein, Stamp plans all point in this direction and I think we are
fortunate in having such a wealth of ideas and suggestions from which
we can distill the best and most practical parts.

I would like to stress one thing: No international payment system
can function properly if the world’s main currencies, the dollar and
the pound sterling, are not sound. There are no expedients and gim-
micks which can replace confidence which has been lost.

I would like to end my brief introductory statement by expressing
my satisfaction with the economic program outlined by President Ken-
nedy in his foreign economic message. I think it is very gratifying
to see that the U.S. Government is trying to solve the temporary ex-
change problems in a liberal way and not by resorting to controls and
restrictions. The emphasis he placed on the avoidance of an inflation-
ary development has greatly increased the confidence in the dollar
which depends at least as much on the U.S. fiscal and monetary poli-
cies as on the amount of gold in your banks.

Thank you, sir, '

Representative Reuss. Thank you very much, Dr. Kamitz.

I would like to introduce Senator Jacob Javits of New York,

I would like to pursue, Dr. Kamitz, a point you made just a moment
2go when you congratulated this country on sticking to a basically
liberal trade policy despite some temptations and some advice to the
contrary.

Would you care to comment on the effects of the Common Market
and the Kuropean Free Trade Association on the future of trade
liberalization ¢

Mr. Kamrrz. Well, you certainly know that many European coun-
tries are very much concerned about the existence of two trading blocs
in western Kurope, and certainly means and ways have to be found
to form a bridge between these two blocs. But, on the other hand,
let me state that between the two world wars the whole world, includ-
ing the United States, followed a policy of protectionism and restric-
tions. The United States had a high-tariff policy and Europe a
policy of trade barriers, quantitative restrictions of all kinds, quotas,
exchange controls, or whatever it was. The spirit behind this was that
countries tried to counteract the increasing economic difficulties by
resorting to a policy of autarchy, self-sufficiency, and protectionism.

I think that the development showed that such policies were wrong.
They did not help to overcome the deé)ression. They increased the
forces of capital destruction and the depression was only overcome
when the rearmament programs were started in the big world trading
countries, in 1937 and 1938. )

Now we can be happy that after the Second World War there is a
new spirit behind an effort to build up the world. It is the liberal
approach by which countries tried to form a new world. The abolish-
ment of trade restrictions in Europe, mainly due to the working of
the OEEC which I mentioned before, was successful by a concerted
effort of all European countries.

I think that even the two blocs, the Common Market as well as the
European Free Trade Area, are results of this new liberal approach
to solve economic difficulties.
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Now, what is left to be done is, as I told you, the bridging of these
two blocs which we really think is very urgently needed. "I cannot
tell you precisely in which way this could be done, but I would like
to refer to a proposal I made, namely that the Common Market as a
group should join the European Free Trade Association. N

Representative Reuss. So that it would join it asa unit?

Dr. Kamrrz. Yes; discussion about ways to bridge the gap between
the two bloes could be carried out within the framework of this new
OECD, which will come into existence as the successor of OEEC.
But I feel we have to pursue the economic integration of all European
countries. : : :

Senator Javrrs. Would you mind a question at this point? )

Representative Reuss. May T first introduce to Dr. Kamitz, and his
associate, Mr. Plan of the Austrian Embassy, Senator Bush of 'Con-
necticut and Senator Pell of Rhode Island. '

Senator Javrrs. It is just on this point, Dr. Kamitz, that I would
like to ask this question. Assuming that you can find the ‘bridge,
that you can find the formula which will take care of the British Com-
monvwealth and will take care of the different concepts of a free-trade
_ area and an economic community, what happens to the United States
and the other free-world traders with these two groups? :

I ask this question very advisedly because we are facing an enor-
mous struggle in this country next year. Your. preoccupation with
your struggle, with which I am, as you know, very familiar because 'l
served in this area myself, may lead people in Kurope to forget the
fact that this could all be undone in an afternoon right here and all
your conversations over there could be just academic because the
trading power of this country is so great just as the trading power of
this bloc is so great. S

T would hope, therefore, that you could tell us, and that perhaps
at an early oppportunity it could be communicated to the United
States, generally, as to what the concept must be; that it must not only
be a bridge between the two blocs; it must also be where we fit. If
it is not, we are going to have tremendous trouble here next year with
the renewal of our reciprocal trade agreements. _—

Thank you very much. _

Representative Reuss. I think Senator Javits has put his finger on
a point that is worrying us all. You are thoroughly familiar with
it and you see it at firsthand. One of Austria’s troubles, I am in-
formed, is that a large portion of your export trade is with West Ger-
many, which now has fairly low tariffs. The result of the Common
Market, of course, will be through the Common Market external tarift
to raise the tariffs of one of your best customers, perhaps your best
customer. To a degree, the United States is faced with a similar
problem. 4

This country has a large trade with West Germany and with Bene-
lux, the low tariff countries. : ’

The effect of the external tariff is actually to raise tariffs against us
at tge very time when we need and think we have a right to lower
tariffs.

This is a great problem, and I want to second what Senator J avits
has said. - :
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Wae in this country who want to keep our policy liberal are genuine-
ly concerned about 1t, and we would welcome any light you can shed
on the problem. :

Dr. Kanrrz. I would say that the promoters of integration in Eu-
rope have always felt that what is done in the way of forming an
integrated European economy should certainly be not the final aim};
there should also be-a bridge toward Canada and the United States.
- What the promoters of integration really want to see fulfilled with-
in a couple of years is not only a European integration, but an ex-
tension of integration to the United States and Canada. But I must
tell you that the difficulties of integration are so enormous that I feel if
today both topics are linked together, we will never be successful.

The first step is difficult enough, but I think, if an integrated Eu-
ropean economic area is formed, then we can integrate this unit with
the United States and Canada, but I think if you would now try to
do both things at the same time and say, “Well, we have to integrate
Europe and at the same time we have to integrate Canada and the
United States,” I think this would increase the practical difficulties
in Europe and might delay integration for a couple of years.

What I am telling you is my personal conviction because I have
‘followed these discussions for quite a long time, and I know what is
going on. It is extremely difficult to get these people within Europe
itself together even within EFTA, which is not such an intense form
of integration as the Common Market. Even in the Common Mar-
ket, if you read the newspaper comments of what countries are doing
to escape the consequences of integration by raising additional turn-
over taxes and all kinds of things, you see, how difficult it is to follow
the new liberal approach though we have got very able leadership by
many outstanding personalities.

Senator Busa. When did the Common Market actually start to
function as such'? : '

" Dr. Kamarz. The treaty was concluded about 4 years ago but I
would say that the implementation of it is not yet very far advanced.
As I told you, some nations tried to escape the consequences of inte-
gration.

Senator Busa. Mr. Chairman, may I continue to inquire?

Representdtive Reuss. Yes, please.

Senat;)r Bush. Is it felt that progress has been made in these past
2 years? '

Dr. Kamarz. Yes; it has been made, and gentlemen, I must add an-
other thing. It isnot only a progress which is made within the frame-
work of the organization in the Common Market or EFTA countries,
but the general feeling that we are going the way of integration leads
-to_the release of additional dynamic forces within the economies.

I have an example of entrepreneurs in our country who opposed
integration and said, “We are unable to meet all this competition,”
but finally decided to make so many improvements by new methods
of production that they now say, “Go on with integration. You told
us we will have integration and now we have investments made for
integration, but we have no bigger market.”

A certain development out of the economy itself is therefore
taking place in view of this coming integration additional pressure.

‘Representative Reuss. I think Senator Javits’ point had to do to
- very large extent with timing. You see, we have a crucial decision
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on commercial policy which we must make a year from now. If a
year from now, when the Congress 1s considering the matter of re-
newing the Reciprocal Trade ef&greemeni;s Act, this country is con-
fronted with heightened tariff walls against our goods, the task of
renewal will be made just that much more difficult.

T would therefore ask this question: Is it not possible for both the
Common Market and the EFTA countries, in view of their surplus
payments position, the deficit position of this country, and the need to
maintain confidence in the dollar as an international reserve currency,
to make tariff concessions both in the. Common Market external tariff
and in the individual tariffs of the EFTA countries on a most-favored-
nation basis? This would be in accordance with the %)rinciple of
GATT, and it would insure the continued expansion of worldwide
trade.

Dr. Kanmrrz. In the case that the bridge cannot be worked out I
think this will be the only way of continuing the liberal effort. You
will get the support of the EFTA countries in Europe because the
EFTA countries in Europe would not like to stand aside and wait
until something happens in the future. You may have five or six,
or seven or eight countries forming a political nucleus, but for
these eight, or seven, or six countries to make free trading
arrangements with the rest of Europe which cannot fit into this
community because they have the status of neutrality like we, Swit-
zerland, or Sweden. Therefore, I would say, if you would suggest
such a policy and begin with preferential arrangements for the whole
area we would like to have the same.

Representative Ruwuss. Would the EFTA. countries, so far as you
are able to determine, be willing to make tariff concessions of a multi-
lateral nature as part of a program to promote widescale multilateral
trade liberalization.

Dr. Kanrrz. I think the most important partner in that respect is
Great Britain, and there is some indication that Great Britain is
willing to make some concessions with respect to their Commonwealth
situation, in paying for the advantages of a positive solution.

Representative Reuss. Dr. Kamitz, T would like to introduce Sena-
tor Douglas of Illinois.

In addition to listening to a very interesting opening statement
by Dr. Kamitz, Senator Douglas, we have in the last few minutes
been discussing the impact of the Common Market with its internal
trade preference upon free world trade generally, on Austria’s trade
and on U.S.trade. Does Senator Pell, Senator Bush, Senator Douglas,
or Senator Javits have further questions on this topic?

Senator Javits. I think this trade topic is the most important. I
would like to ask you this question. Assuming that these negotia-
tions which we know about may or may not be going on, or part
of them, to which you have already alluded, how do you think that
the OECD, in which both Austria and the other so-called neutrals
as well as the NATO powers will be engaged, could help us in this
connection within the next year?

Dr. Kamirz. Well, this is a problem to which you have just al-
luded now. The OEEC had tremendous merits in abolishing trade
restrictions in Europe, the quantitative restrictions, and I think that
OECD can provide devices for freer trade with all countries which
are members of OECD notwithstanding the fact that some of the
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countries have a special organization in the form of a Common
Market and others have a special organization in the form of EFTA.
Why should it not be possible to lower general tariffs, to facilitate
the movement of capital and labor in Europe by this new organiza-
tion, the OECD, which are like the OEEC in respect to trade re-
strictions? It was exactly the same situation. 1 feel that, not-
withstanding the fact that you have two organizations which cannot
be bridged, why do we not try within a bigger organization to do
away with the main trade obstacles which are still existing in Europe?
I think it would be possible and we would welcome it. _

Representative Reuss. When you speak of “Europe,” Dr. Kamitz,
do you include this country and Canada, in view of our membership
in OECD?

Dr. Kamrrz. Yes.

Representative Reuss. In this same connection, let us look at the
history of world trade in-the last 25 years. In the midthirties this
country adopted a policy of liberal trade and thus made a historic
break with the policy of the preceding period. I think most Amer-
icans and most members of the frée world community would say this
was a good thing, and that we are all better off as a result of moving
in this direction. While this program was officially designated a
reciprocal trade agreement program, in actual practice and applica-
tion we have not exacted true reciprocity. In the late forties, while
Western Europe was recovering from the destruction of World War
I1, this country continued to lower its tariffs but agreed to permit
our friends and trading partners temporarily to keep their quotas
and exchange restrictions. Therefore, without wishing to seem too
pro-American, I should like to remind you that the United States,
over a considerable period, contributed somewhat more than it took.
This was perfectly proper because of the large imbalance in payments
in favor of the United States during most of this period.

I suggest to you that perhaps, in view of the total responsibilities
of this country in the free world complex for trade, for aid to under-
developed areas, for military defense, and so on, this country can, in
justice and in fairness be entitled to something more than reciprocity.

I would like your comment on that. I think I read into what you
have already said a recognition of this principle. The initiative
of the Common Market and the EFTA countries in the direction of
tariff reductions would be a good example of “turnabout is fair play”
in international trade.

Dr. Kamrz. Congressman, I would say that I think you are right.
The late forties were the time of the dollar gap and therefore the
United States agreed to be discriminated against to some extent in
order to allow these European countries to overcome the afterwar
difficulties.

The astonishing effect was the building up of such a booming
Europe with balance-of-payments surpluses to the surprise not only
of the United States, but even of Europe.

But it is a fact that the free world has to stick together, you see,
and I really feel that, in pursuing common aims, such as the ones
described by you, whether it is help to underdeveloped countries or
the general establishment of economic strength or stability, all coun-
tries have to work together, and in that respect an argument like
yours might have an influence on the discussion.
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Senator DoucLas. Forgive me if I say that generally the argument
that we must all stick together means that the United States must
make the exclusive sacrifices. .

Dr. Kamirz. You are perfectly right. If I state it like that, it is
not to the address the United States. It is addressed to Europe

Senator Busu. May I ask a question? You have the OE D now.
You have the Common Market. You have the Outer Seven. That is
what; you call EFTA. »

- Dr. Kamirz. That is right.

Senator Buse. Then we have the GATT organization. These are all
operating in the same field, at least in part; namely, the field of inter-
national trade. ‘

Now, how do these things correlate their efforts as you see it? - Are
they working at cross purposes?

Dr. Kamrrz. No.

Senator Busa. Do you think that we are benefited by having all of
these various organizations working in the same field in trade liberali-
zation? Doyou feel that? '

Dr. Kamrrz. Well, I would like to say that we certainly have a lit-
tle too much of this kind of organization but there is a difference
between the GATT, the General Agreement on Tariffs and Trade, and
the organizations "which have more stringent connections. The
Comon Market is a supernational institution Wh1ch includes common
economic policy and all kinds of things, and is therefore much more
than an agreement on tariffs and trade.

Senator Busa. That is right.

Dr. Kamirz. EFTA is not so far reaching as the Common Market
but it is more than the General Agreement on Tariffs and Trade.

Senator Busm. It isaiming in the same direction.

Dr. Kamrrz. It is aiming in the same direction but the GATT, of
course, comprises more countries than EFTA and Common Marlket.

Senator Bust. Although all of these countries in the Common Mar-
ket and EFTA are alsoin GATT ?

Dr. Kamrrz. They are alsoin GATT. '

Senator Javirs. If Dr. Kamitz would allow me, I Would like to
make one other distinction which is important to us all. Both the
EEC Economic Community and EFTA are ruled by treaty. The
treaty obliges members to make certain reductions or readjustments, in
one case both internal and external and in the other case internal alone,
whereas GATT is a strictly negotiating operation and there is no com-
mitment except the commitment to bargain.

ﬁSenator BUSH They come to an agreement which has force and
effect

Senator Javrrs. But they are not obligated to make certain adjust-
ments at stated times as are the others. :

Dr. Kamrrz. Their purpose is to make agreements.

Senator Javits. They serve the same ultimate purpose.

Dr. Kamitz. Yes.

Representative Reuss. Are there further questlons on the commer-
cial policy matter that we have been discussing ?

f.?enat;or Javrrs. I would like to ask Dr. Kamitz another question,
if I may

What are the chances in Europe to reduce its imposts on South
American commodities like coffee and other commodities which can
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contribute enormously to help us with a tremendous problem and
where Europe is now prosperous enough to loosen up a little bit ?

Dr. Kamrrz. Well, you see, this question hasbeen discussed in OECD
and has been discussed in the Common Market. Many countries have
fiscal duties on these products and to get the Ministers of Finance
to say “No, we ought to rule them out,” is not so easy, though I must
confess that, to have fiscal duty on a product which is a mam world-
traded product is certainly not the right thing to do. This is agreed
on by many countries. I think it needs a further push to get them
to get rid of it. There is no definite inclination to deny this proposal.

genator Buosu. Who can supply the push for that purpose?

Dr. Kamrrz. In that case I would say this would Ik))e up to you.

Senator Busu. You see, some of us have been talking about the

idea of trying to get Europe to join into the Latin American alliance
for progress and that is one of the big reasons why we have been inter-
ested in that because Europe takes about 35 percent of Latin America’s
exports. We only take 9 percent more, 44 percent. They have almost
as big a stake as we and they can influence the situation almost as
much as we. :
. Senator Doueras. Mr. Chairman, I apologize to you and to our
guest for being late. If it is not inappropriate, I would like to ask
one question of fact which may have been covered and another ques-
tion of policy.

.Representative Reuss. May I tell Senator Douglas that before he
came in Dr. Kamitz very kindly agreed to the following: This meet-
ing is in exeeutive session. However, Dr. Kamitz has promised to read
the transcript of the testimony, after which it will be made public and
become a valuable part of the record.

Senator Doucras. The question of fact is this: When I was in
Europe a- few years dgo studying the Common Market, I thought
that the uniform tariff which could be imposed on outside countries
was to be a weighted average of thé tariffs of various countries. Now
Congressman Reuss informs me that, in his opinion, the tariff that
has been arrived at is a simple average.

. That is correct, is it not ?

Representative Reuss. That was my information.

Mr. Pran. An arithmetic average.

Senator Doucras. And that therefore this ‘operates adversely
against American goods in that countries which import very little
from the United States are given the same importance as countries
which have imported a great deal so that the result is in effect an
increase in tariffs to American goods within the Common Market
instead of merely an average tariff, which is the same as it was before.

Dr. Kasrrz. Yes, I think you are right, but this is the result of
the whole external tariff of the Common Market not only against the
United States but against other European countries. "We are suffering
from the same result.

_Senator Doucras. So that, it is not quite accurate to say that the
Q(cimmon Market does not raise tariffs on goods from countries out-
side.

Dr. Kamrrz. No, this would be incorrect.

Representative Reuss. It is a fact, is it not, that many of Austria’s
future worries about the Common Market arise from the fact that
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your best customer, West Germany, had low tariffs but now they are
going up?

Dr. Kamrrz. We would have been affected already if the Germans
would not have revalued but, by this revaluation, there was a certain
compensation for the rise in external tariffs.

Senator Doucras. The second question may well have been covered
prior to this time. It is a point that Congressman Reuss has stressed
a good deal. That is the imposition of quotas by European countries.
In the past, these quotas have been much greater impediments to trade
and to our exports than is commonly stated and, while I know that
the British have removed a great many of the quotas, is it not true
that a large number of the quotas on very important commodities still
remain () in West Germany, () in France, and (¢) to some degree
and to a lesser degree, in England ?

Dr. Kamrrz, Yes. That is true and in other European countries,
yes. The liberalization toward American is not too perfect.

Representative Reuss. If T may, I would like to switch the focus of
the discussion to another very important subject which you touched
on in your introductory remarks, Dr, Kamitz; namely, the general
question of international liquidity. You recall that Jast December
when I had the pleasure of visiting with you in Vienna there was some
concern throughout the free world about the gold loss of this country.
That concern is now at least temporarily abated and our present po-
sition looks much better. Nevertheless, we still have with us the prob-
lem that with a greater number of convertible currencies it is possible
for short-term bonds to be shifted rapidly from country to country.
If this occurs and central banks then demand gold, this can present
a problem.

Dr. Kamrrz. That is right. ,

Representative Reuss. We would be extremely grateful for any sug-
gestions you may have for ways and means the free world can take to
diminish the seriousness of this problem.

Dr. Kaumrrz. Well, this is a very long story and has many implica-
tions. To make a long story short, I want to state first that, as I
pointed out in my introductory remarks, of course the foreign liabili-
ties are now of roughly the same size as the gold reserves of the
United States. But the foreign countries will not draw on the United
States and convert all their short-term assets into gold. Why should
they? Of course they could do so and this might bring an imminent
danger, but T must tell you that, after the revaluation of the German
mark, for the first time since a long time the governors of the Central
Bank of Europe got together and said, “We are going to make an
agreement in order to reduce the possible impact on the world cur-
rencies which might be the consequence of the German revaluation.”
You know that the week after the German revaluation $350 million
were converted in Switzerland against Swiss francs and about 100
million pounds sterling in Switzerland and Germany. This was
a terrible shock for the international exchange market. But,
through the collaboration of the main central banks, repercussions on
the concerned could be avoided, because they agreed not to convert
these currencies into currencies or into gold but to hold them on spe-
cial accounts. By that and by the willingness to demonstrate the con-
certed effort to avoid speculation, a crisis could be avoided. Through
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constructive collaboration with a definite aim to solve this worldwide
problem of short-term capital movements, we can be successful.

But there is another thing. You know of the plans of Bernstein
to enlarge standby credits of the monetary fund and to come to new
standby credits, and there are other ways and means in the same di-
rection. But I think what is really necessary is not only the tech-
niques which settle a present situation of disequilibrium, of high
deficits and high surpluses, through short-term movements but to
avoid those movements. Let us say you must find or you should find
a way of producing preconditions which exclude these enormous defi-
cits and surpluses. Well, how can you do it? There are two possi-
bilities. The one is you return to flexible exchange rates. I would
not propose to do so.

Senator Doucras. You would not ?

Dr. Kamirz. No; I would not. I think the international capital
movements of today have shifted from private movements to a great
extent to movements of public funds, and I think it is very difficult,
under those .circimstances, to reestablish a system of flexible ex-
change rates if public funds are concerned in such a huge amount.
But this has to be thought over. I would not say that this is a defi-
nite statement but, under the prevailing circumstances, I think it
would be at least difficult to go back to the flexible exchange rates.
If you would have flexible exchange rates, it would mean that a dis-
equilibrium of the balance of payments is going to be adjusted im-
mediately by the mechanism of exchange-rate variations. If the bal-
ance of payments of a certain country is in deficit so that you have
an outflow of gold or foreign exchange and you have a stimulus of
exports and a reduction of imports and a new flow back of capital,
you soon get a new equilibrium; but, in the case of fixed exchange
rates, you have no other chance than to eliminate these precondi-
tions which produced the surpluses and deficits.

This can only be done by a coordination and cooperation in the basic
financial and monetary policies. That is to say that basic financial
and monetary policies—that is, whether a financial policy should be ex-
pansive, restrictive, or neutral—should be agreed on in a greater ex-
tent than it is done now. If it isnot possibfe to reestablish a certain
automatism of adjustment, we must provide preconditions which ex-
clude those difficulties at least to the greatest possible extent. What
is left, of course, we would not be able to exclude entirely, but what
is left can be managed by those technical measures which, in the long
run, leave time to adapt yourself. ,

Senator Douaeras. Doctor, do you mean, however, that instead of
having a uniform policy as between different countries, in one set of
countries you would raise interest rates and restrict production and
in another set of countries lower interest rates, so that there would be
variable treatment?

Dr. Kamrrz. That is right. :

Senator Doucras. As between countries?

Dr. Kamrrz. That is right.

Senator Doucras. Neither universally expansive nor universally
contractive?

Dr. Kamrrz. That is right.

71496—61—=2
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Senator Doucras. Do you think really you could get the countries
to do that, to hold back some countries and push forward other
countries?

Dr. Kamrrz. I know how difficult it is but I must tell you that we
have monthly meetings of the governors of the central banks of Eu-
rope which are fortunately now attended by a representative of the
United States, and I must tell you that the simple exchange of ideas
about the situation is a very worthwhile result of those meetings, al-
though the governors of the central banks alone are, of course, unable
to really adjust all financial policies, since they are limited to the field
of monetary policy. If you would add to those meetings the minis-
ters of finance discussing the shape of financial and economic policy
for the coming year, you would enlarge the possibilities of cooperation.

Representative Reuss. Would you suggest that the newly formed
QEC;) might be a very useful device for making these representa-
tions? ’ : .

Dr. Kamrrz. That is what I feel. . L

Representative Reuss. And is.it not a fact that its predecessor, the
OEEC, had quite remarkable success in persuading its members to
adjust essentially internal economic policies? .

Dr. Kamrrz. I agree with you but the main merits of OEEC were
the abolishment of quantitative restrictions. :

In the other field, the recommendations were very worthwhile, but,
for the achievement of aims like those which we were discussing now,
it is not strong enough, you see. It should be enlarged in a way of
more comprehensive discussion of those special problems, of financial
problems. : . -

Representative Reuss. In this country, we are, like people in any
other sovereign state, concerned to confine the ultimate responsibility
of making decisions affecting the country to our own Government.

Would 1t not, in your opinion, be possible to work out a method of
recommendations in the financial and monetary and fiscal fields by
the OECD which would leave each member free to follow.or not to
follow the recommendations that were made? In other words, do
you envisage that much could be accomplished along the lines you
suggest without impairing the sovereignty of each of the 20 countries?

Dr. Kamrrz. I must tell you that I have never thought of impairing
the sovereignty of the countries, you see. What I felt.should be a
very liberal agreement on saying, “Are we going to collaborate and
coordinate, yes or no? If we do so, it is our own will in:doing so
and nothing has to be impaired.” ; : .

I think your suggestion to go-the evolutionary way and say we
are going to work out recommendations is worthwhile trying.

Senator Busm. Sir, I think a recommendation from the OECD,
even though it was not unanimous, would have some impact on this
situation. I should think it would be regarded with considerable
interest here in the Unted States. _

That leads me to ask you whether you have any observations you
would like to make? Maybe you made them in your prepared state-
ment. I did not hear that. But have you any observations that you
would like to make concerning our own problem of balance of pay-
ment at the present time? Have you any advice that you would like
to give us?
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Dr. Kamrrz. Well, I stated in the introductory remarks in the way
that I said that at the present moment I think nobody is unduly con-
cerned about your balance of payments.

Senator BusH. That is your present estimate of the situation.
That is in Europe.

Dr. Kamrrz. %t is perfectly all right. But beginning next year
you have two problems to consider. The one is the upcoming recov-
ery of the United States, which will lead to an increase of imports
and may be to a new deficit in the balance of payments on current
account or at least to a diminution of its present surplus, and the
second is the uncertainty of the attitude of the new administration
concerning spending and the maintenance of an approximate budg-
etary balance. Of course, if there would be an excess of spending,
you would have all the problems of balance of payments deficits in
the coming years. My personal opinion is that the basic situation
of U.S. balance of payments is not unsound, because, according to
statistics which have been elaborated by the International Monetary
Fund, it shows that the deficit between 1950 and 1960, over a period of
10 years, is about the same as the increase in foreign investment
assets. o

Senator Busu. In this country?

Dr. Kamrrz. By this country. So that, you may be looking with
gr‘eat hope to the future because the investments will produce divi-

ends and repayments. So I would say basically your balance of
payments situation is-absolutely all right and justifies an optimistic
Judgment for the future.

Senator Buse. I am afraid I did not quite understand that, Mr.
Chairman.

The deficit over the 10-year period in balance of payments is meas-
ured quite closely by your investment overseas.

Dr. Kamrrz. That is right.

Mr. Despres. American investment abroad ?

Mr. Pran. The U.S. investment abroad was about $31 billion in
1949, and it is $65 billion in 1959, an increase of about $34 billion.

-Now, over the same period, the foreign investments in the United
States rose from $17 billion to $41 billion, so that the net increase in
U.S. foreign investments was about $10 billion, which figure is not
far from the total of U.S. gold losses plus increase in current liabilities
to foreign governments and central banks. So you exchanged your
short term assets against long term assets.

Dr. Kamrrz. You may have a problem of liquidity but not a prob-
lem of unsoundness.

Mr. Pran. You are rich, but your money is not always readily avail-
able. :

Dr. Kamrrz. It is like a most powerful bank which may have good
investments but in a way that the liquidity is not granted.

Senator Busa. There has been quite a rash of American investment
in Europe during that decade, I believe. Has that been welcomed over
there, would you say ?

Dr. Kamirz. I would say so, yes.

Senator Busa. And a continuation of it would be welcome?

Dr. Kamrrz. Yes; certainly, from our point of view. I do not
know whether that 1s true from the American point of view.
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Senator Busa. I meant from your point of view, yes. It has begun
to be a little bit of a controversial point here.

Dr. Kamrrz. I know that.

Senator Busa. Well, I would not say it is the greatest controversy,
but it has been discussed a lot in the last year. I think there would
be a reluctance to block it.

Dr. Kamrrz. That is right.

Senator Busa. Have you any further comment on the general bal-
ance-of-payments problem as we face it? Have you any further
guidance you would like to give us? 4

Dr. Kamrrz. Well, I said if a policy of excessive spending goes on,
of course this might raise problems. Why? Because it leads to price
and wage increases. But there is one point I would perhaps make
clear from the European point of view, whatever happens we would
not like to see America go back to restrictive practices. Kurope is
certainly ready, as shown by the cooperation of the banks during the
time after the reevaluation of the deutsche mark to cooperate in all
kinds of ways; but please do not go back to restrictive practices.

Senator Doucras. Let me tell you that you have imposed quotas on
American goods, and unless they are largely removed, I think we are
going to have great difficulty in renewing the Reciprocal Trade Act
next year. s '
- Representative Reuss. So Senator Javits said before you came in,
Senator.

Senator Doveras. I speak as one who has defended reciprocal trade.

Dr. Kamrrz. I understand this program and I agree with you. I
think it is a little different whether you still continue those quotas
and restrictions and you hesitate to get rid of them or you start again,
having followed a liberal policy for quite a number of years. This
would mean a reversal of the American policy and would awaken all
forces of restrictionism. :

Senator Douaras. I expect to support reciprocal trade even though
Europe does not change its policies next year, but I think we will be
in a minority unless restrictions are removed and I do not think the
Europeans have sufficiently realized the gravity of the situation that
we face here. We are in a recession. We have had in these last 2
years an unfavorable balance of payments. - We need to build up our
exports. We find our exports discriminated against, so that we may
move to the restriction-ofp imports; and, very frankly, there will be a
good deal of ethical justification for it because you cannot expect one
country to bear the burden indefinitely.

Dr. Kadarz. T agree with you.

Senator Busu. I would like to observe for the record that I agree
in general with what Senator Douglas said but I would not go so far
as to say that I think that, in the event that Europe did not loosen
up for us, we would not pass that Trade Agreements Act. I think
it would result in other actions which would be more restrictive here,
but I cannot conceive of us giving up the Trade Agreements Act.
Can you?

Senator Dougras. Or we could avoid it by putting on quotas our-
selves. '

Senator Busa. Thisis what it would lead us to.

Senator Doucras. Well, in effect.
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Representative Reuss. However, from the standpoint of liberal
world trade, Senator Bush, I think you would agree that that would
be worse perhaps than not continuing to lower tariffs.

Senator BusH. I do not think either is attractive. I do not know
which is worse, but I would say it would be worse to lose the Trade
Agreements Act. I just cannot conceive of going back to the dark
ages on that program and having this Congress setting trade re-
strictions on every item. I just cannot conceive of it.

Senator Doucras. I think we will have a whole series of quotas.

Senator Busa. I think I agree on that point that it will likely re-
sult in more restrictive action here, but I would not go so far as to
say that it would pull us out of GATT altogether.

Dr. Kamrrz. It is not up to me to ask questions, but may I ask a
question ?

Representative Reuss. Please do.

Dr. Kaaarz. Concerning this point that we were just discussing,

I understand your principal point of view but did you ever investi-
gate the magnitude of the exports of the United States to Europe and
the probable impact of our restrictions on your exports to Europe?
You will see that these exports to Europe are increasing from year
to year so that probably the influence of the remaining European re-
strictions—with which I do not agree myself personally and I hope
we can get rid of them—is not so important as to justify for tEe
United States to go back to restrictive trade practices.

Senator Busa. We are increasing from year to year.

Dr. Kamitz. You are increasing. Your deficit in the balance of

- payments is not due to that kind of discrimination. It is due to
your tremendous foreign investments, and the outflow of capital.

Senator Doucras. They tell me that somewhere between $14 billion

a year and $1 billion a year is involved if the quotas are driven out.
My State of Illinois has been a big coal State. We could lay down
coal in Germany at an appreciably lower price than German coal is
selling for but Germany has a very restrictive quota on coal. I
do not suppose there is much chance that they will eliminate it since
the coal and steel people are the big financial backers of Adenauer
and the Christian Democrats. But the fact that our export market
on coal is shut off is in turn causing the coal industry to demand more
quotas on residual oil from Venezuela and we are being pushed to
restrict imports of oil from Venezuela, which, in my judgment, will
have a very disastrous effect on our relationships with Venezuela
‘which is a touch and go situation anyway. So that these things
ramify and I do not want you to think that I am adopting what we
call a 100 percent American attitude but I do not think that Europe
has always realized the seriousness of the situation and the fact that
we have borne a very heavy burden for a great many years without
too much complaint and it is simply human nature for the coil to
spring after a time.

Representative REuss. Senator Pell, you had a question.

Senator PeLL. One question which has bothered me is the difference
in concept as to what a duty or tariff is. We use it primarily as a de-
vice for the protection of our own industry. In Europe it seems to
me that you use it more as a revenue-raising device or as a means of
preventing the flight of currency out of your country. To be specific,
In your own country, Austria, there is no automobile plant whatso-
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ever. Yet the duty on automobiles is as stiff in your country as it
would be in Sweden or Germany or France where they manufacture
them. What would be the reason behind that?

Dr. Karzarz. I must tell you that in Germany all European coun-
tries use customs and tariffs only out of reasons of trade or for trade
policy. The example which I raise now of the customs on automobiles
I our country has a very real history. We had an automotive industry
before 1938, you see, and these high duties were incorporated in our
customs tariff. This customs tariff was never canceled. During the
Nazi occupation it was eliminated but, after the Nazi occupation,
all these laws which existed before came into power again, you see.
Now we have the queer situation that we have no more production
of motor cars but we have this high tariff, you see, and I myself re-
duced this tariff by 50 percent and I cause(f a terrible rumor within
the workers in trade unions because they said, “There is a silly man.
He is going to give a sort of donation to the rich instead of collecting
this customs and providing the money for-I-don’t-know—pension
schemes” or whatever it is.

Senator Perr. This is the point I am driving at. In essence they
think of the tariff as a means of revenue and not as a protective device.

Dr. Kamrrz. This is a special case of the views and attitudes of
trade unions and Chamber of Workers. _

Senator PeLr. But, pursuing that thought one step further, would
you not be inclined to agree with the view that tariffs are more used
for revenue production 1n Europe than they are here? ‘

Dr. Kamrrz. Perhaps more than here because we have those fiscal
duties like coffee and other things, you see; probably more than in
the United States.

Senator Perr. Then it would always be hard to get the two systems
in balance unless we have the same ultimate objective as to what a
tariff is designed to accomplish.

Dr. Kamrrz. That is absolutely right but it is one objective of in-
ternational discussions and agreements that. you should get rid of all
customs duties, which are only raised out of financial and revenue
purposes. This is an agreement. People are quite aware that you
cannot continue on that line.

Representative Reuss. A moment ago, Dr. Kamitz, you were dis-
cussing what the next year or two might bring to the United States
balance of payments. You pointed out that a stronger economy here
would produce a higher national income and thus larger purchases by
America of imports from abroad which would, to some extent, con-
tribute to the balance of payments problem.

You also said that an inflation in this country would also hurt our
balance of payments. I assume you mean that inflation would price
our exports out of the market and thus further add to our difficulties?

Dr. Kamrrz. That is right.

Representative Reuss. I call your attention to the fact that, al-
though none of us is rejoicing about it, there will be a deficit in our
budget next year and that expenditures on current account will be
greater than income. Do you regard a budgetary deficit unwise for
the United States in its present domestic and balance-of-payments
situations? ' L .

Dr. Kamrrz. I would say not at the present situation in which you
still have unemployment but I think you should be careful when this
so-called level of full employment is reached and to avoid a wage push
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or cost push which provokes a spiral which is always continuing. We
have little chance to avoid it.

Representative Reuss. I am glad that you draw a distinction be-

tween conditions of full employment and those which prevail in the
United States today. - :
. I should like to ask whether I understood you on another point. I
gathered from what you said about the recent reevaluation of the
deutschemark that,-as a central banker, you see certain disadvantages
and indeed dangers in either devaluation or revaluation of currency
rates: ' ' '

Dr. Kamrrz. Thisisexactly my opinion. :

Representative Reuss. Would you tell us why you think this is a
less desirable way of going about adjusting payments balances than
by other methods? . o

Dr. Kamrrz. Well, because T feel that this is nothing else but to
cure the symptoms and how far can you really go to cure symptoms
in such a way? If you remember the development of the thirties,
when all currencies were devalued the final effect was zero. It is, I
think, absolutely clear that, in adjusting the exchange rate to give
new conditions without doing anything else just makes a little stop to
a given development which continues immediately after the new ex-
change rate is fixed in-the same way as it initiated before and lead to
the change of the exchange rate. What you have to do is to eliminate
the reasons for the discrepancy but not the discrepancy itself.

Representative Rruss. Do you think that a shift in an exchange
rate may accentuate the kind of speculative activity which may have
induced the change? That is to say, if a country revalues its currency
by 5 percent, does it occur to speculators that they might have a go at
another 5 percent and thus precipitate additional capital movements?

Dr. Kamrrz. That is indeed advisable. There are unforeseen con-
sequences and I think the consequences of the German revaluation had
one good result that it is agreed, I think, among all European and
central bankers that such a step, whether in one or the other direc-
tion should not be taken. It isso funny that even in Germany the re-
action of the people was just the reverse. I know it from German
bankers. People came to the bankers and said, “Did we deserve that,
that they are going to speculate with our safe money? Shall we take
it out?” So that it was just the contrary of what was intended. They
intended to strengthen themark. . -

People said, “If they go to change exchange rates, now what are
they going to do next week and can we rely on our savings?” This
was the reaction. There is nothing more sensitive than the exchange
rate of a currency. ' o

As long as you have flexible exchange rates we will adjust ourselves
to flexibility. ’

- Senator DoueLas. That is just the point. If we have exchange rates
determined by the market impersonally, governments are not held
responsible, for there is then an automatic adjustment more or less
of exports and imports and balances. Have you not discarded the
idea of flexible exchange rates too quickly ?

Dr. Kamrrz. No. T think if you have flexible exchange rates it is
up to all the people concerned to look at the development and to take
‘into account that for a country having a severe balance-of-payments
deficit, it would take a long time to cure this situation by the adverse
development of its exchange rates, but people know that there is
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flexibility, and they cannot escape losses if, for example, they try to
sell and buy foreign exchange at a certain date. But there is no such
chance at fixed exchange rates, and it is a different thing to judge
whether a government is going to change an exchange rate today or
tomorrow. Who tells the people what the Government is going to
do? What are the reasons for such an action? You see? The un-
certainty that the new situation is provoked by the decision of some-
body is what shocks people and if such a step 1s taken, of course they
say, “Well, when will the next step be taken #”

Senator Doucras. If you will forgive me, I think everything you
have said now is an argument for flexible exchange rates so that the
decisions will not be made by the governments.

Dr. Kamrrz. I think I did not make myself clear.

If the exchange rate is up to a decision by the Government, so peo-
ple look at it as a decision of the Government, they have no influence
and they cannot help themselves.

Senator Doucras. I see,

Dr. Kamrrz. But this is different with a flexible exchange system,
when the Government has no decision on the exchange rate, because
it is self-determinating. If there is a big demand the exchange rate
goes up. If there is a big offer it goes down. Everybody knows he
has to adjust to the situation, but there is no government interference;
but, if there is no such adjustment and there is a government inter-
ference, you cannot judge when. That is the idea.

“Senator Doucras. But, my good friend, I do not want to prolong the
point but I think when you read the statement over in cold print you
will see that you have made a very eloquent argument for flexible
exchange rates so that people will not go by the gggenunent but by
the fluctuations in rates.

Dr. Kamrrz. I think the flexible exchange rate is a very good thing
but at the present moment, under the reasons which I pointed out
before, I cannot imagine that we have a chance to come to flexible
exchange rates.

Representative Reuss. Senator Bush?

Senator Busa. I have no questions.

Representative Reuss. Senator Pell?

Senator Prrr. I have no questions.

Representative Reuss. Senator Douglas?

Senator Dougras. No, thank you.

Representative Reuss. We are extremely grateful to you, Dr. Ka-
mitz, for giving us an hour and a half of your time. We wish you
were staying longer in this country so that the committee might have
Iunch or dinner with you and a chance to continue our inferesting
discussion.

We are going to send the transcript of this hearing to Mr. Plan at
the Embassy tomorrow. We would hope that, either before you go or
as soon as possible, you will be able to send it back to us with such
corrections as you have.

I know that this has been a most useful discussion. It will help us
in our deliberations and we all look forward to seeing you again.

Dr. Kamrrz. Thank you.

Representative Reuss. Thank you so much.

(Whereupon, at 5 :30 p.m., the subcommittee recessed, subject to the
call of the Chair.) . »
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The joint committee met, pursuant to notice, at 10 a.m., in the Old
Supreme Court Chamber, room P-63, U.S. Capitol, Hon. Henry S.
Reuss (chairman of the subcommittee) presiding.

Present: Representative Reuss; Senators Douglas, Pell, and Bush.

Also present: John W. Lehman, deputy executive director and
clerk; and Emile Despres, William Salant, and Lorie Tarshis, con-
sultants.

Representative Reuss. Good morning.

The Subcommittee on International Exchange and Payments of the
Joint Economic Committee will come to order.

These hearings are being conducted as part of the subcommittee’s
comprehensive study of imbalances in international payments, meas-
ures to correct them, proposals for safeguarding the dollar, and for

improving present international monetary mechanisms.

We are honored to have with us as the first witness the Honorable
Douglas Dillon, Secretary of the Treasury.

Welcome, Mr. Secretary.

Please proceed in your own way.

STATEMENT OF DOUGLAS DILLON, SECRETARY OF THE TREASURY

Secretary DrLron. Mr. Chairman, I appreciate this opportunity to
appear before you this morning to discuss recent developments in the
international payments structure. The committee’s review of these
developments and its study of possible ways to improve present inter-
national monetary mechanisms is both timely and welcome.

The problems stemming from persistent imbalances in the inter-
national economy are, of course, not new—they have been with us in
one form or another throughout much of the postwar period. While
the so-called dollar shortage of earlier years was recognized as a source
of international instability, and policies were adopted by the United
States specifically to deal with this problem, its effects were felt more
directly by the rest of the world than they were by us. What is new
is that the constraints imposed by our own recent balance-of-payments
deficits—most conspicuously evidenced in the decline of the U.S. gold
stock—have become a matter of direct public concern in this country.
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Problems in the world’s financial markets cannot be divorced from
the underlying economic conditions and trade patterns of the world’s
major countries. Therefore, although the committee has indicated its
desire to focus on the financial side of the international payments struc-
ture during the current hearings, I should like to begin by highlight-
ing recent developments in this country’s balance of payments with
the rest of the world, relating these developments to the pressures that
have arisen in the exchange markets. Against this background, I
should then like to comment on the exchange market pressures them-
silves and some of the specific steps that have been taken to deal with
them.

THE U.S. BALANCE OF PAYMENTS 1960-61

The problems which gave rise to the rapid gold outflow during the
second half of 1960 had their roots in the unprecedentedly large bal-
ance-of-payments deficits incurred by the United States in both 1958
and 1959. ~In analyzing these deficits, we need to distinguish between
what may be called the basic components of our payments accounts,
and the short-term capital flows which, as we have seen, can have such
an important impact on our overall position at any given time. It
was partly to point up this distinction that I made arrangements sev-
eral months ago to set up a special interdepartmental Committee on
Balance of Payments Information to study possible ways of rearrang-
ing our international accounts to make them analytically more useful.
" I thought that your committee might be interested in one form of
presentation that we have adapted for our use in the Treasury, on the
basis of the interdepartmental committee’s work thus far.

If you will look at line 15 of table I, you will see that our basic
deficit was very large in 1958, and increased still further in 1959.
Last year, however, there was substantial improvement in the basic
balance as exports picked up sharply and imports actually declined
somewhat. In the first quarter of this year, moreover, exports re-
mained at high levels while imports continued to fall slightly, with
the result that we actually achieved a small surplus on these basic
items.

While there are some indications that the recent improvement in
our merchandise accounts reflects a strengthened U.S. competitive
position—for example, in the displacement of foreign automobile im-

orts by domestically produced compact models—we cannot overlook
the fact that much of the change was due to the conjunction of high
levels of economic activity in other advanced countries with a reces-
sion in the United States. Therefore, since the progress of recovery
in the United States will undoubtedly bring some increase in our im-

orts, we must expect somewhat less favorable results during the sec-
ond half of the year. Furthermore, even if we should achieve a basic
balance this year, there is no assurance that this balance can be main-
tained in 1962. Certainly we cannot afford to depend on the recent
combination of circumstances—boom conditions in Europe and Japan
side by side with recession in the United States—which make for the
widest possible trade surplus. It is essential, therefore, that we push
forward with the President’s balance-of-payments program in order
to assure our ability to maintain balance in our international accounts
over the long run.
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We must, of course, be concerned not only with policies that will
strengthen our basic balance, but, also, with the development of meas-
ures to cope with international short-term capital flows. While we
must expect some transfers of funds between countries in response
to differing commercial incentives, there is no economic justification
for—and potentially much harm from—movements that begin to feed
on themselves for speculative reasons. As you know, the considerable
improvement in our basic balance during 1960 was offset almost com- .
pletely by outflows of short-term funds. Line 16 of the first table
shows the rise of more than a billion dollars in this outflow last year.
An additional strain was placed on our overall balance by the shift
in unrecorded transactions (line 17) from a substantial inflow in
1959 to an outflow of more than half a billion dollars in 1960. These
unrecorded transactions represent largely private transactions and
much of last year’s shift is clearly associated with the speculative
atmosphere that developed last fall.

While short-term capital movements are more difficult to analyze
than changes in the basic components of our international accounts,
it seems likely that much of the outflow, initially at least, was attribut-
able to widening differentials in interest rates and credit availabilities
between this country and other financial centers. Not only was there
a substantial incentive to transfer funds to foreign money market
instruments such as Treasury bills and bankers’ acceptances, but the
differential in bank lending rates also caused business borrowers to
shift their source of financing from other countries to U.S. banks.
At the same time, the unfavorable short-run prospects for capital
appreciation in this country caused foreigners to contract their in-
vestments in the stock market, and enhanced the attractiveness to U.S.
firms of direct investments abroad.

As the summer months progressed, and the earlier improvement in
the trade balance was increasingly offset by these capital outflows,
rumors began to appear in the exchange markets that even the dollar
itself could not withstand continued deficits of the magnitude that
had been experienced in the 3 preceding years. As a result, there
was some liquidation of dollar Eoldings to avoid any risk from de-
valuation, with the result that speculative withdrawals of funds were
added to the outflows already taking place in response to business
Incentives.

The wide differentials in money market rates which helped to
activate the sizable movements of short-term funds in 1960 have, for
the most part, been considerably narrowed this year. Even more im-
portant, the President’s unequivocal statements of our determination
to maintain the present gold value of the dollar, together with his
program for dealing with balance-of-payments deficits, have fully re-
stored confidence in the dollar, and thus eliminated a source of heavy
pressure on our reserves. This changed atmosphere was reflected in
the sharp swing in unrecorded transactions from a large negative
figure in the latter part of last year to a small plus figure during the
- first quarter. On the other hand, foreign business firms, particularly
in Japan and Germany, continued to borrow heavily from U.S. banks
with the result that recorded outflows of short-term capital continued
at roughly the same rate as the second half of last year during the first
3 months of 1961, that is, close to $2 billion a year on a seasonally ad-
justed basis. Therefore, even though there has been a significant im-
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provement from the latter part of 1960, we must still keep an eye on
short-term rates in this country so as not to encourage a resumption
of sizable money market investments abroad.

Before going on to discuss some of the steps that have been taken
to deal both with the basic balance-of-payments problem and the un-
settling effects of short-term capital movements, I think it would be
useful to summarize the geographical distribution of gold and dollar
- gains during the past 3 years. Ina very rough way, these gains reflect,
and, indeed, are the counterpart of, U.S. deficits. Table II at the
back of my statement emphasizes the well-known fact that by far the
largest part of excess U.S. expenditures abroad has ended up—di-
rectly or indirectly—in the gold and dollar holdings of continental
Western European countries. Japan, too, has accumulated sizable
balances during this period, though the increase in official reserves
seems to have come to a halt recently. The large increase in the gold
and dollar holdings of the sterling area during 1960 was more than
accounted for by short-term capital inflows into the United Kingdom,
and there has been some reverse flow in the last few months.

The point I wish to emphasize is that international imbalances are
two sided. The obligation to take effective action to bring about
equilibrium in international accounts falls as heavily on surplus coun-
tries as it does on those incurring a deficit. The United States recog-
nized this obligation and acted Eecisively during the earlier postwar
perod to alleviate the dollar shortage. Now that circumstances have
changed, others must, follow this example.

At the same time, we ourselves have embarked on a broad program
aimed at achieving a sustainable balance in our international payments
within the next 2 years. The general outline of the proposed meas-
ures was described in the President’s message to Congress of Feb-
ruary 6, and I do not believe it is necessary to reexamine the whole
program in detail at this time. I would, however, like to offer a few
general observations.

First of all, these measures have been designed to avoid damage to
our national security and to be consistent with our international obli-
gations. For this reason, we have not proposed curtailment of our
overall military or economic assistance programs. We have, however,
carefully reviewed these programs and taken action to reduce their
foreign exchange costs as much as possible. Both our military and
our economic assistance programs are now being administered so as
to place primary emphasis on procurement of U.S. goods and services.
In fact, we estimate that more than $2 billion of U.S. Government
economic grants and credits were spent internally even in 1960.

The administration’s balance-of-payments measures were also de-
signed to conform to this country’s liberal commercial policy. We
have ruled out the imposition of either trade or foreign exchange
controls because such controls would, of course, be self-defeating,
particularly for a country of our relative importance in international
transactions. We have advocated the removal of special tax incen-
tives to direct investment in developed countries overseas. It would
clearly be to our own long-run disadvantage, as well as contrary to
our principles, to impose general restraints on foreign investment.
Similarly, in the area of trade, our efforts have been aimed at inducing
other countries and trading groups to eliminate discriminatory quotas
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and reduce tariffs on dollar exports, rather than imposing restric-
tions ourselves. . )

While the United States will continue to seek a solution to its
balance-of-payments problem along lines that are consistent with
its international obligations and policies, I cannot emphasize too
strongly that the task will be exceedingly difficult without the fullest
cooperation of the surplus countries. A continued accumulation of
reserves, year after year, cannot avoid straining the international
financial system. Industrialized countries must work together closely
to eliminate the basic imbalances that have developed during the past
few years. .

At the same time, it is also important that we continue our efforts
to strengthen the international financial framework itself so that
the danger from speculative capital movements generated by these
imbalances may be minimized. I should like to turn now to some of
the steps that have already been taken, both unilaterally and in co-
operation with authorities abroad, to this end.

STRENGTHENING THE INTERNATIONAL FINANCIAL SYSTEM

The problems that arose from the outflow of short-term funds dur-
ing the second half of 1960, not only for the United States but also for
the recipients of these funds, grew out of the conditions that have
developed since the return to convertibility by most of the world’s im-
portant currencies at the end of 1958. It quickly became clear that
these new problems required new measures to deal with them.

One of the most widely discussed experiments undertaken in this
country involved the attempt to influence the structure of domestic
interest rates through new techniques in the implementation of mone-
tary and debt management policies. For several months now, the
authorities have sought to achieve the seemingly contradictory goals
of holding up short-term rates while enlarging the flow of funds
into all forms of domestic investment in ortﬁar to spur domestic re-
covery. On the whole, this venture has been gratifyingly successful
thus far, both in limiting the interest incentive to transfer short- .
term funds abroad and in maintaining credit ease and encouraging
monetary expansion at home.

In part, this has been made possible by the cooperation of other
countries in an effort to reduce the volatility of short-term flows.
This was most clearly seen in the measures taken by various European
monetary authorities to reduce the attractiveness of their money mar-
ket instruments to foreigners. In both Germany and Switzerland,
for example, the authorities took administrative action to discourage
foreign investments in their respective money markets by barring the
payment of interest on such investments, and in certaln cases even
imposing a penalty on foreign balances. Similarly, in Germany
short-term interest rates were reduced specifically with a view to the
foreign effect. As a result, the differential between short-term rates
here and abroad—particularly after allowing for forward exchange
cover—has narrowed, and thus reduced considerably the interest ad-
vantiﬁe of shifting funds abroad.

Al ough these measures were most helpful in alleviating the imme-
diate problem posed by interest differentials, it was generally agreed
that there was a need for continuing contact and discussion of inter-
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national financial problems in order that steps might be taken before a
otentially unstable situation got out of hand. The Federal Reserve,
th on its own behalf and as fiscal agent of the Treasury, has been
keeping in closer touch with monetary authorities in Europe. At the
same time, the U.S. Government has taken the initiative in developing
a framework for close consultation with European authorities through
the Organization for European Economic Cooperation-Organization
for Economic Cooperation and Development. .

A new working party on monetary and fiscal policies has been
established as a subcommittee of the Kconomic Policy Committee of
OEEC. It is meeting at 4- to 6-week intervals in Paris, where a small
group of responsible officials can discuss questions of mutual interest
and concern, and gain a practical grasp of the flexibility which exists
in national policies to help discourage excessive or disequilibrating
movements of liquid funds. These officials well realize that inter-
national financial considerations are only one of many objectives that
must be taken into account in the overall financial policy of a nation.
Yet it is through the lessons learned last year and through consulta-
tions of this kind that progress has been made toward a better coor-
dinated and more stable pattern of international interest rate relation-
ships than was the case last year. These OECD meetings also afford
an opportunity to keep the basic balance of payments situation under
scrutiny, and the confrontation serves to keep both the surplus and
deficit countries aware of their responsibilities to correct their posi-
tions. At the same time, the International Monetary Fund is begin-
ning regular consultations with convertible-currency countries, thus
broadening the scope of these useful periodic reviews which previously
had been largely confined to countries maintaining exchange restric-
tions.

The need to strengthen the international financial system and im-
prove international financial cooperation was again dramatized re-
cently by the speculative movements of capital that developed follow-
ing the revaluations of the German mark and the Dutch guilder in
early March. The methods employed on that occasion to_contain
these movements and prevent them from forcing either an undesirable
and unnecessary change in exchange rates, or a reversion to the con-
trols removed only after such painstaking struggle through the post-
war years, were impressive. Even though no question concerning the
standing of the dollar was directly involved in this latest speculative
flurry, the techniques developed, and the lessons learned through the
close day-by-day contact which we have maintained with various
European monetary authorities during this period, will have lasting
value to the United States. .

I believe you will have an opportunity to explore this subject fur-
ther tomorrow with the representatives of the Federal Reserve Bank
of New York, whose operational contacts have been utilized on behalf
of the Treasury as our fiscal agent as these new procedures were being
developed. The particular techniques used are not as important, how-
ever, as the fact that ways were found to offset speculative capital
flows of very large magnitude. What stands out, against the back-
ground of uneasiness prevailing last autumn, is that the speculative
flows which began in March at the time of the revaluations of the
mark and guilder did not precipitate any resumption of gold pur-
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chases by foreigners. Our Treasury gold stock has actually increased
by more than $100 million since the revaluations.

We have, meanwhile, initiated a number of measures designed to
diminish the likelihood that speculation against the dollar might re-
cur. Our decision to undertake limited operations in forward ex-
change markets represents one step in this direction.

The impact of the currency speculation during March did not con-
fine itself to the markets for spot exchange. In the case of the Ger-
man mark, for example, the premium on the forward mark rose to
very high levels immediately following the revaluation. Had this
premium been allowed to rise unchecked, it might well have aggra-
vated the speculative conditions Eerevailing in the market. However,
arrangements were worked out between the United States and Ger-
many whereby a stabilizing influence could be exerted on the market.
It is our intention to conduct similar operations in other major cur-
rencies whenever such action a,]ipea,rs appropriate and useful. I
might point out that, although the recent official operations in the
forward exchange market have been directed primarily at suppressing
potential speculation on currency revaluations, essentially the same
techniques can be used to exert an influence, upward or downward, on
the. covered interest incentive to move short-term investment funds
from one market to another. ‘

Aside from these operations in the forward market, the Treasury,
through the facilities of the Federal Reserve System, and in coopera-
tion with authorities abroad, has begun to acquire modest holdings of
foreign exchange which could be sold in the spot market should the
dollar again come under pressure. You will recall, for example, that
we requested GGermany to make some marks available to us temporarily
at the time they agreed to prepay $587 million of their official debt to
the United States. The Treasury has also taken advantage of op-
portunities to acquire certain other convertible currencies in relatively
small amounts during recent months.. Whereas other countries have
long been in a position to even out short-term influences on their cur-
rencies through sales or purchases of dollars, the United States, be-
cause it held no convertible currencies, had no similar option. Our
decision to acquire small balances of foreign currencies is designed to
eliminate or reduce this disparity. Henceforth, in order to indicate
clearly the increased strength and flexibility of our position, we expect
to include holdings of convertible foreign exchange as well as gold in
the reports of our monetary assets.

While it is too soon to judge the possibilities for lasting effectiveness
of these actions in dealing with disturbances in the exchange markets,
we have been highly pleased with the results of our operations thus
far. Another implhcation of the experiences in Europe during March
is that inter-central-bank credits can play an important role in offset-
ting the destabilizing effects of speculative capital flows. I believe
the various participants would agree, however, that inter-central-bank
credits must supplement rather than replace the facilities provided by
the International Monetary Fund. In fact, there would seem to be
considerable logic in an arrangement whereby central-bank credits
might in some part be repaid or refinanced through drawings on the
fund whenever the capital flows that had initially given rise to the
interbank credits did not reverse themselves quickly enough to permit
repayment by this means.
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I should point out, however, that the Fund at the moment holds
only moderate amounts of continental European and Japanese cur-
rencies, so that drawings of these currencies by the United States,
should such action ever seem desirable, would in practice be restricted.
For this reason among others, the United States is participating in
esploratory discussions which we hope will lead to an agreement
among the industrial countries to provide standby credits to supple-
ment the Fund’s resources of needed currencies. Many technical ques-
tions remain to be explored in this approach, but there seems to be
increasing agreement on the need for standby facilities of this sort
to deal with short-term capital flows.

I believe it would be premature at this time to go into detail on
the technical aspects of any change that might be made in the opera-
tions or resources of the International Monetary Fund. However,
I think it is fair to say that our efforts at the moment are directed
toward strenghtening the existing international framework, and im-
proving the institutional arrangements for making more effective use
of present world reserves.

There has been considerable public discussion, as you know, of
proposals for fundamental changes in the international finance system.
These proposals arise out of concern that over the longer run, injec-

" tions of international reserves may be needed to finance a growing
volume of trade and financial transactions. Whether there in fact
is likely to be a shortage of aggregate world liquidity some time in
the future, and specifically whether any such shortage will need to
be corrected by creating an international currency to replace dollars
(and sterling) as official reserves, are controversial questions on which
there is as yet no agreement among economists. Therefore, although
these questlons need to be included in our continuing study and con-
sideration of long-range monetary problems, they seem very unlikely
to be matters of practical policy at the present time. Today our prob-
lem is the correction of imbalances, and the handling of excessive
shifts of liquid funds, rather than a shortage of overall liquidity.
Tndeed, in several countries the problem is to direct some of the excess
liquidity into longer term finance through long-term capital exports.
New reserves injected into the present payments situation would
simply move to the centers which already have excess reserves.

In the final analysis, there is no substitute for balance-of-payments
discipline in this, or any, economy—a discipline that reaches through
our productivity performance, our price and wage performance, our
governmental budgetary position, and our monetary and credit poli-
cies. Neither the force nor the form of this discipline is materially
different for a reserve-currency country than for any other. But
because of its position as the principal key-currency country, the
United States does have a special position of prominence. The way
in which it acts to maintain the conditions for balance-of-payments
equilibrium sets the pace for many other countries of the Western
alliance, all of whom use our currency in carrying on their trade, and
in supporting their own monetary reserves. In that sense, the present
role of New York, and thus of the United States, as the financial center
for the world, carries great responsibilities and great opportunities.
The further shaping of that role will clearly benefit from periodic
review of the kind that Congress is initiating with the meetings be-
ginning here today.
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(Tables I and IT referred to are, as follows:)
TasLE I.—U.8. balance of payments, 1958-60

[Billions of dollars]
1st quar-
ter 1961
1958 1959t 1960 (season-
. ally ad-
justed)
BASIC COMPONENTS
1, U.S. payments, total 27.4 29.7 30.1 7.2
2. Merchandise imports. 13.0 15.3 14.7 3.4
3. Nonmilitary services___ 4.7 5.1 5.8 1.4
4. Military expenditures abroad 3.4 3.1 3.0 .8
5. 1.8, direct and portfolio investment abroad. . ... _....._.__ 2.5 2.3 2.5 .5
6. U.8. Government grants and credits (£ross) - .- coceceeeae 3.1 3.0 3.4 1.0
7. Pensions and remittances. 7 .8 .8 .2
8. U.8. receipts, total. 23.9 25.3 28.2 7.3
9. Merchandise exports. 16.3 16.3 10.4 5.0
Nonmilitary services:
10. Income on investments 2.9 3.0 3.2 .9
11, Other_ . 3.8 4.1 4.4 1.1
12, Military sales. .3 .3 .3 .1
13. Foreign direct and portfolio investment in United States. .. @ .6 3 .1
14. Repayments to U.S. Government. 5 1.1 6 .1
15, Basic balance, deficit (—) -3.6 —4,3 —-1.9 +.2
OTHER COMPONENTS
16. U.S.private short-term assets abroad increase (—) -.3 -1 -1.3 -5
17, Unrecorded inflow (+) or outflow (—) +.4 4.5 —.6 +.1
18. Overall balance, deficit (—). -3.5 -3.9 —3.8 -.3
1 Excludes U.S. subscription of $1,400,000,000 to IMF.
2 Less than $50,000,000.
Nore.—Ezxcludes military grant transactions. Details may not add to totals due to rounding.
TasLE I1.—Net changes in gold and dollar holdings
[Official and private; millions of dollars]
1958 1959 1960
Total, foreign countries. 43,927 +3,112 -+3,120
Latin America. . —268 —228 —335
Canada .. +207 +208 -+99
United Kingdom and sterling area. +878 +2 +939
Continental Western Europe.. +2,876 +2, 352 +1, 008
Other foreign countries. -. -4-234 +778 +509
Japan (+-379) §+471) (+602)
Others.. ; (—145) +307) (—93)
International institutions 1 +451 42,854 +1,053

1 Beginning with 1959, includes changes in dollar holdings of international shipping companies operating
under the flags of Liberia, Panama, Honduras, and the Bahamas.

Secretary DmioN. Thank you, Mr. Chairman.

Representative REuss. Thank you, Mr. Secretary.

There was a story in the New York Times of Saturday, June 17,
about the annual report of the Board of Management of the Euro-
pean Monetary Agreement, a subsidiary of the OEEC, which
stated that our U.S. international basic Ea.yments deficit last year
was only $860 million. This figure is substantially lower than the
estimates previously made of the 1960 basic deficit. I wonder if you
would care to comment on that report.

71496—61——38
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Secretary Diuron. Yes, Mr. Chairman; I would be glad to comment
on that report.

The figure in that report is erroneous. Unfortunately, the report
was made without checking with the United States and without check-
ing the figures that went to make it up. There are a number of minor
errors scattered throughout the report.

But there is one major error, and there is one difference of approach.

. While in our figures we have included the Ford transaction last
year, which amounted to just under $400 million, $370 million, as
part of our basic balance, being a direct investment abroad, that was
left out of account in the EMA report because they apparently fig-
ured that this was a one-term affair that would not repeat itself.

We do not necessarily feel that that is true, and we feel it is proper
to include it.

{f you add the $370 million to their figure, you get a total of $1,230
million.

Then for some reason, in transcribing the figures for this EMA
report, they apparently either excluded from the total U.S. payments
on account of pensions and remittances—these average about three-
quarters of a billion dollars a year, and last year were in our account
for $800 million—or they lumped these, along with an estimate of
unrecorded receipts, into the category of “services.” .

If the above items had been handled as we are handling them, the
EMA figures would total $1.7 billion as compared with the basic
deficit figure of $1.9 billion in table I. The discrepancy between these
two figiures is made up of a number of minor differences, some of which
were caused by the fact they used earlier figures which have since
been revised by ourselves.

Representative Reuss. Turning now to what you have told us about
measures currently being taken to handle more effectively excessive
shifts of liquid funds, I would like to ask you a number of questions.

You say, for example: '

The United States is participating in exploratory discussions which we hope
will lead to an agreement among the industrial countries to provide standby
credits to supplement the Fund’s resources of needed currencies.

I am delighted to hear that. Is it your objective, through some
institutional arrangement, to alleviate pressures on the dollar, such as
those which resulted from excessive hot money movements last autumn,
and thereby to eliminate the risk of similar situations in the future?

That is what you are after, is it not?

Secretary DmLron. That is correct, although, as I pointed out, I
think, in my statement, holdings of the International Monetary Fund
are pretty adequate in dollars to meet the needs particularly of less-
developed countries which seem to have been making a greater use of
the Fund recently. However, the holdings of dollars and sterling
might not be—certainly dollars might not be—as effective in the case
of a United Kingdom need as they would be for the less-developed
countries because of the fact that the United Kingdom might have
a much larger need, and if the dollar at that same time was under
pressure, as was the case last fall, well, it would not be very useful
to increase that préssure by utilizing dollars.

So, therefore, we have to look also at the resources of the Fund in
other currencies. ,
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The same would apply if the United States, as you pointed out,
needed to make a drawing on its own account.

Now, the resources of the Fund in the currencies of other Western
European countries and Japan, which are presently the large surplus
countries of the world, creating surpluses every year, only amount to
a total of about $2.5 billion. And we do not feel that this is adequate,
and it is generally not felt that it is adequate. : '

Therefore, we are attempting to work out some method whereby

those countries who are continually running surpluses would be asked,
if the need should arise, to lend some of their own currencies to the
Monetary Fund, and the Monetary Fund could then transfer them to
the countries that required them as a result of temporary deficits,
which would have been the -case if the United States had required
something last fall, or if the British should require a drawing this
year. ‘
Representative REuss. When you say, Mr. Secretary, that the sur-
plus countries should be required to lend their currencies to the
Fund, for temporary use by deficit countries, you are saying, are you
not, that an arrangement should be worked out whereby surplus coun-
tries will refrain from demanding as much gold as they theoretically
have a right to do, the right to demand 100 percent gold?

Secretary Drron. Well, it would have that effect. It would also
have the effect of mitigating or easing their building up of foreign
exchange resources, because as they were building up the surplus, they
would offset the effects of this surplus by lending their own currencies
back to the Fund.

- I think we ought to be careful about tlhe use of the word “require.”
I do not think there ought to be a strict requirement here, except in
the case in which the rules have been very carefully worked out, so
that no country would feel that they were required to make an advance
or loan to the Fund when they were not in surplus, or when the
situation had changed.

It might even be necessary to have such advances made in consulta-
tion with the country who will make the advance. That is one of the
details that is the subject of study now in the Monetary Fund.

This basic idea was first suggested in rather practical form, concrete
form, by the Director, the head of the International Monetary Fund,
Mr. Jacobsson, last winter. And since that time the various members
of the Fund have been studying it and working on it.

Representative Reuss. I would like your comments, later, on the con-
siderations on which any new institution must be based. But I would
like to yield now to Senator Bush. '

‘Senator Bush ? .

Senator Busa. Mr. Secretary, our own budget here in this country
ought to have some important bearing on this whole problem of the
balance of payments, and especially a psychological effect upon it.

Would you tell us what your most recent estimate is respecting the
budget deficit for 1962?

Secretary DmLron. Our most recent estimate for a budget deficit for
fiscal year 1962 is $3,700 million.
~Senator Busa. $3,700 million?

Secretary DirroN. That isright.
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Senator Busa. And that does not include the trust fund ; that is the
Administrative budget?

Secretary DrLron. That is the Administrative budget.

Senator Busa. Have you any idea about what the trust fund budget
might add to that?

ecretary DmLron. It is possible that there will be a moderate deficit
in the trust fund next year.

Senator BusH. I have no further questions at the present time, Mr.
Chairman.

Representative Reuss. Senator Douglas?

Senator Doucras. Mr. Secretary, I have been trying unsuccessfully
to get a list of the quotas imposed by the Western European countries
and Great Britain on the American imports.

I wondered if you would be willing to tell us about the quantitative
restriction of American imports practiced by Great Britain, France,
West Germany and Italy.

Secretary Drrron. I think, Senator, that probably Mr. Ball from
the State Department would have a more up-to-date list than I have.
But, generally, as of now, quantitative restrictions on practicall
everything except agricultural products have ceased to exist in all

these countries.

Senator Doucras. In all those countries?

Secretary DiuLon. In all those four. The last country to move in
that direction is Italy. I do not know whether their action has actu-
ally been taken as of this date, but we have been informed of it. It is
a matter of public knowledge, and it will take place this year.

Senator Douvcras. And has West Germany abandoned its quota up-
on the importation of coal?

Secretary DmroN. I should have added coal to agricultural exports.
Coal is a specific commodity which the countries of Europe have in
excess, and they have felt that for protection to themselves they had
to put on some restrictions.

s you know, we have been continually negotiating with them to
achieve maximum import quotas for continued imports of U.S. coal
into Europe, and we have been only moderately successful in that,
a}i@hough the quotas are larger than they would have been without our
efforts.

Senator Doucras. I would like to stress the importance of this
restriction by West Germany, if I may.

I am informed by coal operators in Illinois that we can lay coal
down at the German steel mills, at a price appreciably below the
German price, and they believe that something like 40 million tons of
American coal could be sold in this manner.

Now, with this market denied, the American coal industry is de-
manding the imposition of quotas upon the importation of residual
fuel oil from Venezuela, which, if it goes into effect, I think, will have
very unfortunate consequences upon our relationship with Latin
America and our relationship with Venezuela in particular.

Yet, this demand will continue and will be very strong, and may well
be voted by the Congress next year. And I think our German friends
should realize that their policy is creating tremendous difficulties for
the United States, the free world, and for the program of free trade
which, presumably, they say they believe in.
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Secretary Dmiox. Yes; they do. We have been making this very
clear to them.

I think it is a very real and difficult problem for them. Fortunately,
with the healthy state of their economy, they have been able to make
considerable progress. They have recently closed down a number of
their more inefficient coal mines, and that led to unemployment in the
coal mines. But it has been possible for them to absorb this unem-
ployment in other activities.

- And they have a program over the next few years to close a substan-
tial number of inefficient mines, thereby reducing their own coal
production.

This is a very delicate internal political problem for the Germans
which runs directly in conflict with their basic foreign trade policy.
It is somewhat similar to the problems of agriculture, which had
similar difficulties on a worldwide basis.

Senator Doucras. Is it true that there is a private agreement be-
tween Great Britain and the Hong Kong industrialists that the export
of Hong Kong textile and cléliiing products to Great Britain is
severely limited ¢

Secretary Dmron. That is true. Whether the adjective “severely”
is appropriate or not, I don’t know, because the limitation was set
above the level of previous trade.

- But there has been a limitation there for some 3 years, and we have
beefn.unable to get any limitation ourselves, which we have felt is
unfair.

We have made substantial efforts in that direction. And I think
there is a good chance that this is about to be, at long last, crowned
with some success.

Mr. Ball has been conducting these negotiations himself, traveling
to Europe, and there are going to be some meetings held here later this
month on textile problems which will include this subject. And I
think he has a sort of general oral agreement that the Hong Kong
Government will, or the Hong Kong industry and government work-
ing together will try to work out some sort of limitation on their
ex%orts lto the United States. But I am sure he can tell you about that
in detail.

Senator Doucras. I notice criticism in the British press as to the
possibility of the United States imposing a quota on the importation
of goods from Hong Kong. Does not this criticism seem somewhat
inconsistent from your point of view when they have a quota system
themselves, even though private in nature ¢

Secretary DrLon. 1 have not seen those particular comments, but it
would certainly be entirely inconsistent with their own situation.

Senator Doucras. One final question. »

You mentioned the alteration of tax policy. As you know, there is
a 14 percent reduction in the corporate tax on American corporations
doing business in the Western Hemisphere. Do you think the removal
of this 14-percent tax benefit on American companies doing business
in Canada would be wise? The Canadians believe that too much
American capital has been flowing into Canada. Would not this be a
chance of increasing our revenues and promoting international good
will by removing t%e differential advantages which American com-
panies now have if they invest in Canada rather than at home?
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Secretary Druron. I agree that there is no reason to promote invest-
ment in Canada at this point, because you are quite right, there has
been a general sort of feeling in Canada that the flow of investment
is excessive. '

The only disagreement in Canada is the intensity with which those
feelings are held by some and by others. —

-Senator Doueras. This is a good chance to save money and: pro-
mote international good will; is that not correct ? : i

Secretary DiLoN. The Canadian Government itself has also taken
some actions to restrict the inflow. -

Senator Doucras. Is this in your tax program, Mr. Secretary?

Secretary Druron. That particular item is not in the present pro-
gram. - :

Senator Doueras. I suggest it might well be included.

Secretary DrLron. I see your point. We do have the question of
the tax deferral; Canada is included with the other developed coun-
tries to which our proposed elimination of tax deferral on foreign

v s}?bsidies will apply, so we do have the Canadian situation covered
there.

Senator Doucras. Thank you. ‘ :

Representative Reuss. I would like to return to the problem of West

erman import quotas, raised by Senator Douglas.

You state that Germany now 1mposes quotas on imports of Ameri-
can coal. Itisalso true, is it not, that Germany has a considerable ap-
paratus of quotas on American agricultural products, particularly
grains, which we would like to sell there? '

Secretary Dmron. Yes.

I specifically mentioned agricultural products as the one area where
there are controls still pretty generally all over Europe.

Now, the most important areas in volume and dollar volume for us
inhthis field' are, of course, various'kinds of grain, but particularly
wheat.

And we and the Canadians are working vary hard with members
of the Common Market at Geneva to try and obtain a better break
on this than we have had in the past. '

Again, I would think that probably Secretary Ball would be more
up to date on the details of those negotiations than I would.

Representative Reuss. I wanted to restate these facts concerning
German commercial trade policy before going on to a corollary de-
velopment, also hurtful to our efforts. .

It is true, is it not, that the imposition of the Common Market
external tariff means in practical effect that German tariffs on a great
range of our industrial products are, in effect, being increased ?

Secretary Druron. That wili be the case as the common tariff comes
into effect, because, as you know, that is based on an arithmetical
average between the tarfls of the various member countries.

Now, they are shooting at a reduction from the arithmetical aver-
age of 20 percent. Since Germany was on the low side, her tariffs will
be increased even taking into account the 20 percent reduction from
the arithmetical average, because, as a practical matter, Germany had
reduced her tariffs unilaterally 25 percent below the level at which
they existed at the time the Common Market tariff was negotiated.
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Representative Reuss. It is unhappily true, is it not, that the 1957
German tariff reduction of 25 percent will, in effect, be wiped out with
the imposition of the Common Market external tariff ?

Secretary Diuron. I would say that is one of the few unfortunate
things regarding the Common Market common tariff, because that
reduction was a temporary and unilateral reduction a,n_d not built into
the German tariff rates; therefore, it was not taken into account in
figuring out the common tariff, and so it has been, as you say, lost.

Representative Reuss. I would like now to return to questions more
particularly in your domain. West Germany, as you well know,
revalued its currency upward by 5 percent in March of this year.

Would it not have been vastly better for this country had West
Germany chosen to adjust to her surplus position by increasing coal
import quotas so that more American coal could come in, increasing
agricultural import quotas so that more American feed grains and
other farm products could come in, and revamping the external tariff

‘of the Common Market so that the net incidence of the new German
tariffs on American goods was less? Would not that approach have
had two important advantages over the German revaluation:

First, would it not have minimized exchange speculation ;

Secondly, would not a trade liberalism approach to the German
surplus situation, rather than a currency revaluation approach, be
much more in accord with the principles of expanded, liberalized world
trade. . - . :

Secretary Dmrow. Certainly, if it were looked at quite straight,
solely from the U.S. point of view. everyth’in%) you say, Mr. Chair-
man, is correct. However, I would not ‘wish y that to imply any
criticism of the German Government’s action, because any government
has to be governed in its actions by political realities, domestic politi-
cal realities, as well as by general worldwide economic policy.

Certainly, what you are suggesting—that type of policy—while it
would have been most helpful for the United States and Canada, be-
cause Canada is-also a great grain exporter, would have involved a
very substantial ‘domestic dislocation in the farming communities in
Germany, and also in her mining situation. So it is really a question
of the extent to which Germany can move in that direction.

At the present time the Common Market itself is engaged in what
appear to be very difficult negotiations to reach agreement on a com-
mon agricultural policy. And the difficulty of this lies largely again
in the fact that German agriculture, in general, is based on a lot of
small farms which are not competitive with the larger farms in
France, Italy, and various other places.

So German agriculture has historically been more restrictive, at the
same time that Germany has believed in free trade in manufactured
and industrial products. . '

Great pressure has been brought on Germany to have some relax-

"ation and change in its policy. I think it would have been for the
good of Germany and the good of the world in the long run, but it is a
difficult thing that cannot be done rapidly or easily.

Now, as to this 25 percent, being taken into account in the Common
Market, that also is something that was not in Germany’s hands.

I think Germany, if they had the ability to do so, would have liked
to have seen such a revision come about. But that could only be by
agreement of their partners in the Common Market.
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And I think it is largely because of this situation that agreement was
reached about a year ago and announced by the Common Market
countries that they would be prepared to move toward a common tariff
that was 20 percent lower than the actual tariff figured out, provided
that they could get reasonable reciprocity from others. And the un-
derstanding was that they would be willing unilaterally to reduce this
20 percent for part of tﬁe distance, and the reciprocity would only
have to be for the rest.

And there was also general understanding that full reciprocity
would not be required from the United States, which had done more
than its share in tariff reduction in the years following the war. It
was primarily directed at countries of the rival trade group, the
EFTA, particularly, at the United Kingdom, which has a very high
industrial tariff.

Representative Reuss. Are you satisfied with the international in-
stitutions and machinery that are currently available to us in which
we might argue for trade liberalization as an alternative to currency
revaluation as a means of reducing persistent payments surpluses?

To put the question more specifically, if OECD, an organization in
which I put great store, as I know you do, too, were in place and
functioning fully, would it not be our task in such an organization to
make quite specific remonstrances to industrial nations with surplus
positions to take the best steps to reduce payments surpluses?

Secretary DiuroN. I do not think, since the OECD is not fully in
effect, we are in as good a position as we will be when it is in effect,
and when there is a trade committee, and when we are full members.
This will take place, I think, on schedule.

The OECD will probably come into being by the end of September
of this year, and then we will be in a better position to exert our influ-
ence and raise our voice toward greater trade liberalization in areas
where it is particularly important to us.

‘We will also have to receive certain remonstrances from some of our
partners because there are some who think that our trade position in
certain agricultural products is a little too restrictive ourselves.

Representative REuss. Senator Douglas?

Senator Dougras. I am very glad you added that point, because I
am not criticizing European countries for imposing agricultural re-
strictions, because we do the same thing. But I do think that these
other commodities are a. proper subject for concern, because Germany
now has an ample supply of dollars, and France has, too.

I notice there is criticism abroad on the restrictions which the ad-
ministration wishes to impose on the amount of duty-free goods which
Anéerican tourists can bring back, which are to be reduced from $500
to $100.

I believe in consistency in these matters. I wonder, from your pre-
vious service as Under Secretary, if you have any knowledge of the
restrictions imposed by European countries on the amount of duty-
free goods which their nationals can bring back?

Secretary Dmron. I do not think any of them, Senator, permit as
;inuch as $100, which is the figure that we talk about reducing our

gure to.

Senator Dovcras. That is my impression.
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Do you not think that Americans have frequently been too polite
when European countries subject us to this criticism, when we are only
doing things which they are doing to a greater degree?

Secretary DrLron. I think that may be so. I think one reason for
that, probably, is that there was a period during the dollar shortage
when we did all sorts of things; we got into the habit then—which was
correct for that time—of allowing and not protesting various activi-
ties in the trade field that were detrimental to the United States di-
rectly, but which we permitted because they were necessary to
overcome a dollar shortage and rebuild the European economies after
they had been shattered by the war.

After the situation had changed abruptly, it probably is a little diffi-
cult for some people, who have been used to thinking this other way,
to readjust to the present situation, which is quite different.

Senator Doucras. It is very hard for them to readjust.

Secretary DiLron. Itis hard for the Europeans.

Senator Doucras. Would not it be well if we gave a seminar for
correspondents for foreign newspapers on this matter, foreign finan-
cial writers, and expose them to the comparative facts of life both on
quotas, tourist balances, and so forth; would not that be a contribu-
tion to international good will ? ,

Secretary DiLrown. I think it is always useful to get the facts fully
spread before the people, because then I think problems generally are
easier to handle.

Senator Doucras. If we would arrange such a seminar, would you
see that some of your experts testify ¢

Secretary Dron. I certainly would. .

Senator Doucras. I think that is a very constructive suggestion. I
suggest that we have such a seminar for foreign financial writers and
correspondents. ’ .

Representative REuss. Mr. Secretary, back to the subject of what we
should do about institutional arrangements to prevent shifts of liquid
capital funds from causing exchange crises and other international em-
barrassments. Do you agree that these arrangements should as a
first objective provide for the marshaling of funds sufficient to offset
the foreseeable shifts of short-term capital? In order to be adequate,
would you not agree that such arrangements must be for large amounts,
in the order of magnitude of $1, $2, $3 billion, for example?

Secretary DiLroN. Yes; it depends on what one means by the word
“large.” And it is obvious these things are relative. I think as far
as the United States is concerned, you have to decide what is large in
relation to our overall payments abroad, in relation to our quota in
the Monetary Fund, and so forth.

And on that basis I would not call $1 to $2 billion large, and
certainly the Monetary Fund should be prepared to meet flows of that
order when the United States is concerned. = I emphasize this meaning
of the word “large” because it is important, because there are limita-
tions in the articles of agreement of the Monetary Fund. The Mone-
tary Fund is not supposed to be used for the covering of capital trans-
actions that are large or sustained ; that is in article VI of the Mone-
tary Fund articles. The Executive Board is presently discussing this,
and I think the general view is, the view which we share, that as far
as the United States is concerned a flow of that size would not be classi-



38 INTERNATIONAL FINANCIAL ARRANGEMENTS

fied as large, although, of course, it is large in comparison with ordi-
nary operations of the Fund. : _

Representative Reuss. When we agree, as apparently we do, that any
institutional arrangement must be equipped to handle large outflows
of liquid funds and their byproduct effects, this means, I should think,
that some new institutional arrangement has to be made. S

. The Fund, as presently constituted, is not fully éequipped to do this
job; the OECD, as presently constituted, is not equipped to do the
job; and we cannot rely on meetings of central bankers at Basle, nor on
the BIS, to fully achieve our objectives. : '

Therefore, there has to be a new thing under the sun here; does
there not ? : C ,

Secretary Dm.ron. I do think some method has to be achieved to
increase the availability of other currencies of countries that are
presently in a very strong surplus position. o ' A
~ When the Monetary Fund was originally formed, none of these
countries was in a very strong position and, therefore, the quotas that
they have reflect to some extent the situation at that time.

They certainly do not reflect the economic strength of these coun-
tries.at the moment. So something has to be done to make their cur-
rencies, which are, of course, a part of overall intérnational liquidity,
more available, and certainly available for any need that may arise.

And that is what the present negotiations are directed toward.

Representative Reuss. I have asked you whether the provision of
adequate funds is not an essential objective in any new international
monetary arrangements. o a o

Is-it not equally important that any new institution also be in a

position to make broad recommendations to its members on matters
affecting international payments imbalances—commercial policy, fiscal
and monetary policies, foreign aid policy, and so on? Does not the
OQECD fulfill this requirement ?
+ Secretary Dmirown. I think that we do approach that in'what we
presently have in the OECD and the International Monetary Fund.
The International Monetary Fund in its examinations of the ﬁvnancial
situation of its member countries does take into account all these
various things.

Under the articles of the Monetary Fund these examinations have
in the past only taken place where countries were making use of the
Fund’s resources or had certain exchange restrictions in effect. The
Fund recently adopted a new policy which was that they would en-
courage voluntary consultations with the Fund by member govern-
ments that were under article VIIT where exchange restrictions were
no longer permitted without F'und approval. - o ‘

And these consultations will be more informal in nature, and they
will not result in findings or decisions by the Monetary Fund, as 1s
the case in the other kind of consultation, but they will nevertheless be
very useful, and the results of them will be available to the various
members of the Board. X

This procedure has now been started, and it is a totally new proce-
dure, and should be very helpful. When we complement that with
what will be available as the OECD develops for the important in-
dustrialized and trading countries of the world, I think we will have
a reasonably effective manner to the problem which you pose, which
certainly does need an answer.
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" Representative Reuss. You believe, then, that between the Inter-
national Monetary Fund and the OECD, there could be an insti-
tutional arrangement in which the free world industrialized coun-
tries are not making payments decisions in a vacuum, but are making
them in- conjunction with considerations of commercial, monetary,
fiscal, and other policies?, ‘

Secretary Drron. That is correct; yes, sir. .

Representative: Revss. let me turn now to the broader question to
which you addressed yourself on the last 2 pages of your testimony,
the question'of the long-term sufficiency of world monetary reserves,
the sort of question with which men like Professor Triffin have con-
cerned theniselves recently.

" I gather that while you believe the Treasury should continue to
study, this question, you do not see any immediate danger arising from
a shortage of reserves? - : :

- Secretary DmLon. Well, T would put it this way. I think that the
basic problem is at the moment to utilize the reserves that are avail-
ablé in the world to their maximum extent.

In other words, there is a problem today of imbalance in the total
of world reseives. ' I think there is general agreement among econo-
mists that there are adequate reserves in total in the world as of now.
--The argument centers around the future. But even as of now, these
reserves are not well balanced; there are too many of them frozen in
Germany:. For instance, recently Western Germany repaid the United
States $500 million, by giving us back dollars. This theoretically re-
duced, by $500 million, the amount of reserves that were available to
the world. =~ o :

However, it did no harm, because they were merely sterilized in
germany, and it was just as good to give them back to the United

tates. - ' :

. Now, the type of thing we have in mind, which is quite similar to
" some of the proposals o% Mr. Bernstein, would, in effect, make sure
that the system we now have would operate more effectively.

-~ World liquidity depends—liquidity anywhere depends not only on
a tota] amount of funds that are measured, but also on the velocity
with which they are used and their availability.

And so we can increase and better the use of world liquidity by the
various things we have under study now, and we think it perfectly
clear that what we should do first of all—and that is what we have to
address ourselves to—is make the present system, the present structure,
work better by any modifications that may be desirable. And I
would consider that the general type of thing, as I said, that Mr.
Bernstein has in mind, falls in that category.

Now, in the totally different category is the proposal of Triffin; he
agcxl'ées that we do have adequate reserves, adequate world liquidity,
today. ‘ :

But he looks'ahead and he-says that these will not be adequate in the
future, and that therefore we need a totally new system which will
substitute some sort of international reserve for the present national
reserves. :

- This 1s something that certainly may one day come about. Itshould
be kept under continuing study, which is what we recommend and
what we are doing.
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However, there are serious questions as to whether the particular
detailed plan which he has put forth will work. He himself has
proposed various modifications of it as various criticisms have come
along, and in that way it will probably evolve and be improved.

However, I think the other point is that there is not an immediately .

foreseeable need for such a sharp and complete change in the world’s
monetary structure. When it Eecomes desirable, if it does, which
might be a number of years hence—it certainly would not be sooner—
that would be the time to take it up in detail.
. It would require a complete renegotiation of the International Mone-
tary Fund, and, based on views we have exchanged with other member
countries, none of the other larger countries which would have the
larger reserves at the moment seems to favor this type of an approach;
in fact, many of them are quite strongly opposed to it.

So, whether it will eventually be needed or not, we do not think it
is practical at the moment as a subject of negotiation, and, therefore,
we feel we should put it in a somewhat separate category from the type
of thing which we think is practical and should be negotiated right
now.

Representative Reuss. I certainly agree with that order of priority.

However, do you not think that Mr. Triffin is right, at least with
respect to additions we may expect in monetary reserves from gold?

Since increases in monetary gold are not likely to prove adequate,
additional reserves will have to be found from some other source—
that is, key currency reserves, International Monetary Fund draw-
ings, or some as yet untried device ?

ecretary Druron. Well, I certainly would agree that it is perfectly -
clear, I think everyone will have to agree, that there does not seem
to be a prospect that international gold reserves will increase, that
new gold will be mined and found and put into reserves at the same.
rate at which world trade seems to be increasing.

But the question of whether this will lead to an inadequacy depends
both on whether the present level of gold reserves is the perfect level
and whether anything less than this is inadequate; maybe we can do
with somewhat less gold.

Now, this would depend on how we utilize our machinery. Cer-
tainly the gold reserves have been supplemented in the past decade,
of course, by substantial additions to U.S. dollar liabilities. Sterling
balances have stayed about level over the last decade. Probably this
substantial increase in U.S. balances has come to an end, and, although
there may be some further increases a few years hence, I do not think
we can foresee immediate increases of the type that took place in the
last 10 years. '

We cannot afford them at the present time.

So I think now, therefore, we have to turn to a better use of our
resources to make them more flexible, more readily available. And
it is this which will determine their velocity and their adequacy.

‘When we begin to see that there is no further progress that can be
made there, then at that time it will be clear that we will have to find
some way of increasing the overall total, and at that time Mr. Triffin’s
fdea—or some modification of it—might well be the solution we would
have to take. _

Representative Reuss. On the subject of the free world’s gold re-
serves and the necessity for using the free world’s reserve resources
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prudently, I notice that you have on your table, Mr. Secretary, the
admirable recent report of the Commission on Money and Credit,
which was just published over the weekend. '

That document contains a recommendation, among others, that
since the United States outlaws the private holding of gold by Ameri-
cans both here and abroad, it would be a good idea to persuade our
ﬁéee vi'orld trading partners to similarly outlaw the private holding
of gold. _

While I am not at all confident that an outright prohibition would
be possible or effective, say, in France, I wonder whether it might not
be a good idea to urge the leading reserve countries to agree to sell
gold only to central banks and governments? As it is now, the gov-
ernments and central banks of most countries, other than the United
States, can and do sell to private persons. Would it not be wise to
stop this drain on international liquidity by asking other countries
to do what we have done? , :

Secretary Dmron. Certainly, Mr. Chairman, from the economic
point of view it would be an advantage if the private hoa,rdintz,rl of gold
would cease, because then all gold that was newly mined would become
available for international reserves to finance international trade.

The problem you point out is that this is an age-old practical prob-
lem, and many people feel that they have a right to own gold, and
whether they would be responsive to laws is questionable.

But certainly, to the extent that private hoarding could be stopped,
because it serves no useful purpose at all, it would be a very useful
objective of our policy.

Representative Reuss. Senator Pell?

Senator PeLr. I would like to apologize for being late and not
having the pleasure of enjoying your testimony, Mr. Secretary.

I have one question. It probably is an elementary question, but it
has always puzzled me. In view of the fact that gold is primarily
produced in areas of the world that are uncertain or hostile, such as
areas of the Soviet Union, do you see a present danger in dependence
upotl)l1 such sources of supply and have you visualized facing up to this
problem.

Secretary Dirrown. Certainly the problem of the adequacy of inter-
national reserves would be precipitated much more rapidly if there
were no accretions to the world gold supply, if the South African sup-
ply, which amounts to about three-quarters of a billion dollars a year,
ceased to be available as an addition to international liquidity.

If that should happen, we would have to look much more rapidly at
other methods of handling the situation.

However, I do not think that the mere fact that there are difficulties
and groblems there at the moment, is sufficient cause for the whole
world to change its basic age-old reliance on gold as a means of value.

Senator Perr. Thank you.

Senator Doucras. Con man Reuss’ testimony touched off a
question in my mind which I am sure you have been thinking about:
namely, since private holding of gold is now illegal, what is the real
advantage of 25 percent of reserve for Federal %’»eserve banks?

Secretary DiLron. Personally, I do not think there is any advan-
tage. I think that the advantage is all with removing that restric-
tion, so that it is clear that all our reserves are available for the only
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purpose to which they are pledged, which is the international gold
exchange standard.

However, there are those who believe that the fact that this 25-per-
cent figure applies to an issue of currency and to the Federal Reserve
deBOSIts is in some way a limitation on the ability of the Executive to

ow inflationary policies. I do not think that this is very effective,
‘because, as you know, we do have about $6 billion of excess gold avail-
able now.

At a 25-percent ratio, that would cover some $24 billion of reserve
deposits in the Federal Reserve, and that, in turn, would serve as the
basis of something near $150 billion of bank deposits. Therefore, the
¥erlod before this reserve would have any effect on inflation is so

ar in the future that it is not there at all.

The only way it would have an effect is if we should begin to lose
gold, and our gold should come down to this figure of reserve.

Senator Dovavas. If we acquire more dollars of free gold to combat
the possible foreign raids;is that correct?

Secretary Dizrox. That is correct.

Senator Doueras. In times past I have had an amusing interchange
with the Secretary of Treasury and the Chairmen of the Federal Re-
serve Board on the question of the redeemability of Federal Reserve
notes. .

One of my good friends was Randolph Burgess, who, as you know,
was a New Ygork banker, and who, as a New York banker, used to
write me to urgently request that we return to the gold standard.

And when he came to be the Under Secretary.of the Treasury, T
presented to him, and later to William McChesney Martin, Federal
Reserve notes and asked that they be redeemed. I hold in m hand
now one of the $20 reserve notes which says it is “legal tender for all
debts, public and private, and is redeemable in laW ul money at the
U.S. Treasury or any Federal Reserve bank.”

I now present to you, as Secretary of the Treasury, this $20 note
and ask that it be redeemed in lawful money. .

Secretary DruroN. That is very easy. I can give you five $20 bills
that say the same thing.

Senator Doucras. 1 want it redeemed, sir.

Secretary Diron. I donot know what that means.

Senator Doucras. I can tell you what Mr. William McChesney
Martin did to me. He gave me back other Federal Reserve nob%

Secretary Dicron. That is right, five $20 notes.

Senator Doueras. Drawn on other banks.

I notice the representative of the Federal Reserve bank here. I
would like to call him forward.

Would you come forward, please.

Since the Secretary of the Treasury has refused to redeem thls, I
ask that you redeem it.

Mr. SeaY. Idonotthink I have one just like that.

. Senator Doucras. I think we should have a visual demonstra,tlon
of just what this lawful money is. I would like it in gold, if you
please. R . :

Senator Busa. Gold is unlawful money.

Senator Douaras. You just exchange one note for a,nother?

Mr. Suay. Yes, that would be in lawful money.
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. " Senator DoucLas. Just what does this 25-percent reserve amount to?
Mr. SHAY. Senator, I do not think I am here to testify this morning.
Senator Doucras.  That is a rhetorical question. )
Mr. Smay. But the $20 bill I just gave you in exchange of yours is

lawful money and therefore mieets the redemption requirement.

. Senator Doueras. I think you demonstrate the point of what value

this 25-percent gold reserve is, and if I did receive 1t, I would be jailed

for receiving it, and you would be jailed for giving 1t to me.

Financial -writers take notice, and the New York press especially.

Representative Reuss. Has everybody got his ante back?

Just one final question, Mr. Secretary. In your statement, you
say:
XIn the final analysis, there is no substitute for balance-of-payments
discipline in this, or any, economy * * *” ) )

I want to ask you to clarify that last paragraph a little bit for
me. - You had immediately prior to that ruled out the immediate neces-
sity of expanding international reserves. ' .

However, you had indicated that you are now 1];_)troceeding to take
steps to remove the harmful effects of excessive shifts of liquid funds.

I am wondering therefore if your statement about the discipline

of the balance of payments may not be a little more absolute than you
would like to have 1t. I am sure, for example, that you do not mean
that we should repeal the International Monetary Fund, and other-
wise force our domestic economy to make.quick and drastic payments
adjustments. I am sure that you recognize our primary obligation
under the Employment Act of 1946 to achieve and to mamtain maxi-
mum production, employment, and purchasing power.
» Am’ I, therefore, right in thinking that your final paragraph needs
to be read in context with what we have discussed here this morning,
- hamely; the necessity of rather promptly evolving new and improved
international mechanisms for protecting this country as a reserve
country against the consequences of our involvement in the inter-
national scene? While we must strive for a sound dollar and see to
it that we do not have inflation, our immediate need is for more ade-
quate international institutions and arrangements to shield this coun-
try in a world of strong convertible currencies from the byproduct
effects of. the very convertibility which we have been striving to
achieve. . )

Secretary Diron. I would say, Mr. Chairman, that certainly that
particular paragraph, as well as all of the other paragraphs of the
statement, should be read in connection and in context with each other.
‘What I was merely trying to point out there is the converse, maybe, of
what you have just stated : that while we certainly do need to strength-
en our present institutions to take care of this new development in the
world of convertibility, of rapid and large short-term flows, that we
cannot hope and should not hope by creating any particular institu-
tion or changing any institution to completely remove ourselves from
the world as far as balance-of-payments disciplines are concerned.

And by that I refer to what you just mentioned: The need to keep
a stable currency and to avoid inflation; and, in particular, I also
mean the need to keep our costs competitive in the world at large,
because this is what 1s needed to maintain a balance in our basic
accounts, irrespective of short-term flows.
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And unless we do reach a point where we have a relative balance in
the basic accounts, I think that new institutions, while they may ame-
liorate the situation will only postpone the difficult day.

So I return to what was in the earlier part of my statement—that
we do need to push along the lines of the President’s balance-of-pay-
ments message for a basic balance in our international accounts, and
that one of the most imortant things there is the costs of our products
here in the United States.

Representative Reuss. But you do not think—and I gain this im-
pression from what you said—that this country need depart from the
goals of maximum employment and production in order to live in
the world in which we find ourselves today ?

Secretary Diron. No, I would say that we could best achieve rea-
sonable costs in a society where we are utilizing everything we have,
our equipment at maximum efficiency and effectiveness.

And that means at reasonably full employment, and at reasonably
full capacity.

Representative Reuss. Thank you very much, Mr. Secretary, for
your very frank and helpful statement this morning. You have con-
tributed to our studies.

We will now stand adjourned until 2 o’clock this afternoon, at which
time we will hear from Dr. Walter Heller.

(Whereupon, at 11:45 a.m., the hearing was adjourned, to recon-
vene at 2 p.m., on the same day.)

AFTERNOON SESSION

(Ii{epresentative Reuss (presiding). The committee will come: to
order. '

This afternoon we will hear Dr. Walter W. Heller, chairman of the
President’s Council of Economic Advisers. He is accompanied by his
associate, James Tobin, also a member of the Council of Economic
Advisers.

Dr. Heller, please proceed in your own way.

STATEMENT OF WALTER W. HELLER, CHAIRMAN, COUNCIL OF
ECONOMIC ADVISERS; ACCOMPANIED BY JAMES TOBIN, MEMBER

Mr. Herier. Mr. Chairman, if it is appropriate, I should like to
read this statement. And I am glad that you took judicial notice of
the presence of my colleague, Mr. Tobin, who in the division of labor
in the present Council of Economic Advisers, carries the major re-
sponsibility for our work in the international monetary and financial
field, including, I might say, the analysis underlying the statement
that I shall present today.

I shall be turning to %Jr. Tobin for a good many of the answers to
the questions that the committee may raise.

All of us in the executive branch who are concerned with economic
policy welcome the comprehensive study of international imbalance
and international financial arrangements which you are undertaking.
We look forward to the discussions of these problems which you will
be having with the distinguished witnesses scheduled for these hear-
ings, and to the report which you will prepare with the help of your
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staff and the authorities on these subjects who are assisting you as
consultants.

The time is ripe for a fundamental examination and appraisal of
our present international monetary mechanism and for a far-reaching
and open-minded consideration of possibilities and proposals for im-
proving it. 'We come to learn rather than to teach, but I am happy to
contribute some observations on the subject of your inquiry from the

oint of view of one whose principal concern is the health of the U.S.
omestlc economy.

I would like to deal first with the problem of employment policy
and the balance of payments.

The Council of Economic Advisers was created by the Employment
Act of 1946 with the responsibility to recommend policies to the Presi-
dent_designed to “promote maximum employment, production, and
purchasing power,” goals of economic policy to which the act com-
mitted the Federal Government. The Council analyzes current trends
and developments in the economy and appraises existing or proposed
programs of the Federal Government insofar as they relate to the
goals of the act. '

Through this responsibility the Council has been led to a concern
with the international balance of payments of the United States and
with the adequacy of international arrangements for achieving bal-
ance and for financing temporary imbalances in payments between
countries. In comparison with most other countries, it is true, our
direct dependence on foreign trade is small. | '

Exports of goods and services amount to only about 5 percent of our
gross national product, and exports net of imports are a small com-
ponent of gross national product, usually less than 1 percent. Never-
theless, the trade balance can be of great importance. The decline of
gross national product from the second quarter of 1960 to the first
quarter of 1961 would have been one-third greater except for the im-
provement that occurred in the net foreign balance. Furthermore,
policies aiming at achieving domestic goals of income and employment
are related to our trade balance, our international financial position,
and our world leadership in ways that have recently grown to com-
pelling importance. :

The need to be concerned with the interrelations between balance of
payments and domestic policies is a novelty to the United States. Net
exports of goods and services have seldom varied enough to create
major difficulties for employment or the price level. Furthermore,
during the 1930’s the United States acquired such an enormous por-
tion of the world’s monetary gold that we could ignore problems of
maintaining adequate international reserves. This situation con-
tinued into the postwar period when reconstruction and recovery in
Europe guaranteed the United States as large a net export surplus
as the European countries were able to finance from their own re-
sources and our aid. Thus, until the last few years, problems of inter-
national balance and international liquidity have not constrained our
domestic economic policy.

This is not to say that the United States has ignored the interna-
tional consequences of its policies. During the 1930’s our own de-
- pressed level of economic activity and import demand was a major
drag on recovery of world trade from its shrunken levels and on

71496—61-——4
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clearing of the jungle of national restrictions on trade and ayments.
An important byproduct of high employment policy as embodied in
the Employment Act of 1946 is to provide strong and steady markets
for our trading partners. Our European allies regarded this commit-
ment as a key step in the restoration of world trade. The United
States played a central role in designing the International Monetary
Fund to help restore and maintain international payments equilibrium
and to increase the potential supply of dollars or other strong
currencies.

For the immediate purposes of postwar recovery and reconstruc-
tion, the United States granted an early loan to the United Kingdom,
and other credits to European countries through the International
]l%anll; for Reconstruétion and Development and the Export-Import
Bank. :

Later we made available some $23.5 billion in aid and loans to
Western Europe (besides $11.7 billion in military grants) over the
years 1947-55.  This flow facilitated first the rebuilding of production
facilities in Western Europe and: later the accumulation of enough re-
serves In gold and dollars to allow the steady relaxation of controls
over international trade and payments. These movements culminated
in external convertibility for the major European currencies at the
end of 1958, inaugurating an era of greater freedom of international
gayn&ents than had been known at any time in the preceding three

ecades.

Paradoxically, it is this very success in’ the recovery of Europe
and in the freeing of international payments that has placed new
constraints on the U.S. domestic economic policy. The United States
ran a cumulative deficit of $17.7 billion in its international payments
during the decade of the 1950’s. In the earlier years this deficit filled
the useful function of supplying needed reserves to the other industrial
countries. But by the years 1958-60, the cumulative size of this deficit,
plus the effect of convertibility on the freedom of international capital
movements and other payments, came to impose significant restrictions
on our domestic policy and to demand corrective action.

Yet, correction of the U.S. deficit can hardly be undertaken with-
out other policy changes as well, for U.S. deficits still are a major
Source of the liquid international reserves of other countries. Without
this source, it is doubtful that international liquidity, however ade-
quate it may be today, can remain adequate over the foreseeable future
unless we develop some new way of providing it.

The balance-of-payments deficits of the last few years and the gold
outflow of 1960 have limited our freedom of action in domestic stabili-
zation policy in general, especially monetary policy. One limitation
is the result of the increased freedom with which capital moves inter-
nationally in response to interest rate differentials. Low interest rates
to stimulate recovery in the United States can'now give rise to outflows
of capital. A 'second constraint on domestic policy lies in the threat
of international speculative movements of capital, independent of in-
terest rates and in fear or hope of a change in exchange rates. A
third and basic constraint lies in the effect of increases in the domestic
price level on the competitiveness of U.S. exports abroad and foreign
1Imports in our own markets. '

Now, with respect to interest differentials, capital movements, and
monetary policy.
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With short-term interest rates in ¥rankfurt, London, and many
other money markets above our own last year, short-term capital left
New York. Although rate differentials are much smaller now, there
is still danger that too substantial a lowering of the Treasury bill
‘rﬁte would move interest-sensitive, short-term capital away from our
shores. ' .

For this reason the Federal Reserve has not (i)ermitted the bill rate
to fall to the levels (below 1 percent) reached in earlier recessions.
Instead, it has kept the bill rate above 2 percent and has been buying
longer term Government bonds in an attempt to provide bank reserves
and to induce low, long-term rates without an excessive decline of
short rates. , . B

Although it is too early to judge the success of this policy, it illus-
trates how economic policy can be adapted to new constraints. But
even in respect to the long-term rate, the autonomy of the United
States or of any single nation has been declining. The establishment
of currency convertl%)ility in 1958, among a group of individual coun-
tries more nearly symmetrical in economic and political risks than at
any time since 1914, is making capital increasingly mobile across
national borders. . :

Interest rate differentials are not the sole source of international
capital movements. Some long-term capital movements occur in
response-to profit opportunities in equities or in direct investments.
Domestic recovery in the United States will help improve the balance
of payments to the extent that it makes real investment here more
profitable and attractive and reduces the incentive for U.S. capital
to go abroad in search of profits. .

Now, second, with respect to speculative capital movements.

A large volume of speculative, short-term funds moves internation-
ally in response to rumors, fears, and hopes of changes in currency
parities. In 1960 the dollar was the victim of a flight into other cur-
rencies and gold. Some gold went into private hoards abroad. Some
went into foreign official reserves when central banks—sometimes
merely following customary precedures and sometimés reflecting their
o}\im fears of dollar devaluation—cashed into gold the dollars sold to
them. » :

Confidence in the gold parity of the dollar has been restored. But
further speculative movements of short-term funds occurred in the
wake of the German and Dutch revaluations of March 1961, so long
as further upward revaluations of these or other currencies were
expected. ' L

The danger of speculative movements against currencies—the need
to maintain confidence—places a diffuse and indeterminate constraint

upon numerous aspects of domestic economic policy. Here, the judg-
ments, opinions, and prejudices prevalent among the people who con-
trol internationally mobile funds are decisive. These are inevitably
much less calculable and predictable than, for example, the incentives
to move funds provided by interest rate differentials and forward
exchange discounts.

To a large extent, no doubt, speculative funds move in response to
objective information and analysis that quite reasonably cast doubt
on the viability of some exchange rate. But they also move in re-
sponse to judgments of the international banking and financial com-
munity regarding the “soundness” of economic policies in various
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countries. These judgments have some powers of self-fulfillment
which compel them to be considered in framing domestic policy,
whether or not the domestic policymakers themselves regard them as
reasonable. For example, real or imagined opinions of bankers, busi-
nessmen, and investors here and abroad could be a limit on the free-
dom of the United States to run an appropriate budget deficit in the
interest of domestic recovery. ' ‘

Third, the competitive position of U.S. industry. :

A constraint on domestic economic policy that acts more slowly
than the preceding two but is even more basic concerns the tolerable
pace of price and wage increases. This problem is particularly acute
mterest of domestic recovery.

I should perhaps interpolate here to say that I do not mean to sug-
gest that we face a major problem of inflation dead ahead. All I am
saying is that if we encounter the problem of the upward price creep
later on in the recovery, the consequences would be a good deal more
serious than just judged by domestic policy alone because of the im-
pact on our international position. '

Even at present price levels here and abroad, our imports will rise
as national income rises. And they will rise even more if there is an
upward creep in American prices relative to the rest of the world.
Moreover, any tendency for American goods to rise in price faster
than the prices of our competitors would handicap our exports to
Europe and to third markets. Our European competitiors are at a
different phase of the cycle; their boom may be tapering off as our
upswing begins. The recovery will thus tend to bring a deterioration
of our trade balance even without a relative increase of American
prices. With such an increase, worsening of the balance of trade and
the balance of payments becomes even more likely.

Since 1953, export prices for manufacturers have risen more rapidly
in the United States than in Japan or the major trading countries of
Europe, with the obvious consequences for our share of the export
market. While in Eercentage terms hourly earnings in manufactur-
ing have risen at about the same pace here as elsewhere, output per
man-hour has risen less rapidly in the United States. The result has
been an increase in unit labor costs in American manufacturing rela-
tive to France, Germany, Italy, and Japan, as shown in table 1, where
you will note in the right-hand column that the unit cost, with 1953
as 100, was 114 by 1959. :

There were several other countries that were above 1953. Canada
was at 115; Germany was at 110; and the United Kingdom was at 121 ;
but all the rest had a unit labor cost in 1959 below that cost in 1953.
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(Table 1 is as follows:)

TasLE 1.—Selected indexes for manufacturing industries, 1959 *

[1953=100]
Country Export Hourly |Output per| Unit labor
prices ? earnings | man-hour cost

United States. 118 133 117 114
Belglum. 95 3123 125 98
Canada 109 3126 110 115
France. 4901 4129 156 483
QGermany, Federal Republie 102 3148 134 110 -
Italy. 98 137 8150 401
Japan._. 96 132 142 93
United Kingdom 110 142 117 121

1 The countries listed account for about 80 percent of world exports of manufactures,
3 Export unit values for manufacture.

1 Excluding relative growth of noncash supplementary benefits.

4 Adjusted for changes in exchange rates. :

8 Production workers only.

Sources: Counetl of Economie Advisers estimates based on data from Department of Labor, Department
of Commerce, and United Nations.

Senator Doucras. May I ask a question ?

Representative Reuss. Yes.

_Senator Doucras. Dr. Heller, the situation so far as unit labor
cost is concerned was primarily caused, was it not, by failure of out-
put per man-hour to go up, rather than a tremendous increase in
hourly earnings?

I notice the increase in hourly earnings was 32 percent in Japan,
g percent in Italy, 42 percent in the United Kingd%m, 48 percent in

ermany.

The only countries that were appreciably less were Belgium, Can-
ada, and France.- But the real weakness came in the failure of out-
put per man-hour to rise proportionately, is that not true?

r. HeLrer. That is true. '

And that is the point we tried to stress in our statement: Namely,
that it is the failure of our increase in productivity to keep pace with
the increase in productivity in the other countries that is the major
occasion for our falling behind.

Senator BusH. I do not quite understand that column, “Output per
man-hour.” What does 117 relate to?

Mr. Herrer. That relates, Senator, to the base of 1953; in effect, it
says that output per man-hour in 1959 in the United States was 17 per-
cent greater than in 1953.

Senator Busa. All those columns relate to 100 for 1953 base, all
those columns?

Mr. HeLLer. Yes, sir. .

Senator BusH. Does this mean that the French have increased their
output per man-hour by 156 percent ?

Mr. Herier. They have increased it by 56 percent ; that is an index.

Senator Busa. In that short time?

Mr. Hereer. Fifty-six percent in those 6 years; and Japan, 42 per-
cent; Italy, 50 percent.

These newly found constraints of our international balance on do-
mestic policy are not essentially different from those long familiar to
countries that depend on foreign trade more than we do. But they
are accentuated by the status of the dollar as a reserve currency that is
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convertible for both foreign and domestic holders. During the 1950’
many countries built up their stocks of liquid international means of
payment in the form of dollars, and many firms doing business inter-
nationally built up dollar balances as working capital. These bal-
ances are demand or short-term liabilities and can be readily converted
into other assets, gold or other currencies. Thus the first two con-
straints on domestic policy listed above are particularly severe for a
reserve currency country. This is because of the extremely large
amount of domestic and foreign funds that can move into other
- convertible currencies in response to interest differentials, or into other
currencies and gold in anticipation of changes in exchange parties.

There is another important element in the situation apart from the
U.S. position as a reserve currency country; namely, the high pro-
pensity of some European countries, principally Germany, to ac-
cumulate reserves by running surpluses. Though there is a question
whether the mechanisms for creating international reserves (gold and
national currencies) are sufficiently responsive to the long-term growth
of world income and trade, the short-term situation is heavily in-
fluenced by the reserve accumulations of these countries. These coun-
tries should, and no doubt will, devote more of their foreign receipts
to imports and to foreign aid and lending. o

Second, reconciling internal and external objectives of economic

olicy. .
P There are several ways in which we might move toward relaxing
the international constraints on domestic policy that have arisen in
the last few years.

One possibility is to use monetary policy solely to achieve balance
in international payments. Interest rates can deal exclusively with
combating capital movements that disturb the balance of payments,
while fiscal Folicy and other instruments take on the whole job of
achieving full employment and other domestic objectives. But there
are too many other objectives, and too many constraints on the use
of instruments of economic policy, to release monetary policy entirely
from domestic tasks. : '

For one thing, it is difficult or inefficient to adjust fiscal policy fre-
quently, and it takes time to enact and put into effect changes in taxes
and expenditures. It would be uneconomic to raise Government ex-
penditures above levels consonant with social priorities. Permanent
tax reduction to encourage consumption conflicts with the widely held
objective of growth, which suggests the desirability of a high-invest-
ment economy. Given all the constraints and conflicting objectives,
flexible monetary policy is a necessary part of the mixture of domestic
economic policies in the United States at the present time,

If monetary policy cannot be entirely released from its domestic
tasks, what are the possibilities of its serving two masters—domestic
and international objectives—at once? One possibility for the mone-
tary authorities is to affect the structure as well as the level of interest
rates. As was mentioned above, U.S. monetary policy has recently
attempted to lower long-term interest rates relative to short-term
rates. The theory of this attempt is that long-term rates are, relative
to short-term rates, more important for domestic ecoriomic activity
than for international capital movements. The feasibility of altering
the structure of rates depends on the existence of some frictions in
the process of switching between short-term assets and long-term

[
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assets, both by borrowers and by lenders, and both in foreign and in
domestic assets. . .

A second way of using monetary policies for both domestic and

international objectives is to pay different rates of interest to foreign

,and domestic holders of bank deposits, Government securities, and
other liquid assets. The President’s message of February 6 on the -
balance of payments proposed such an interest differential in favor
of foreign banks or governments holding official reserves in the form
of dollar liabilities. This differential may help to prevent conversions
into gold at times when domestic objectives dictate low interest rates.
Some have suggested that such interest differentials be given to pri-
vate as well as to official foreign holders of a currency. Differentials
of this kind depend on market imperfections and institutional rigidi-
ties which will tend to vanish under the strain of high or sustained
opportunities for arbitrage profits. A differential in favor of foreign
official holdings alone is easier to enforce.

Another possibility is official intervention in the forward exchange
markets. Lending in another currency entails an exchange risk which
lending in one’s own currency does not. If the lender contemplating
purchase of foreign short-term securities wishes to avoid any risk
of exchange fluctuations, he must go into the forward exchange mar-
ket to make a future sale of the foreign currency these securities will
yield. A low forward price of foreign currency tends to offset the
profit due to higher foreign interest rates. To the extent that the
interest advantage of lending abroad is offset by forward discount,
the United States is more at.libérty to lower short-term rates for
domestic purposes. Thus monetary authorities can within limits
discourage short-term international capital movements by selling for-
eign exchange forward and driving down its price (that is, raising
the forward discount or reducing the forward premium). . The Treas-
ury has begun certain operations in 'forwaroIl) markets, through the
trading facilities of the Federal Reserve as its fiscal agent.

Policies to reduce the international constraints on domestic economic
policies will have more prospect of success if they are adopted in
cooperation with other countries. Such cooperation can make the sort
of policies described above much easier to put into effect. It can also
help in the more fundamental matter of distributing equitably be-
tween surplus and deficit countries the adjustments necessary to
achieve equilibrium-in international payments. There is good pros-
pect that the new Organization for Economic Cooperation and De-
velopment can be a useful vehicle for international cooperation in
economic policy. ' ' :

Already the Organization for European Economic Cooperation,
which the OECD is to replace, has established machinery through its
Economic Policy Committee for frequent and frank mutual consulta-
tion among the members of their monetary and fiscal policies as these
affect international payments.

Now, third, with respect to international liquidity and domestic eco-
nomic objectives : Serious imbalances in a country’s international pay-
ments can be corrected in two basic ways. One is by “external” ad-
Justments that affect the flows of international payments directly, such
as a change in the exchange parity of the country’s currency. The
other is by “internal” changes that affect the flows of payments in-
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directly through actions on the domestic economy. The most funda-
mental internal changes affect the level and structure of a country’s
output, employment, or prices and through them the international
flows of goods, services, and capital. '

The President’s message of February 6 on the balance of payments
set forth a coordinated program of external and internal adjustments,
which Secretary Dillon discussed in detail in his testimony this morn-
ing. For example, one of the external changes proposed is to lower
the tourist’s exemption from customs duties. An example of an in-
ternal adjustment is the recommendation that steps be taken to speed
the growth of productivity in American industries and thus to im-
prove their international competitive position.

The governments of most countries, including the United States,
now directly influence or regulate a large portion of international pay-
ments. Hence, there are many sorts of correctives, particularly ex-
ternal ones, that governments can apply just by varying their own
policies. However, there are limits to this type of correction. It
would be disastrous for the United States to reduce its foreign eco-
nomic and military aid to achieve balance in international payments
at the sacrifice of the growth and security. of the free world.” Most
countries, if they face a significant imbalance of international pay-
ments, must ultimately consider more basic internal or external
changes. And these are often not easy for modern industrial coun-
tries to make in ways consistent with their domestic objectives and
international commitments. :

Domestic objectives of full employment are now well established;
they cannot be and should not be sacrificed to balance-of-payments
considerations. General price levels have become relatively rigid
downward, so that serious deflationary efforts merely produce unem-
ployment. On the other hand, most countries are seriously con-
cerned about avoiding inflation, and few are willing to permit large
or rapid increases of the price level to eliminate balance-of-payments
surpluses. These objectives severely limit the degree to which do-
mestic policies can serve the goal of maintaining continuous balance-
of-payments equilibrium.

1f the business cycle affected all countries with the same timing and
to the same degree, the problems created by the inflexibility of na-
tional economic policies might be relatively small. But, contrary to
much of our historical experience, national business fluctuations have
recently been getting out of phase, with the United States having a
recession in 1960-61, while European economies were booming. This
means another source of international imbalance for the major na-
tions of the world. They have to deal not only with long-term dis-
equilibria resting in the basic factors of comparative advantage, but
also with disequilibria whenever they are at or near turning points of
their business cycles.

What external measures will achieve adjustment of the balance of
payments? The United States is fortunate in now being able to
improve its balance of payments by adjusting policies and practices
which deliberately encouraged the flow of dollars abroad. Although
appropriate in the days of “dollar shortage,” many of these measures
are outmoded now that other industrial countries have strong con-
vertible currencies. An example is the proposed change in the taxa-
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tion of foreign susidiaries of U.S. firms, which is designed to remove
an artificial inducement for U.S. capital to go abroad. Most coun-
tries will not find themselves with such convenient external correc-
tives to choose.

Variable tariff rates, quantitative restrictions, and exchange con-
trols are external adjustments which are so obnoxious in their effects
on trade that they have been rightly ruled out under most conditions
by agreements among the nations of the free world. As for changes of
exchange rates, members of the International Monetary Fund are
committed to maintaining their exchange parities except to correct
situations of “fundamental disequilibrium.” Actually it is very diffi-
cult to operate a system of fixed exchange rates without confidence
in the permanence of the rates. Occasional changes of exchange par-
ities may do more harm in keeping alive destabilizing and disruptive
capital movements than good in correcting trade imbalances.

The coming of convertibility has done a great deal to promote the
growth of international trade, the most economic allocation of capital
investment, and the development of the economic strength of the free
world. As such, it is one of the greatest milestones of recovery from
the Second World War, an achievement that stands in happy con-
trast to the breakdown of the world monetary system following the
First World War. Paradoxically, however, convertibility has
not rendered any easier the task of attaining equilibrium in nations’
international payments. :

First of allI: 1t has given much greater freedom to international
capital movements. This is already apparent in the large interna-
tional movements of short-term capital that have occurred in the
period 1958-60, and under foreseeable conditions the mobility of cap-
ital between countries will probably continue to increase. In many
ways this mobility is desirable, but it has two troublesome conse-
quences. One is increasing the amount of capital that can take flight
from what is felt to be a weak currency, thereby making it weaker
still. The other is the constraint placed on domestic monetary policy
_seeking to promote income and price stability, as was discussed above.

A second major consequence of convertibility concerns the stability
of the gold exchange standard, the system by which nations keep their
international financial reserves in convertible currencies of major na-
tions as well as in gold. The American dollar and the British pound
now serve this role for many of the other countries of the free world.

This role has both advantages and disadvantages for the reserve
currency countries, the United States and United Kingdom. The
principal advantage is the possibility of unrequited imports or foreign
investments, for which other countries are willing to be paid in short-
term I O U’s. But these liabilities held for foreigners can be con-
verted quickly into other national currencies or gold or both. The
reserve-currency countries must avoid any action that would induce a
flight from their currency by foreign or domestic holders. The
fact, therefore, is a difficult dilemma in regulating their balance of
payments,

By running deficits, they supply the reserves other countries need
to support growing volumes of international transactions, but in the
same process worsen their own net debtor positions at some risk to
confidence in their currencies. On the other hand, by running sur-
pluses they increase the confidence in their currencies but at the same
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time contract the volume of world reserves and tend to pinch the
liquidity of their trading partners.

We are entering a Worﬁi with potential for rapid and efficient ex-
pansion of international commerce, yet a world in which prompt
correction of disequilibrium is not easy and, if anything, grows more
and more difficult. This situation points to the great importance of
reserves or other financing arrangements which allow nations tem-
porarily to run imbalances, and of the mechanism whereby reserves
are created and transferred from country to country. International
liquidity is no substitute for correction of basic imbalances. These
cannot %e financed indefinitely, and it is uneconomic to evade adjust-
ments to permanent, shifts in the structure of comparative advantage
and productivity of capital.

- But in our world, adequate finance must be available for temporary
imbalance and for transition periods in long-run adjustments.

Many approaches to this problem have been suggested. Some of
these would increase the supply of reserves, the reliability of the
supply, or the responsiveness OF the supply to changes in requirements.
. gome would increase the efficiency of use of reserves by providing
additional facilities for official compensatory finance.

Some would attack the problem by reducing the need for liquidity.
. Many of these proposals have in common the essential feature of
providing for the surplus countries to lend their surplus reserves
automatically or semiautomatically to deficit countries. To this ex-
tenit they accomplish the same result as putting pressure on surplus
countries to adjust their policies unilaterally to stop their accumula-
tion of reserves. However, securing a better distribution of reserves
is by no means the whole of the problem. The more international
reserves there are to go round, the less are the problems of deflation
and trade restriction created by the desires of particular countries to
hold on to large amounts. However, if international liquidity is over-
abundant there will be worldwide inflationary pressures.

The United States has a vital stake in a viable international mone-
tary system, with satisfactory arrangements for providing reserves
and_ distributing them among the nations of the free world. Partly
this is because of our status as a reserve currency country, which must
maintain international confidence in its currency as a medium in
which foreign governments and private parties can hold liquid re-
serves. Partly 1t is for the purpose of reducing the constraints on
domestic economic policies. But most important of all is our interest
in strengthening the free world.

Only if the industrial countries arrange successfully the economic
relations that connect them can they play their historic role in aiding
the development of the rest of the world. Only through cooperation
in securing international economic balance together with full exploita-
tion of the opportunities for economic growth can the nations of the
free world achieve the strength and unity essential to their survival.

Representative REuss. Thank you, Dr. Heller.

I gather from the whole of your report that you are of the opinion
that the likelihood of a shortage of reserves is so great that steps
ought tobe taken now to guard against an insufficiency of reserves.

Mr. Hevier. Mr. Chairman, the possibility of such a shortage or
inadequacy of reserves'is sufficiently great to make it desirable to
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study the means of coping with the problém should it arise. I don’t
believe we have the information required to say with absolute certainty
that there will be such a shortage of liquidity. But there is enough of
a possibility so we ought to have our powder dry by studying the al-
ternative ways of meeting such an eventuality. o

Representative REuss. And by having our powder dry, exactly what
do you mean? Do you mean that an international institution should
be 1n being with a charter and bylaws before there is trouble, or that
we ought merely to be thinkin a%out it so that after the trouble starts
we can proceed fairly fast to do something about it?

Mr. HeLeer. Idon’t come here prepared with a formula to lay out a
revised set of international monetary institutions. I think, as the
Secretary of the Treasury pointed out this morning, there is a short-
term problem of imbalance which requires one set of remedies and there
is the possibility of a longer-term problem of a shortage of liquidity
that represents a somewhat different kind of problem. :

_ What I am saying here is that the kind of study that the committee
1s making could be extremely useful in preparing for the possible in-
sufficiency of liquidity in the long run.

Representative Reuss. You have discussed at some length in your
paper the problem of domestic monetary policy, and you have men-
tioned that there are certain constraints upon it resulting from in-
creased convertibility of currencies and the ability of short-term capi-
tal to move around rather fast. Is it your opinion that we ought by
all means not inconsistent with other objectives to see to it that domes-
tic monetary policy be as free as possible on the one hand, to achieve
full employment, and on the other, to prevent inflation. Is that a
fair statement? - -

Mr. Herrer. Yes, I doagree.

Representative REuss. You mentioned as one of the current means
of adjusting monetary policy to constraints imposed on it by inter-
national developments, the purchase by the Federal Reserve, of some-
what more long-term securities and somewhat less of the short term,
so that short-term interest rates have been prevented from falling
while some downward pressure has been placed on long-term rates.

Mr. HeLrer. This is certainly a direct response to the dual problem
of domestic expansion on the one hand, and the problem of interna-
tional capital flow on the other. : .

Representative Reuss. Is there not another possible way to achieve
the dual objectives? The Council of Economic Advisers told us, in
its report of April 1961, that by and large it believes in more emphasis
on fiscal policy and somewhat less on monetary policy as a means of
fighting inflation. Is that not a fair recap of what you told us over
a month ago? ' .

Mr. Herrer. Yes. In effect, in determining the policy mix as be-
tween reliance on fiscal measures and monetary measures, we were sug-
gesting that if fiscal policy is relied on to a greater extent for ex-
pansionary economic policy, one can rely somewhat less on monetary
expansion. , o

epresentative Reuss. Not only for an expansionary policy, but
where the situation is relevant for a restrictive policy ¢ :

Mr. HeLier. Yes. Youdid say inflation, I was referring——

Representative Reuss. But it works both ways? :
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Mr. Herier. That is right, it works both ways. In other words, if
you have a larger budget surplus, a more restrictive fiscal policy, then
you can operate under an easier or less restrictive monetary policy, and
vice versa.

Representative Reuss. Let me come to my question: If this is good
advice for us, is it not also good advice for our allies of the free world
industrial community ¢ S}%ouldn’t we persuade some of our trading
partners to rely more on fiscal restrictions and less on monetary meas-
ures? If country X is in the midst of an industrial boom, with high
interest rates which are inducing the outflow of capital from this
country, and if country X has shown a reluctance to tax more and
sEend less, would it not be in our national economic interest to urge
that country to rely more on fiscal methods and less on high interest
rates to fight inflation ¢

Mr. Herier. Yes, indeed. Your question virtually answers itself.
That is, if they rely too heavily on monetary tightness, the tendency
will be to draw short-term capital, indeed even some long-term capi-
tal, away from us, and complicate our balance of payments position.

Now, these interrelationships among the interest rate policies and
fiscal policies of various countries are being recognized in the struc-
ture o¥ operations of the new OECD. There is a working party of the
Economic Policy Committee, of which Mr. Tobin is a member that
concerns itself precisely with the interrelationships of domestic poli-
cies as they bear on the balance of payments consideration.

Representative REuss. I am very glad to hear that. I am well
aware of the delicacy involved in one country’s recommending to an-
other country that it raise its taxes. Tax increases are always politi-
cally unpopular, but it does seem to me that no more interference with
domestic and economic sovereignty is involved here than is involved
in many another aspect of our OECD operation.

Mr. Herrer. I think Mr. Tobin may want to comment on that.

Mr. Topix. I just want to comment that if the reverse question is
asked, namely, “Why doesn’t the United States use expansionary fis-
cal policy and let its interest rate go up high enough so that there is no
temptation for our money to go to Germany and other European
countries?” It is a question that the Germans might want to ask us,
“Why don’t you shift the emphasis of your policy to expansionary
fiscal policy and let your interest rates be high enough to keep the
money home in New York?”

Representative Reuss. I suppose one answer for us is that we wish
to encourage more private, and less Government, investment and ex-
penditure—an answer with which the Germans would be extremely
sympathetic.

r. Topn. The point I was going to make is that we have perhaps
other reasons for Wishin¥ the particular mixture of fiscal and mone-
tary policy that would place emphasis for low, relatively low interest
rates and ‘a tight budget if we are interested in the allocation of re-
sources or full employment between investment for growth and
Government investment and Government policies for growth and con-
sumption. So that if we have interest in having a relatively low
interest and high, tight budget policy for growth purposes, we can’t
follow the opposite prescription, the opposite mixture for regulating
the balance o? payments. And this is to underline the necessity for
the countries to have some buffers between them so that they can
pursue whatever mixtures of fiscal and monetary policies are appro-
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priate to their own objectives and their own situation in the business
cycle.

yRepresentative Reuss. And by buffers between them you mean, I
take 1t, some form of international arrangements so that temporary
deficits and surpluses are not translated into crises?

Mr. Torin. Right.

. Representative Reuss. Senator Bush. )

Senator Busa. I will pass for a while, Mr. Chairman.

Representative Reuss. Senator Douglas. i

Senator Doueras. Dr. Heller, in your statement I was struck with
the reaffirmation of what you stated to be the official Government
policy of raising the short-term interest rate, and lowering the long-
term interest rate. Do you think that this has worked out entirely
successfully ?

Mr. Herrer. Well, Senator, the short-term interest rate has been
maintained. '

Senator Doucras. Let’s take that point. It has been maintained,
but it has not been raised. The average for bills in January, accord-
ing to the Economic Indicators which are furnished us, was 2.302,
and for the week ending last. Saturday, 2.295. So there has been
no increase. It has been maintained, but it has not been raised. -

Mr. Herrer. As I recall the stated objective, it was not to increase
the short-term rate, but to keep it from falling to levels which would
stimulate outflow.

Senator Doueras. What about the reduction in the long-term rate,
has that been achieved ?

Mr. Heruer. Well, temporarily it was achieved, and since then the
rates have returned to or have gone, indeed, above the point of de-
parture at the time the policy was instituted. And then of course——

Senator Doveras. May I quote the figures on that ?

Mr. HeLLER. Yes, please.

Senator Doucras. The average for January was 3.89 on taxable
long-term Government bonds. For the week ending June 10 it was
3.86. I see no real decrease there. It is true that the 3.86 was an
actual increase from the 3.70 which prevailed 5 weeks before, but,
as compared to January, a slight decrease.

Do you think the policy will really work ?

Mr. Herrer. First of all, we are thankful for small favors, there
is this to be said

Senator Douaras. I say, you are thankful for nonexistent occur-
rences.

Mr. Herrer. But this is like so many experiments in economies
and economic policy ; it is difficult to determine what would have hap-
pened in the absence of policy. Long-term interest rates are probably
below what they otherwise would have been. .

Senator Doucras. Has any real effort been made to lower the long-
term interest rate, for instance?

Mr. HeLrer. Yes, I think in our postwar period.

Senator Doucras. I mean in these last 5 months.
- Mr. Herrer. Oh, in the attempt to feed reserves into the market
through the purchase of intermediate and long-term securities.

Senator Doucras. You mean by the Reserve Board ¢

Mr. HeLier. By the Reserve Board and the Treasury.
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Senator Doueras. May I quote from page 27 of your Economic
Indicators, which shows that member banks’ reserves for January
were $18,570 million, and for May were $18,370 million, or a decrease.
in member bank reserves of $200 million.

Would you say that the Reserve Board has been heroic in its effort
to pump more reserves into the market when you have $200 million
less member bank reserves in the Federal Reserve banks than before?

Mr. HeLier. Senator, may I abstain from answering that?

Senator Doucras. I don’t want you to get into a contest ; I just want
to find out the facts. And unless there is something wrong here, it
looks as though the Federal Reserve, instead of expan ing the loanable
ga,gﬁlty of banks, is actually diminishing the loanable capacity of

anks.

Mr. Hecrer. I believe it is fair to say that the emphasis of the Fed-
eral Reserve has been on the net free reserves, and it has been main-
taining something in the neighborhood of about a half a billion dol-
lars— :

Senator Doucras. You mean they wanted to increase free reserves?

" Mr. HeLier. Not necessarily.

Senator Doucras. Again may I point out that in January the free
reserves were $745 million, and in May $540 million, so they have
diminished the free reserves by $200 million at the same time they have
diminished the member bank reserves by $200 million. So you are
not protecting the Federal Reserve on this matter very effectively.

What is the explanation for this? You are a chivalrous man.

Senator Busa. Tell him loans have gone up.

Senator Doucras. Loans have gone up from 114.2 to 117.6 billion, or
by about 8 percent. But business loans have gone up by only $300
million. I am mystified. It is hard for me to follow all these ration-
alizations.

Mr. Herxer. Let me just say that the maintenance of a net free re-
serve position is, according to the definition of some, a means of main-
taining relatively easy monetary conditions. There are, of course,
other indicators one might use to evaluate monetary policy.

Senator Doucras. There are fewer free reserves now than there
were in January.

Mr. Hecrer. That is true.

Senator Doucras. How can you say there is a great monetary—

Mr. Herrer. Of course, they do fluctuate very considerably from
day to day and week to week. But all T am saying is that the current
policy of the Federal Reserve Board seems to be to maintain about
half a billion dollars of net free reserves as a means of maintaining
the conditions of relative monetary ease.

Senator Doucras. Is there any tangible evidence to indicate that the
Federal Reserve Board made any real effort to lower the longtime
interest rate? Is there any evidence that it has done anything in this
direction?

Mr. Herrer. The only evidence we can adduce there, not going into
questions of intent, is that there was a shift in the buying policy in
February in which they moved out into the longer ranges of securities,
buying 1 to 5 and 5 to 10, and even a bit over 10 years, and likewise
the Treasury Department purchased securities in the long market.
Whether the volume of such purchases has been sufficient is a separate
question.
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Senator Doucras. Now, at the same time that this policy was said to
have been adopted, the Federal Reserve also declared that it had given
up its bills only policy, and was beginning to buy long-term Govern-
ment securities. i

Now, do you have any record as to what the volume of long-term
purchases by the Federal Reserve Board has been since the 20th of
January ? o

Mr. Herrer. I think Mr. Tobin can give you some approximations
of those figures. ‘

Mr. Topin. I don’t have the exact figure, Senator. They purchased
over a billion dollars. o

Senator Dougras. They purchased a billion ¢

Mr. Tosn. Of securities of maturity over 1 year.

Senator Dougras. How many with maturity over 5 years?

Mr. Tosmn. Well, I am afraid I couldn’t give a breakdown from
memory of that. But they have made considerable purchases in both
the 1-to-5 and 5-to-10 category since the change of policy on February
20. ' :

Senator Doucras. You mean they have sold short-term bills at the
same time? ' .

Mr. Topn. They have sold some short to accomplish the change of
Teserves.

Senator Doueras. Do you mean that but for this action the interest
rate on long-term bonds would have risen, and the interest rate on
short-term bills would have fallen? . ‘ B

Mr. Torin. The interest rate on short-term probably would have
fallen; yes. There is some seasonal significance to the figures which
you are quoting there, and I think the general position of the market
isno tighter than it wasin January. o

Senator Doucras. As I say, these subtleties are really beyond me.
But I see no evidence, so far as I am conderned, that there has been
any strong effort by the Federal Reserve Board to carry this policy
through. If there is such evidence I should like to see it.

Senator Busa. I would just like to ask, apropos of Senator Doug-
lag’ last question, if it isn’t appropriate for excess reserves to go down
at a time when loans are going up. You are seeing quite an increase
in loans, as the Senator pointed out, some 8 percent, he said. And 1
don’t have his June figures.

Senator Doucras. 2.5 percent.

Senator Busa. Whatever it is, 2.5 percent. But wouldn’t it be
appropriate for excess reserves to go down during the period when
loans are going up month by month? It seems to me that you can’t
expect otherwise. You don’t keep on creating excess reserves at the
time loans are going up, do you ?

Mg Tosin. I1f you want to continue to give the economy a stimulus
you do.

Senator Busa. You do? : .

Mr. Toei~n. And the policy under which you keep aiming at a target
of free reserves implies that you keep on providing for it.

Senator Busu. Of course, the economy has been improving during
this time, the Federa]l Reserve Board index have gone up from 100
to 108, I believe, at the last publication last week. Do you think in
the face of that kind of recovery that the Federal Reserve should
have done more in the way of creating reserves than they have done?
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hMulid TosiN. Well, your question originally was whether they
sho

Senator Busa. This is my question now, I remember the question
I asked originally, I am asking this one now. Do you think they
should have done more?

Mzr. Tonin. I don’t think I should comment on whether the Federal
Reserve should have done more or less in the past. I think it is ap-
propriate for them to continue to provide free reserves to the banks
to finance an expansion of bank loans. I might add that loan ex-
panslilon over recent months has been less than we would expect sea-
sonally.

Senz);tor Busu. They obviously have not created reserves in excess
of what they had in January, but they are less. So I must take it
that you don’t feel that they have created reserves even in the face of
this recovery we have had.

Mr. Tosix. My feeling is that as long as we have unemployment
and excess capacity throughout the economy, it is still appropriate
for the Federal Reserve to provide bank reserves to finance an expan-
sion of bank loans, so that the banks don’t have to finance that expan-
sion by the selling off of their secondary reserves in Federal securities,
which is what I believe the Federal policy is today.

Senator Busa. I commend for your consideration Senator Prox-
mire’s comments in the last report issued by this committee on the
question of the use of monetary policy in connection with economic
growth. And I think there is quite a conflict in your view and that
expressed by him in that, I thought, a very excellent memorandum,
in which I concur. :

Senator Doucras. It is always pleasant to have the Republicans
quote the Democrats as authorities.

Senator BusHa. It is always good to have one Republican around
here, I will say that. ‘

Representative Reuss. Senator Pell.

Senator Prrr. Dr. Heller, in your statement you mention the var-

ious measures we might adopt to adjust the balance of payments, and
among them you mentioned the proposed change in taxation of for-
eign subsidiaries. .
. I was wondering in that connection if you had any ideas as to what
increase, what you are actually paying, what estimated change in
procedure would result if you applied that to all foreign subsidiaries,
or just those subsidiaries in underdeveloped countries.

Mr. Herrer. If I understand your question, the change here is to
apply only to the subsidiaries in the developed countries. The tax
advantage should be retained by the subsidiaries in underdeveloped
countries.

Senator Prrr. That, as I understand it, is the administration’s
thinking.

Mr. Herier. Thatis correct.

Senator Perr. What would be that change? What would it result
in, roughly ¢

Mr. Herrer. You mean in terms of balance of payments?

Senator PeLr. Yes.

Mr. Herier. I don’t believe we have any estimates. I doubt that
this is something that can be reduced to a specific quantative estimate
as to the flow of capital.
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Senator PELL. Thank you. ) )

Representative Reuss. Let me pursue a bit the point that was dis-
cussed by Senators Douglas and Bush on free reserves. _

As you say, free reserves are now about a half billion dollars. While
there may be some questions on whether the half billion is well enough
distributed throughout the banking system to provide sufficient re-
serves for business and industry, such a total of free reserves has
usually been taken as an indication of relative monetary ease.

Now, in the past two recession periods, in the 1954 recession, and
in the 1958 recession, after unemployment had improved about a
percentage point, the Federal Reserve, which in each case had, dur-
ing the recession, provided in excess of a half a billion of free re-
serves, proceeded to tighten credit and.to bring the banking system
from a net free reserves position toward an ultimate net borrowed
position of around one-half billion dollars. Certainly the drastic
and speedy tightening in 1958 produced effects on the economy which,
speaking for myself, I found unfortunate.

Isit your

Senator Busa. What period is that?

Representative Reuss. I am referring to the 1954 and 1958 re-
cessions.

Senator Busa. That is not reflected in this report.

‘Representative Reuss. It was shown in a chart which I introduced
at the last hearing of the full committee. Senator Bush is referring
to page 27 of the May 1961 Economic Indicators. That table does
not indicate free reserves directly—— o

Senator BusH. Here they are over here, excess reserves

Representative Reuss. In the year 1959 the table on page 27 shows
excess reserves of 482, and borrowings of 906, so that by subtraction
%ou find the banks were in a net borrowed position of about a half

illion.

My question was this: Would you share my hope that when unem-
ployment improves by 1 percent, that is; gets down from around 7 per-
cent to around 6 percent, the Federal Reserve does not repeat its policy
of the 1954 recession and the 1958 recession and deprive the system of
adequate net free reserves at that high a rate of unemployment ?

Mr. Herrer. May I at the outset cite the statement that the Presi-
dent made in his second state of the: Union message in which he in-
dicated that some further downward adjustments in interest rate would
be desirable, and to raise interest ratés might choke off recovery.

Representative Reuss. Yes. But at the hearing shortly after that,
Chairman Martia of the Federal Reservé Board said in effect that
there wasn’t much the Federal Reserve System could do to implement
the President’s goal.

Mr. HeLLer. But you asked me what would be desirable.

Representative Reuss. Yes.

Mr. Herier. Not what the action of the Federal Reserve Board
would be.

Representative Reuss. Yes, what do you think would be desirable?

Mr. HeLrer. And this basic policy that the President has laid down
is indeed the policy which we would strongly urge be followed, namely,
that in the stages of recovery that now fie immediately ahead of us,

71496—61—5




62 INTERNATIONAL FINANCIAL ARRANGEMENTS

with substantial unemployment, it would be unfortunate to permit
rising interest rates to choke off the pace of recovery.

Now, the precise turning point at which in the balance between
unemployment, and the eventual threat of price level increases, the
precise turning point at which you might want to tighten, is diflicult
to predict at the present time. Much depends, too, upon the fiscal
policy that we follow. Given a sufficient increase in revenues, relative
to expenditures as the recovery proceeds, the case for maintaining
monetary ease is stronger than 1f we have large deficits. But within
the limitation of your question, I agree entirely that as long as there
are substantially large amounts of slack in the economy, it is important
not to throttle expansion through restrictive interest rate policy.

Representative Reuss. Now, in your report to the Joint Economic
Committee in May of this year, I believe you listed 4 percent as the
level of unemployment which you regarded as the highest tolerable
level. There was some discourse on this. Some of us thought that
8 percent would be a better target, but 4 percent, as I recall, was your
target.

Mr. HeLrer. We characterized it, if I may interrupt, as an inter-
mediate goal which we hope to exceed in the course of time by a com-
bination of both expansionary measures and retraining, and so on.

‘Representative Rruss. Taking your 4 percent of unemployment
as your intermediate goal, would you agree that the national economic
interest would be best served by keeping bank reserves at something
around the present level, that is, net free reserves of about half a
billion, until such time as the 4 percent intermediate unemployment
target was reached ? :

Mr. Herier. There is no question in my mind that we need to
maintain relative monetary ease, not only today but until the re-
covery is well along. When inflation threatens, we can and should
be ready to reverse the direction of policy. And we cannot ignore
the fact that many of the effects of any given change or any given
condition of monetary ease or tightness tend to be delayed for a time
after the action is taken. Therefore it is very difficult to say that
gou should wait until a particular target has actually been reached

efore taking the monetary action that would have a particular effect,
because there is some lag in the impact of that policy. One has to deal
with the general direction of policy, and then be very sensitive to
economic developments, and be prepared to reverse the policy when
conditions change.

An important factor in the current situation, as we pointed out,
Mr. Chairman, in our testimony on March 6, is that we are starting
from a much higher a plateau of interest rates this time than in the
preceding two recessions. We presented figures indicating, that for
example, on 8 months’ Treasury bills the rates dropped from 2.4
percent at the high of the 1953-54 recession to 0.6 percent at the low.
In 1957-58 they dropped from 3.7 to 0.6 percent. This time they
dropped much less: from a high of 4.7 to 2.1 percent. And you find
the same situation in the U.S. Government long-term bonds; in the
1954 recession their interest rate dropped to 2.45 percent interest, and
in 1957-58, 8.07 percent. But this time they touched bottom at about
3.70 percent. So that we do have a problem of coming out of this
recession with a considerably higher level of interest rates, which
certainly affects the desired interest rate policy for the future.
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Representative Reuss. Now let me talk about interest rates for a
moment. Going back to some of the questions that Senator Douglas
was asking you concerning the limits of the present Federal Reserve
policy of selling short-term securities and buying longer term secu-
rities, isn’t there still considerable elbow room for further reductions
in long-term rates without decreasing short-term rates? Doesn’t the
present spread of 2 percentage points between the short- and long-
term rates give a considerable amount of elbow room?

Mr. Herier. Well, this is one of those very iffy questions, Mr.
Chairman, which malkes it difficult to give a certain answer.

The short-term rate now is about 2.3 percent, as Senator Douglas
pointed out. .

The long-term rate is about 3.9 percent as of about a week ago.
This is, of course, heavily dependent on expectations with respect to
the course of the business cycle. This can be influenced by the Federal
Reserve with its actions as to open-market purchiase of securities and
maintenance of free reserves, but it depends also on expectations in
the private money markets and on developments in the private
economy. , : .

" Senator Busa. Mr. Chairman, going back to page 27 of the Eco-
nomic Indicator, I want to go back to this question of excess reserves
and there we see in the last 5 months’ recorded there, beginning in
December where the excess was' $769 million .that the borrowing was
only $87 million as against the excess, and the most recent month I
have in the record is April showing excess reserves of $623 million and
borrowings of only $56 million, so the excess reserves are substantially
in excess of $500 million during all of this period right up to date,
I believe. 7 ,

. Now, those excess resorves are there, of course, to respond to a re-
quest for credit from the banks. - -

Do I understand correctly-that you are saying that despite this
excess and despite the small amount of borrowing against excess, that
you still think that there should be more excess reserves credited by
the Federal Reserve; is that your position?

Mr. Hevier. Well, I am saying this: if the Federal Reserve were
to find that in spite of creating excess reserves to the extent of $500
million; in spite of the fact that the borrowings at the banks are not
so heavy at the moment; in spite of these factors the flow of securities
into the markets now seeking long-term funds was forcing interest
rates up, one of the ways the Federal Reserve could use to try to
hold interest rates down would be to increase the quantity of net free
reserves; in other words, to increase the.ease of the banking system.

Mr. Toprn. Senator, may I comment?

Senator BusH. Yes, I would be glad to have you do so.

* Mr. Topin. The overall figure for excess reserves minus borrowings
which is what is referred to as net free reserves, sometimes conceals
a great many changes in the distribution of those free reserves be-
tween types of banks and between types of reserves.

As you know, last year the Federal Reserve allowed the banks to
begin to count vault cash to get their reserve requirements and it is
apparent that vault cash does not get into the market for excess re-
serves, so-called Federal funds in the same degree that ordinary re-
serve balances in the Federal Reserve banks do.

Senator Busa. Itisavailable.
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Mr. Tosin. It appears to have a figure of net free reserves that
corresponds to the situation before this change in the law in regard
to reserves, and you have to correct the present figure upward any-
where up to $200 million, according to some people’s estimate.

Now there is a real measure in the market of the availability or
nonavailability of net free reserves, and that is the rate at which they
are lent and borrowed by banks to each other in the Federal funds
market, so-called. During a great part of the time that you were just
speaking about that rate was at its maximum. Its maximum would
be at the Federal Reserve discount rate, currently 3 percent, where
you can borrow as cheaply from the Federal Reserve banks themselves
as you can from other commercial banks. At this rate I think you
would have to say that the reserve position of banks is not particu-
larly easy.

Now, more recently, those rates have been much lower. They have
been down below 1 percent this last week, and that, it seems to me, is
a good indicator that the banks were fairly well provided with re-
serves.

I think you have to look at that as well as total free reserves.

Senator Busu. I don’t have that available here. I mean to say it
should be in here.

Do you haveit? :

Mr. Tosin. I don’t have a series with me now, but during the past
week the Federal funds rate was below 1 percent for a good part
of the time.. ’

Senator Busn. I appreciate what you say, but I don’t think it affects
what I have said particularly that which is due to the small amount
of borrowings against these excess reserves and it doesn’t suggest
that the Federal Reserve should be increasing more excess reserves.
- Mr. ToBin. I was suggesting that the measure of whether the Fed-
eral Reserce has given the banks sufficient reserves so that they feel
free to go ahead and lend them is not merely the total quantity of
excess reserves relative to borrowings, because the distribution of
reserves may be very peculiar as between country banks and money
center banks, and as between vault cash and regular reserve balances.
To get a pretty good measure of the availability of reserves for financ-
ing expansion by banks you should also look at the rate at which excess
reserves are lent, that is, the Federal funds rate.

Senator Busu. Again, I would suggest that these figures don’t re-
ffect any lack of desire on the part of the banks to lend because the
loans have gone up this year, as Senator Douglas has pointed out, and
the total loans went from $114.2 to $117.6, that is from April until May.
That is a substantial increase. Despite that, the borrowings have not
goneup. They stayed down.

I don’t think you make a very good case, if I may say so. I don’t
think I have convinced you but I think your case that the Federal
Reserve has been laggarg in creating reserves, your figures just don’t
support it.

enator Dovaras (presiding). Senator Pell.

Senator PeLr. In connection with this morning’s question of Sena-
tor Douglas to the Secretary of the Treasury, I was wondering what
you would think could be the effect on the domestic economy if the
gold reserve classes are repealed.
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Mr. Hevier. There would be no immediate impact at all. That is
to say, we don’t rely on the 25-percent gold cover in any meaningful
way at the present time. It is more of a symbol than a reality in our
domestic economic situation.

Senator PeLr. Thank you. :

Senator DouerLas. Thank you very much, gentlemen. We appre-
ciate your testimony here today. '

Our next witness is George W. Ball, Under Secretary of State for
Economic Affairs. .

STATEMENT OF HON. GEORGE W. BALL, UNDER SECRETARY OF
STATE FOR ECONOMIC AFFAIRS

Myr. Barn. Mr. Chairman, I have a brief statement I would like to
read,if I may.

Mr. Chairman and members of the committee, let me say first that
the Department of State welcomes your initiative in undertaking
this inquiry into international exchange and payments. The problem
of improving the mechanism of international payments is as intricate
as it 1s important. I think it wise, therefore, that you are planning
to hear witnesses from the financial and academic communities as well
as from Government agencies.

Secretary Dillon and Mr. Heller have dealt with the international
financial, and the domestic economic, aspects of this subject in con-
siderable detail. I shall discuss certain of its foreign policy aspects.

The first—and in fact the principal point I wish to make—is that
the position of the United States, as the leading power in the free
world, makes it imperative that we have.an international financial
mechanism that contributes to ever-increasing economic strength and
political unity in the free world. Dependable international monetary
and credit managements are indispensable to the expanding interna-
tional trade and investment that are needed if we are to strengthen
the free world and outdistance the Communists.

I was glad to note in your letter to me that your committee is con-
cerned with “the general problem created by recurrent international
imbalances and their amplification through movements of ‘hot
money,’ ” rather than just our present balance-of-payments situation.
The methods of dealing with balance-of-payments deficits are well
known. Indeed, we have been lecturing our friends around the world
for many years on how to put themselves in international equilibrium.
And T am sure that we can take -our own advice. But at the same
time we must not yield to the temptation to make our balance-of-pay-
ments adjustments in ways which thwart our other objectives—of ex-
panding trade opportunities and encouraging international invest-
ment for economic development.

I hope, therefore, that your committee will explore thoroughly and
patiently every possible facet of the major problem you have so per-
ceptively isolated for attention. I do not see this as a rush job. The
Secretary of the Treasury has provided us with details about the
current trends and consultative arrangements. These are encourag-
ing. But the problem on which your committee is concentrating may
well arise again in a world of convertible currencies and we must be
prepared to meet it.
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This problem is a broad one. This afternoon I shall concentrate
my remarks primarily on three aspects. The first has to do with the
activities of the Organization for Economic Cooperation and Develop-
ment—QOECD; the second, with the special requirements of the less
developed countries; and the third with commercial policy, with par-
ticular referernce to Western Europe. '

THE ORGANIZATION FOR ECONOMIC COOPERATION AND DEVELOPMENT
(OECD)

Pursuant to the advice and consent of the Senate, the President in
April ratified the Convention on the Organization for Economic Co-
operation and Development. Since then several other countries have
ratified it, and we expect that the Convention will come into force
sometime prior to October 1. The OECD will have 20 members, in-
cluding all of the industrialized countries of North America and
Western Europe. The members, in formulating the Convention, have
recognized “the increasing interdependence of their economies” and
have stated their determination— ‘ :
by consultation and cooperation to use more effectively their capacities and

potentialities so as to promote the highest sustainable growth of their economies
and improve the economiec and social well-being of their peoples. ) :

The members have agreed that— -

they will, both individually and jointly * * * pursue policies designed to achieve
economic growth and jinternal and external financial stability and to avoid
developments which might endanger their economies or those of other coun-
tries * * #, . .

With this membership and these aims and commitments, the OECD
is a_forum well adapted to the development of policies designed to
minimize international economic imbalance and to restore interna-
tional equilibrium when imbalances arise.

In April of this year the United States sent a special delegation to
the meeting of the Economic Policy Committee of the Organization
for European Economic Cooperation—which will continue to func-
tion until the OECD actually comes into being. The delegation in-
cluded the Chairman of the Council of Economic Advisers, the Chair-
man of the Board of Governors of the Federal Reserve System, the
Under Secretary of the Treasury for Monetary Affairs, and the As-
sistant Secretary of State for Economic Affairs. At this meeting it
was agreed to establish two high-level working parties, one on eco-
nomic growth and one on international payments.

The working party on payments, which includes senior treasury
and central bank officials from nine countries, has a broad mission:
to analyze the effects on international payments of monetary, fiscal,
and other measures and to consult on policy measures, national and
international, as they relate to international payments equilibrium.
The group is starting out by discussing current and prospective de-
velopments in the field of international payments and the policies now
being pursued by member countries that significantly affect interna-
tional payments equilibrium. These discussions, which began a
month ago and will be resumed shortly, will probably cover the whole
range of subjects important to the payments positions of members,
such as fiscal policies, interest rates, cyclical developments, operations
in exchange markets, commercial policies, and capital movements.
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The improved understanding that will come out of these discussions
should, by itself, promote a greater degree of harmony in the policies
of national governments.

In addition, we expect that this group will find ways and means of
averting or minimizing imbalances that can prove disturbing for both
surplus and deficit countries and ascertain how intergovernmental ac-
tion or accommodations can make it easier to deal with problems of
external imbalance without undue constraints on internal policy. As
such ways and means are devised, the problems of maintaining inter-
national economic balance and liquidity will be eased, not only for the
members of OECD, but for the free world asa whole. '

When the OECD comes into being the Development Assistance
Group (DAG) will become one of its major committees—the Develop-
ment Assistance Committee. The role of the DAG, as you know, is
to enlarge and make more effective the individual and joint efforts of
the capital-supplying countries—the United States, Canada, Japan,
and the countries of Western Europé—in-assisting the economic de-
velopment of the less-developed countries. Although the DAG is not
directly concerned with international payments questions, the results
of its work should help the less-developed countries deal with their
problems of international imbalance. ’

LESS DEVELOPED COUNTRIES

Although the industrial countries have a very large share of world
trade, and an even larger share of international financial resources,
the numerous less-developed countries of the world have a very great
stake in the international payments mechanism and the methods by
which it is kept functioning. -

In terms of fundamentals, the international payments problems of
the less-developed countries may be viewed in the same light as those
of the developed countries. Any country, regardless of its state of
economic development, needs working balances to finance its day-to-
day international transactions, and it needs monetary reserves or
available credits to meet the fluctuations in its payments position that
arise from time to time in response to international and external de-
velopments. Moreover, it needs the institutional arran%fments, ad-
ministrative skills, and policies to restore equilibrium. when its pay-
ments position goes awry. .

I would understate the needs of the less-developed countries, how-
ever, if I implied that they are as well equipped to cope with these
problems as the more advanced countries.. Let me mention some of
the special disabilities of the less developed countries.

First, they are, in nearly all cases, driven by powerful political and
social forces to grow and to grow rapidly. Monetary reserves rep-
resent investment, but an invéstment that looks relatively unprotective
to people who have smelt the yeasty air of economic expansion. It
is easy to understand why these countries are strongly tempted to use
their reserves for more machinery, more steel, or more fertilizer.

Second, the export earnings of many less-developed countries are
highly volatile. The usual pattern is for the export earnings of a
less-developed country to come from a few foods, raw materials, or
minerals. Both quantities and prices show wide fluctuations. More-
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over, marketability overseas may be threatened by technological
change or inhibited by quotas, preferences, or fiscal devices.

Third, less-developed countries are generally short of trained ad-
ministrators, civil servants, and financial technicians. These coun-
tries tend to lack the constituents of skilled and effective policy for-
mulation and execution, even as they face all kinds of difficult gov-
ernmental problems, particularly in the financial field, where the
public pressures to discard fiscal and monetary discipline are relentless.

Fourth, their economies lack flexibility. Economic shocks are not
easily absorbed, and economic adjustments are difficult and slow. If
the quantities or prices of their principal export items decline, they
have few, if any, ready alternatives.

Considering these factors, it could be argued that less developed
countries need more reserves, relative to their trade, than more
developed countries. But usually they must get along on less. Some
try to restrain imbalance by fluctuating exchange rates or multiple-
rate practices; others, by maintaining trade restrictions and bi-
lateral trade agreements. In some instances, these devices have been
successful in repressing imbalance, although they may be costly in
terms of their effects on growth and the allocation of resources. All
too frequently, however, less-developed countries slide into financial
crises which disrupt their development efforts and create new political
instabilities.

The United States, other industrial countries, and international
institutions are providing a growing volume of financial and tech-
nical help to the less-developed nations. Directly and indirectly, this
help will eventually make their problems more manageable. What
else can and should be done?

One form of progress would stand out above all others: greater
stability and growth in the export earnings of the less-developed coun-
tries. The United States is placing a new emphasis on the problems
of instability in international trade in agricultural and mineral prod-
ucts. We recognize that these commodity problems vitally affect the
economic development of large areas of the world. As President
Kennedy said in his “Alliance for Progress” speech of March 13:

The United States is ready to cooperate in serious case-by-case examinations
of commodity market problems.

It is essential that the less-developed countries obtain enlarged
markets in the industrial countries for their traditional exports. This
means lowering existing trade barriers and resisting pressures for new
ones. Moreover, the industrial countries must find constructive solu-
tions to the problems that have arisen, and will inevitably grow more-
pressing, as a result of the economic advances of the less-developed
countries. The fruits of economic development will appear, in part,
as new exportable products, increasingly in the field of manufacturers.
These products represent hard-won economic gains, to which our tax-
payers have contributed their money and our Nation its influence. Tf
markets cannot be found for them, much of the common effort will go
to waste. And beyond that, the hopes, enthusiasm, and political sta-
bility that should accompany economic growth will be turned into
disillusion.

One final word on the financial side. The International Monetary
Fund has been of great help to the less-developed nations in providing
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technical assistance, in furnishing needed financial resources, and in
providing moral support to governments determined to save their econ-
omies from the disruption of financial disorder. We think that the
Fund will be able to do even more for the less-developed countries
within its sphere of competence. These countries were reminded re-
cently by the group of experts appointed by the United Nations to
study commodity problems that “member countries have not tested
fully the Fund’s willingness to provide resources to meet difficulties
arising from commodity fluctuations and should be encouraged to do
s0.” The experts also noted that “an enhancement of the compensa-
tory role of the Fund is desirable.” It would appear that the Fund
is in substantial agreement with these observations.

Helpful though such compensatory financing can be, it cannot pro-
vide a satisfactory answer to the problems of fluctuations in employ-
ment and production which stem from unstable exports and export
revenues.

Senator Busa. Mr. Chairman, may I ask a question? .

‘What does that mean, compensatory financing ?

Mr. Barr. It means financing to provide resources during periods
of cyclical fluctuation. :

Senator Busu. I don’t quite understand that. You say “enhance-
ment of the compensatory role of the Fund is desirable.”

Mr. Barr. Simply that there is a mechanism through the Fund
which could be utilized by these countries during periods when there
are short-term cyclical swings in export earnings because they are de-
pendent on single commodities that could compensate for the loss of
income that they are suffering from until the swing starts back up
the other way. ' :

Senator Busa. Thank you. I was confusing the word with an-
other interpretation. It hasn’t anything to do with that. It means
to compensate for a deficit.

Mr. Barr. That is what it amounts to.

Representative Reuss (presiding). As long as we are on this com-
pensatory financing, far from being anything new, it is precisely what
the Fund was setup todo. - '

Mr. Barr. That is right. The only point I am making is that the
undeveloped countries, particularly some of the primary commodity
producing countries, have not utilized the Fund to any extent to which
we think it might be used for this purpose. '

I turn now to the commercial policy aspects of this problem of
international economic imbalance and international liquidity. It
seems to me that it is always healthy to tell one’s self, if not other
people, that international monetary and financial arrangements have
as their fundamental purpose to facilitate trade in goods and services.
They have no purpose in and of themselves. On the other hand, it
is clear that steady growth of trade greatly eases the international
payments problem. Yet even the achievement of a perfectly adjusted
trade pattern could not, by itself, stop large and rapid short-term
capital movements, such as we have had in the last 2 years, with their
potentially disruptive influence on travel. :

To state the matter positively, we need an international payments
mechanism that will make it possible for the United States and other
countries to pursue the commercial policy objective of freer, multi-
lateral, nondiscriminatory trade. It is with reference to this funda-
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mental objective that I wish to discuss commercial policies of our
European trading partners; a subject to which you have particularly
asked me to address myself. As you know, the United States has
lent its support to the European Economic Community since its in-
ception. The Community involves a radical reorientation of the
economic fabric of Western Europe, and has important political con-
sequences. It holds great promise for the future prosperity, peace,
and stability of the area. The political stability and steady economic
growth of Western Europe is of overwhelming significance to the
whole free world. .

In giving our support to the Community, we have recognized
that certain trade adjustments will be necessary and that our own
trading interests may be affected, at least temporarily. We are con-
vinced that, in the Iong run, the greatly expanded market which is
being created will materially increase the demand for our exports,
just as the economic expansion of the United States has greatly en-
larged Europe’s trading opportunities over many decades.

Our experience with the%uropean Economic Community to date
has been too short to enable us to reach any definitive conclusion as to
trade effects. In 1960, when the Community had made internal tariff
reductions of 20 percent, our exports to the six countries reached $3.4
billion, exceeding the previous record year of 1957 by nearly a quarter
of a billion dollars. However, a good part of these tariff reductions
were generalized to outside countries, including the United States.
The best indication of future effects we now have is that even a very
slight increase in the rate of economic growth of the six countries
would be sufficient to produce a demand for foreign goods high enough
to offset completely the trade diversionary effects of the customs union.
If the Community growth rate should increase significantly, it would
follow that our trade with the area should increase substantially
during the coming decade.

We can take advantage of this expanded market in Europe, how-
‘ever, only if the Community continues to maintain an outward-look-
ing, liberal commercial policy and adopts the lowest possible common
external tariff. The round of GATT tariff negotiations which is pres-
ently proceeding in Geneva is a start in this direction. The leaders
of Western Europe are well aware of the importance of a liberal trade
policy. I am confident that they recognize in this context both their
new responsibilities stemming from membership in the Economic
Community and their current status as creditor nations on interna-
tional account. They have, in fact, seized from us the leadership in
liberal trade policy by their concrete offer of an across-the-board
20-percent reduction of the common external tariff in the industrial
area.

The problem of trade barriers in the agricultural field is more diffi-
cult for the Community, owing to the necessity of its developing a
common agricultural policy. But in our current negotiations we are
pressing vigorously for more liberal treatment of U.S. agricultural
exports.

Some of the questions with respect to international liquidity in con-
nection with the Community also arise in connection with the Euro-
pean Free Trade Association, the seven members of which are like-
wise in the process of removing trade barriers among themselves.
However, the implications of the EFTA in this respect are of a some-
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what different character, owing to the fact that the EFTA, as a free-
trade area, does not provide for a common external tariff, has no insti-
tutions designed to deal with monetary problems, and generally does
not contemplate integration as far reaching as that of the European
Community. :

In concluding my statement, Mr. Chairman, I should like to say
again that the central problem before your committee is an intricate
and many-sided one. gome things can be done reasonably soon—for
example, the provision of standby credits to supplement the Inter-
national Monetary Fund’s resources—while other things may take
much longer, such as the development of measures to reduce the insta-
bility of international commodity markets.

I commend you and your committee, Mr. Chairman, for taking the
initiative in investigating this very important problem of international
economic imbalance, with particular reference to the international
movements of short-term capital. :

The Department of State will be working on the problem and if we
can be of assistance to your committee, I hope you will call on us.

Representative Reuss. Thank you, Mr. Ball.

You can be particularly helpful to us because of your long back-
ground both in the Common Market and more recently in OECD.

I would like to ask about the GATT tariff negotiations referred
to on the last page of your statement. I am particularly concerned,
as you know, that the Common Market does not produce dire economic
side effects erther for this country or for the rest of the free world not
inside the Common Market.

I had the impression that the GATT negotiations at Geneva which
are now in progress were to be in three phases. The first phase pur-
suant to article 24 of the Geneva Agreement on Tariffs and Trade was
to make sure that the customs union set up by the Common Market
did not have a higher or more restrictive effect 1n its general incidence
than the duties and regulations which were in effect before the estab-
lishment of the Common Market. The second phase of the negoti-
ation, as I understood it, was with respect to compensatory adjust-
ments for changes on rates previously bound by negotiations, and the
third phase was to be the traditional reciprocal trading of tariff
reductions.

" Mr. BaLL. We have them, Mr. Reuss, primarily in two phases, that
is the first two phases you mention as a single phase.

Representative Reuss. Fine.

I overanalyzed it perhaps. Phase 1 then is for making the adjust-
ments required by article 24 and phase 2 is for reciprocal tariff cutting.

Mr. Barr. That is right.

Representative Reuss. Now I have the impression, and I wish you
would straighten me out if I am mistaken, that phase 2 has been em-
barked upon without phase 1 really having been accomplished.

Mr. Barr. What has happened, Mr. Chairman, is that with respect
to phase 1, as far as the tariffs on industrial goods are concerned,
there has been satisfactory agreement reached as to its compliance
with article 24-6. There are some agricultural items which are still
under discussion, particularly between the six conutries and the
United States. :
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Most of the countries—I think all but the United States, or all,
possibly, but the United States and one other—have come to an agree-
ment with regard to the compliance of the proposals with article 24-6.

Now the difficulty that is faced here is that under the terms of the
Treaty of Rome which created the Common Market, the countries
are called upon to create a common agricultural policy.

You know, of course, the difficulty of creating an agricultural policy,
even for a single country, that is on a satisfactory basis. But when
you come to merging the agricultural policies of six countries which
have grown up quite separately with separate traditions, separate re-
lations between agriculture in the States, different standards of living
on the farms, different methods of agricultural production, different
methods of State support or State subsidy, or whatever the case may
be, this is an extremely formidable and difficult problem. It has
caused a great deal of pain and anguish to the members of the Com-
mon Market in trying to arrive at a policy. .

In order to enable them to arrive at a policy, they have worked out
4 program of employing variable levies for a period of time until
there can be adjustments made between the high support levels of
some countries and the low support levels of others. This is a matter
for discussion currently between the U.S. Government and the coun-
tries of the Common Market. It is now down to a few items, and I
hope this can be concluded within a very short time.

Meantime, there has been a general agreement to go forward with
the reciprocal negotiations—the second phase—while we are still en-
gaged in trying to work out definitive and satisfactory arrangements
with respect to a few of these items.

Senator Busu. Mr. Ball, can you explain here, parenthetically, the
relationship that you visualize between the GATT organization on
the one hand and the Inner Six on the other? These Inner Six are
all members of GATT, aren’t they ?

- Mr. Bacr. That is right.

Senator BusH. And now, I am puzzled as to how that is going to
work because you are going to make agreements on tariffs and trade
in the GATT Conferences from year to year which will affect these
Inner Six and yet, they are likewise engaged in making agreements
of their own and the United States according to you, and I am very.
much puzzled as to how this is going to work.

Tell me, do you foresee that conflict there?

Mr. Barr. No, the way it will work is this, Senator Bush.
~ At the moment, the problem under the first phase of the article 24-6
negotiations has been to accept the proposals made by these six coun-
tries acting as six countries with regard to their common agricultural
policy and measures that they are taking under that policy.

Under the terms of the Treaty of Rome it is provided that the six
countries will, after the transitional period, have a common commer-
cial policy with regard to the rest of the world. In other words, they
will have, within the area of the six countries, complete free move-
ment of goods, labor, services, and capital. .

With regard to the rest of the world they will have not only a com-
mon external tariff but a common commercial policy. This means
that they will be, in effect, a single member of GATT, bargaining
with all the other members of the éATT as though they were a single
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country. This is what is contemplated so that I can see no possibili-
ties of dispute or concern.

The Common Market will make its proposals as an entity just as the
United States makes its proposals as an entity for bargaining.

Senator Busa. And such proposals made as an entity would affect
ia;il of those six countries in relation with all the other GATT mem-

IS,

Mr. Barr. Those proposals would affect the common, external tariff
of the six countries, and they would be made with respect to changes in
that common external tariff just as a single country makes it.

_Senator Busa. Thank you, Mr. Chairman. - Thisis a good explana-
tion.

Representative Reuss. When was the agreement signed which ac-
cepﬁ&% the industrial tariff schedule of the Common Market external
tarift?

Mr. BarLr. A general understanding was reached on industrial items
within the last few weeks. I wouldn’t say it was a signed agreement.
The way these things are worked out, there is a series of proposals
which are accepted or rejected and finally bargaining reduces one-after
another until there is an effective agreement. This has not actually
been formalized yet. ‘

Representative Reuss. Can you furnish this committee with a copy
of that agreement? ' :

Mr. Barr. Well, it hasn’t been formalized yet-but we can give you
a statement with regard to it, Mr. Chairman.

Representative Reuss. I mean if it hasn’t been formalized by being
signed, give us a copy of the statement.

Mr. Bacr. I think what we will do is this. I am advised by one of
my colleagues, Mr. Vine, who has just come up here, that there has
been no specific acceptance by the United States of any of the offers
and that there will be no acceptance of the offers until everything has
been agreed upon. This is a very long, complicated schedule. These
are not made public at the time and we would have to give them to the
committee in confidence.

Representative Reuss. We would appreciate seeing them on what-
ever terms you wish and, of course, if they aren’t public we would
receive them in complete confidence for our own internal use. I would
like to make that request at this time.

~ Mr. Bar.. We will provide you with such information as we can get
and with a full explanation of it, sir. _

(The information to be supplied is as follows:)

The negotiations held with the EEC during the first phase of the Tariff Con-
ference, which was convened in Geneva in September 1960, have been concerned
with establishing a schedule of tariff rates for the EEC to replace the national
tariffs of the member states in accordance with the provisions of article XXIV
of the GATT. In the course of these negotiations the EEC has made offers
of bindings and reductions in the common external tariff covering a large segment
of U.S. exports to the EEC area. The overall incidence of the offered rates,
particularly in the industrial sector, compares favorably with the incidence of
the national rates which they replace. In the agricultural field negotiations
have been complicated by the fact that the European Economic Community is
still in the process of developing a common agricultural policy and has not been
able to determine definitive levels of protection for some of the commodities in-
volved. Items in this field are therefore subject to further negotiation. Pending
the conelusion of these negotiations the United States has pot finally accepted
the cffers made by the EEC. Under accepted rules of procedure in these tariff
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negotiations the Department of State is not in a position to indicate specific
results of the negotiations until the EEC offers have been confirmed by the EEC
and accepted by the United States.

Representative Reuss. Then is my understanding correct, that while
phase 1 has not been completed as far as the United States is con-
cerned, we are going on to phase 2 even though the phase 2 exercise is
a provisional one and depends upon ultimate agreement on phase 1.

Mr. Barr. There can be no final agreement on phase 2 until phase
1 has been completely agreed upon.

Representative Reuss. Would you not agree with me, Mr. Ball, that
our agreement on phase 1; namely, whether the Common Market ex-
ternal tariff is of such a nature as to qualify as a customs union ex-
ception to the General Agreement on Tariffs and Trade, is dependent
on the whole package presented to us? It would profit us nothing, for
example, to have a liberal, industrial tariff schedule if the agricultural
tariff and quota provisions are not liberal but grotesque.

Mr. Barr. Well, it is not grotesque. It is now narrowed down to a
narrow range of issues. We have every intention of concluding it be-
fore any final agreements are reached with regard to phase 2.

Representative Reuss. Let me ask you a further question with re-
spect to this phase 1, article 24 of the General Agreement on Tariffs
and Trade negotiations. :

It is my understanding that in 1957 both Germany and Italy re-
duced their tariffs 25 percent.

When the Common Market external tariff came to be set up some
time later, this 25-percent reduction was withdrawn and not included
In the base on which the Common Market external tariff was calcu-
lated. Thisis a fact, is it not ?

Mr. Barn. The common external tariff is based on the tariff rates
in effect on January 1, 1957, except that a temporary 10-percent reduc- .
tion in certain Italian rates was not taken into account. German re-
ductions of 25 percent were made in the summer of 1957. These were
of a temporary nature and were designed to correct cyclical changes
in the German economy. They were made subsequent to the base date
of the Rome Treaty.

Representative Reuss. Article 24, to rephrase it in lay language as
I read it, says that the Common Market external tariff cannot be
higher or more restrictive in its incidence than was the case before
the external tariff went into effect.

Doesn’t the withdrawal of the German-Italian “on-again, off-
again,” “now-you-see-it, now-you-don’t,” tariff reductions conflict
with this requirement of GATT? Should we not insist that our Ger-
man and Italian friends who are in a position of abundant surplus
should start from the actual situation before the external tariff went
into effect? ,

Mr. Barr. My understanding is that the effective date of the treaty
was January 1, 1957, for the purposes of the base period, and that this
is the way in which article 24-6 has been interpreted as applying to
the situation which existed on January 1, 1957. Thus, this is not an
element in the consideration.

I would certainly agree with you that we should do everything
possible to persuade the members of the Common Market to reduce
their common external tariff.

I may say that I think this is something where we are going to be
quite gratified in our hopes. They have offered the 20-percent, across-
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the-board cut on industrial tariffs. The indications are that, in dis-
cussing the question of reciprocity, they will take into account the
need for them to move toward a great liberalism in relation to the
outside world.

Representative Reuss. They have indicated that they view reci-
procity with favor.

Mr. Barr. In this case, they want to move toward liberalism and
they will take a very flexible view with regard to reciprocity in this
case.

Representative Reuss. Has this country formally accepted the in-
terpretation of the Common Market countries that it was acceptable
under GATT to determine upon a base date for the Treaty of Rome,
which, in effect, wipes out the earlier German and Italian tariff
reductions?

Mr. Bacrr. Tt is my understanding that the terms of the treaty were
such that, because the effective date was January 1, 1957, it had that
effect only with respect to a 10-percent Italian reduction. The Ger-
man reductions were made later in 1957 in order to deal with a prob-
lem existing at that time.

Representative Reuss. We weren’t, of course, a signatory of the
Treaty of Rome, and interpretations which the countries concerned
seek to make of its compliance with GATT provisions are not binding
on us.

Mr. Barr. There is one other point, Mr. Chairman, which I should
mention and that is the Italian and German reductions that you had
reference to were reductions that were not made on the basis of
reciprocity. They were made gratuitously and were not bound under
the GATT. Therefore, they are not regarded as being subject to the
same provisions of article 246 as if they had been reductions granted
as a result of reciprocal bargaining. :

Representative Reuss. Yes; although article 24-6 doesn’t say that.
Tt refers to duties and regulations in effect before the Customs Union
becomes effective. .

1 would like to leave this subject by saying that I think, as a matter
of national policy, we should hang on to every right given us by
treaties and other agreements that we have signed.

Mr. Barr. I am wholly in accord with that principle, sir.

Representative Reuss. Senator Pell?

Senator Prrr. Mr. Ball, you have had a hard day, ever since this
morning when I saw you in another hearing.

Mr. BarL. Yes, Senator.

Senator PrrL. I was wondering, in view of your recent trips abroad,
what your general reaction was to the formidableness of the tariffs
in industrialized countries abroad as compared to our own. Do you
feel they are heavier abroad or lighter?

Mr. Barr. I should say with regard to industrial products that
we are on the edge of losing our leadership toward liberalism. Ever
since 1932, we think the United States has been in the forefront of
seeking a world where goods can move freely.

At the moment, because of the new dynamism of the Common Mar-
ket, the fact their growth rates are proceeding at an extraordinarily
high rate, the fact that they are feeling a measure of self-confidence
in the whole world trade market, they are moving toward liberalism
and I think to some extent may be taking the leadership from us.
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Now it is a little hard to compare rates because they vary so much
as between countries. I have been interested myself for a long time,
for example, in trying to get an objective examination of the state-
ment very often heard that in this whole process of reciprocal bar-
gaining under the Trade Agreements Act, we have tended to give
more concessions than we have gotten. .

I have had some people look at this. I have never seen any satis-
factory answer to the question. To some extent it may be true and to
some extent it may not.

I would hope we can get some very serious studies on this. If you
compare rate for rate, then I would say the U.S. tariffs are higher than
some and lower than others. But I think the important thing right
now is the direction of movement, the degree of the drive for liberali-
zation, where it is coming from, and where it is likely to go. This
is the impression that I got in Europe: that with the self-confidence
that they gain from a dynamic market they have created, they are
much more inclined than we are to go forward with liberalization,
at least in industrial sectors.

Senator Prrr. And along that same line, do you have any reaction
with regard to the Eastern European or Soviet bloc nations? Are
they also attempting to reduce the tariffs in any way ¢

Mr. Barr. The problem there is that the restraints on trade with
the Soviet bloc are restraints we ourselves have imposed, and also
the Western nations.

Senator PELL. Are there any other nations which impose restraints
on trading with the Soviets beside ourselves? :

Mr. Barr. We have the strategic list, the so-called strategic list,
but with regard to the Soviet bloc where you have most trading
through state channels, whether there are tariffs or not is quite an
academic question, because when you have a state trading system
you have a total control of the situation.

The problem that we are encountering now with the Soviet bloc
nations concerns the whole question of the encroachment of Soviet
goods on the Western market, particularly in the case of oil where
we are giving very serious thought and study to the problem of the
increasing oil shipments to the West.

I think we can expect this to become a very much larger problem as
the Soviet Union and the bloc countries develop export surpluses,
which I think they almost inevitably will do; and this is going to be
a matter of increasing scrutiny and increasing concern not only for
us but our Western trading partners as well.

We are watching this and studying it and it presents some very
disturbing problems.

Senator PeLr. Thank you very much. Thatisall T have.

Representative Reuss. Back on the question of the Common Market,
in your statement you say that even a very slight increase in the rate
of economic growth of the six countries will be sufficient to produce a
demand for foreign goods high enough to offset completely the trade
diversionary effects of the Customs Union.

Now, I have a couple of questions on that. I hope that this increase
in the rate of economic growth of the Common Market countries does
come about, but it would be only realistic, would it not, to concede
that the rate of growth of those countries has been very high in recent
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years, and that it is quite possible that the rate of growth would slow
down.

Mr. Barn. Itis possible. There are a number of elements involved.
There may be some structural changes in the Common Market itself.

Representative Reuss. Your two predecessors at these hearings,
Secretary Dillon and Chairman Walter Heller of the CEA, they
thought that there was a very real possibility of some slowdown.

Mr. Barr. They are concerned, particularly Secretary Dillon, of
course, with the problem of the balance-of-payments situation of the
United States, and they could foresee a slowdown in the rate of
growth of the Economic Community as creating further problems for
our exports and this is certainly the case.

Now, I think the sustained periods over which the countries of the
Community have been able to maintain their growth rates is quite
notable, quite remarkable. I think that they sustained them longer
thari most of us thought they would.. Whether they will continue to
do so, I don’t know., |

I think that you are right in noting that the growth rates are
already high, and perhaps it would be overoptimistic to think that
there is going to be an increase then.

I merely made this statement to note that the leverage was very
considerable in the sense that a relatively slight fluctuation could
have a very considerable effect on trade and that the degree of trade
diversion which might have an adverse effect on our own exports was
a marginal amount which could be wiped out very easily by even a
relatively small increase.

Representative Reuss. Well, I would agree that it might be wiped
out by an increase in the rate of economic growth of the Six, but
if there is not an increase in the rate of economic growth of the Six
or if there is a decrease then the diversionary effects of the Common
Market external tariff would hurt our exports and add to our balance-
of-payments difficulties; would they not ?

Mr. Bawr. There is no doubt that, at least on the short term, there
are trade diversionary effects which have an adverse effect on our
exports.

Now- we faced this quite consciously, and as a matter of Government
policy we regarded the political factors involved in the greater co-
hesion given Europe by the creation of the Community as an over-
riding consideration which is more than compensation for what we
would think of as a relatively temporary effect, if any, that the trade
diversion might have for us. '

Representative Reuss. Even if there is an increase in the already
high rate of economic growth of the Six, is it not likely that most
of the fruits of that increase might well go, say, to Western Germany
within the Six?

Mr. Barr. Our exports have been able to hold their own very well
up to this point. -

Representative ReEuss. As you pointed out in the sentence just prior
to the one I read, one of the reasons our exports have been able to
hold up so well is because the initial tariff reductions were generalized
to us.

Mr. Bar. I hope they continue to be generalized.

71496—61——6
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Representative Reuss. So do I, and I am delighted to hear you
articulate that as a goal because 1 think and many members of this
committee think, it is terribly important that the advantages of the
Common Market not be dissipated by its becoming a discriminatory
trade diversionary end play. The only way to avoid that is to
generalize its benefits, not just to the Outer Seven, not to this country
alone, but to the whole free-trading world.

Mr. Barr. Of course, Mr. Chairman, if we expect the Common Mar-
ket countries to do this we must also be prepared ourselves to bargain
with some reciprocal concessions because you can scarcely ask them,
with their ultimate objective at the end of the transitional period,
which is to come down to zero tariffs, to be an oasis of free trade in a

“world in which the rest of the industrial countries are imposing tariff
restrictions. -
- Representative Reuss. However, I want to record a partial dis-
agreement with you on that, Mr. Ball. I think it would be a mistake
for us to proceed solely on the basis of the reciprocity vis-a-vis the
Common Market for two reasons. One, the Common Market, which
came into being with our consent, represents a very substantial con-
cession that the other GATT signatories are giving to the Six; namely,
the right to discriminate against outsiders. It does not bother my
sense of justice a bit to ask that they, who have thus received more than
reciprocity, in return be asked to give more than reciprocity.

Moreover, the fact is that the Common Market happens to include
countries which are currently enjoying almost an embarrassing
and persistent surplus in payments, notably West Germany and Italy.
" Quite apart from any questions of tit for tat, it seems to me that
under these circumstances, more reciprocity should be expected of the
Common Market, and if we don’t ask for it we surely aren’t going to
get it.

Mr. Barr. I would agree with everything up to the last sentence,
because I think we are going to get it without asking for it, and 1
think this is the mood of the Common Market countries and the Com-
mon Market Commission. '

When they talk of a 20-percent across-the-board reduction, in in-
dustrial tariffs that is, I think they are thinking of going a long way
down this route without asking for reciprocity to the fullest extent.

Representative Reuss. Let’s turn a moment to the things you said
about meeting the payment difficulties of the industrialized countries
of the free world. :

Quite recently, at the time of the German and Dutch revaluations,
the central banks of thé major nations made some quite successful ad
hoc arrangements for dealing with the side effects of those revaluations.

Do you see any advantages or disadvantagesin having these arrange-
ments made on a continuing basis rather than on an improvised basis
each time, and what seems to you a good organizational and institu-
tional framework for conducting those arrangements of marshaling
aid for payments difficulties ?

Mr. Barr. Well, as far as the central banks are concerned, obviously
there are great advantages in the close working relationships between
them and the attitudes which they have adopted of showing restraint
or taking policy measures which will be useful in easing some of the
difficulties that countries may get themselves into.
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I would think that the OECD offers a very useful mechanism, the
Economic Policy Committee, for working out some of these problems
and for providing a forum in which there can be a kind of consulta-
tion on these questions, and I am hopeful that it is going to develop
along this line.

Certainly, the meetings that have been had so far have been very
promising in this respect. _

Representative Reuss. I am glad to hear you say that. The three
major areas of concern to the OECD are now the monetary and fiscal
policies of its members, their commercial policies, and the develop-
ment of new policies on foreign aid. Isthatright?

Mr. Barr. That isright, sir.

Representative Reuss. Don’t you think it would be useful if a
fourth goal were added to OECD’s functions at the proper time—and
the proper time may not be far off—to work out institutional arrange-
ments for meeting problems caused by payment surpluses and deficits.

Mr. Barr. I should refer to the working party on payments which
has been set up under the Economic Policy Committee. A good deal
of this can be accomplished under this nine-member group that has
been created here,

I would think, Mr. Chairman, that we are in an area where we ought
to proceed with a good deal of pragmatism, a kind of empirical spirit
because we are moving toward a new plane of cooperation with our
European friends. We are moving into a kind of much more inti-
mate discussion and agreement on our domestic policies and on our
monetary policies than has been the case before. Just how we insti-
tutionalize this, if we do, is something I think should come later rather
than now,

In other words, I think the first thing is to establish the atmosphere
and the general forum where these things can be worked out and I
think this is being done. : _

Representative Reuss. You agree there is a need right now for
evolving pragmatically some institutional arrangement which can
deal with payments crises such as we had last September.

Mr. Barr. I think that the working party on payments can be most
helpful in that regard and that includes not only the senior Treasur
officials but the central bank officials so that this is an area in whic
there can be this kind of a converging policy.

Representative Reuss. The working party can be most helpful in
proposing a set of arrangements which can handle the problem. You
%r?in’t suggesting that the working party in and of itself is such a

ody.
Mr. Bawr. It is becoming a body, I think, where it serves as a
mechanism for the consultation on policy. What kind of offspring
it may have itself or propose to the QECD I think is a matter which
we should proceed on with a good deal of care. We should give a -
good deal of thought to it. _

Representative ReEuss. Some have suggested that payment arrange-
ments between the advanced industrial nations would be best handled
through some institutional organization other than the International
Monetary Fund on the ground that the use of International Monetary
Fund resources by the advanced countries will diminish the Fund's
value for the developing countries.
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In your paper you have some very good points about the special.
needs of the undeveloped countries.

Would you care to comment on the thesis I have just advanced ?

Mr. BaLr. There has been a good deal of discussion of this ques-
tion, and I recognize it. I think it would be a little premature for us
to express a view on exactly how this should be done. We are giving
it very careful thought. : :

I know that not only in the Department but also in the Treasury
and in the Council of Economic Advisers we are considering the
whole set of relationships here and:where the emphasis of effort
should be. But I think it would be rather a premature thing for me
to express my views now.

Representative Reuss. You have also commented on the need for
providing better markets for primary producing countries, one com-
modity countries and so on.

In that connection, let me ask you this. Is there not some hazard
that the Common Market, with whatever auxiliary arrangement it
may make for the former colonial countries of Africa, might leavé
Latin America out in the cold and should we be recognizing this and
doing what we can to mitigate it ?

. The only thing we can do to mitigate it as you have said, is to see
that the Common Market is as liberal as we can make it.

Mr. Barr. We are trying to do something more than that. We
have had a series of discussions with both the British and the French
Governments with regard to this problem, and we are setting up a
working party at the technical level to consider what can be done
about it in which the British Government, the French Government,
and the European Economic Commission should all participate.

I think one of the approaches to this that may be the most bene-
ficial is not to look at these two great preferential systems—the Com-
monwealth system on one hand, and the system of preferences which
results from the relations between the Common Market and the asso-
clated oversea territories on the other—as things which have to be
frontally approached, but rather to make a commodity-by-commod-
ity examination of what can be done to provide for a nondiscrimina-
tory free entry of certain tropical products into the Northern Hemi-
sphere countries on a basis where all the producers will have the same
free access. .

This is a question which, as I say, I have undertaken to discuss with
both the French and the British Governments. We have had some
long talks about it. I don’t know just what is going to come out of it,
but we are actively pursuing the possibilities. It is complicated. It
has to be tied in, in many instances, with some proposals for bringing
new flexibility into market arrangements for individual commodities.
But I can assure you, sir, we are giving this a great deal of thought
and study, and there is some discussion going on with our friends in
Europe with regard to this probiem. )

Representative Reuss. It sounds like an extremely sensible ap-
proach. As you carve out these important primary commodities from
the area of discrimination, you certainly take the sting out of such
arrangements. . . .

Another thing that I read that you are doing which I certainly
want to commend you on, is an attempt to secure entry for the light
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manufactured products of certain developing countries, like India, for
example, to areas in Western Europe where they are now pretty well
excluded.

Mr. Bawr. This is something which we must do progressively be-
cause I think the problem is going to get far more serious before it
gets better.

Representatives Reuss. Senator Pell?

Senator PeLr. I haveno questions.

Representative Reuss. Thank you very much, Mr. Ball. We ap-
preciate your help.

We stand adjourned until 10 o’clock tomorrow morning at which
time we shall hear in this room officials of the Federal Reserve Bank of
New York.

(Whereupon, at 4: 30 p.m., the committee adjourned, to reconvene
at 10 a.m. on Tuesday, June 20, 1961.)



INTERNATIONAL PAYMENTS IMBALANCES AND NEED
FOR STRENGTHENING INTERNATIONAL FINANCIAL
ARRANGEMENTS

TUESDAY, JUNE 20, 1961

Concress oF THE UNITED STATES,
SUBCOMMITTEE ON INTERNATIONAL EXCHANGE AND
PayMENTS oF THE JOINT EcoNonic COMMITTEE,
Washington, D.C.

The joint subcommittes met, pursuant to recess, at 10 a.m., in the
Old Supreme Court Chamber, room P-63, the Capitol, Hon. Henry
S. Reuss (chairman of the subcommittee) presiding.

Present: Representative Reuss, Senator. Douglas, Senator Prox-
mire, Senator Pell, and Senator Javits. - _

Also present: John Lehman, deputy executive director and clerk;
and Emile Despres, Lorie Tarshis, and William Salant, staff con-
sultants.

Representative Reuss. Good morning. ‘ _

The subcommittee will come to orﬁer for a continuation of the
hearings on international payments and exchange.

This morning we are privileged to hear from representatives of the
Federal Reserve Bank of New York. We had invited Mr. Alfred
Hayes, the president, as well as his associates, Mr. Coombs, Mr. San-
ford, vice presidents, and Mr. Trued, manager of the foreign de-
partment. But Mr. Hayes, unfortunately, has a virus infection and
asked that he be excused.

We are very happy, however, to have his statement, and to have
present here the other gentlemen. And I think we will proceed in
the usual way.

You have a prepared statement from Mr. Hayes?

Mr. Coomss. Yes; Ido, Mr. Chairman.

Representative Reuss. We would like to admit that to the record.
And I would ask you to proceed briefly, either to read it or to sum-
marize it as you see fit. :

STATEMENT OF ALFRED HAYES, PRESIDENT, FEDERAL RESERVE
BANK OF NEW YORK, AS PRESENTED BY CHARLES A. COOMBS,
VICE PRESIDENT; ACCOMPANIED BY HORACE L. SANFORD, VICE
PRESIDENT, AND MERLYN N. TRUED, MANAGER, FOREIGN DE-
PARTMENT, FEDERAL RESERVE BANK OF NEW YORK

Mr. Coomes. All right, sir.
I want, first of all, to thank you for the privilege of appearing before
the committee. Mr. Hayes asked me to express his great regrets that
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he was unable to appear personally. And, if you don’t mind, I will
read through the statement.

Mr. Chairman and members of the subcommittee, I consider it a
privilege to have the opportunity to file this statement with the Sub-
committee on International Exchange and Payments of the Joint
Economic Committee of the Congress. My associates who will ap-
pear at the hearing this morning are Charles A. Coombs and Horace
L. Sanford, vice presidents, and Mérlyn N. Trued, manager, foreign
department, Federal Reserve Bank of New York. .

In creating the Subcommittee on International Exchange and Pay-
ments, the Joint Economic Committee has recognized the need for
periodic review of United States international financial policy and,
more generally, of the performance of the international financial sys-
tem. Certainly the experience of the last few years has impressed
upon all of us the necessity of continuing intensive study of the very
complex problems we face in this area.

For many years after World War II the U.S. economy was alone
equipped to supply the goods and services so urgently required by a
war devastated world, and the resultant dollar shortage forced many
foreign governments to impose severe controls over trade and capital
transactions with this country. - _ g : :

Today, the economies of Europe and Japan—assisted by generous
U.S. aid—have not only fully recovered but have moved on into a new
phase of dynamic expansion. Their resurgent economic strength has
permitted the restoration of currency convertibility and the disman-
tling of most discriminatory exchange controls against the dollar.
They have made major progress, as we have so often urged, toward
a closer relationship of their commodity and financial markets with
our own. But our very success in thus stimulating the recovery of
Europe and Japan, and the liberalization of trade and payments
among the nations of the free world has brought in its train a whole
series of new problems.

From the experience of the past year, it has become abundantly
clear that national economic and.financial policies can no longer be
based solely upon domestic considerations; they must also take into
account potential repercussions in the exchange markets and the bal-
ance of payments. As the major foreign currencies have regained
their strength and prestige, and facilities for capital transfers have
become more readily available we have now to face the problem of deal-
" ing with large-scale and potentially disruptive, flows of short-term
funds and other payments from one financial center to another. Fur-
ther, the United States and, more recently, other developed countries,
have undertaken to support massive programs of economic develop-
ment in those vast areas of the world where an intolerably low stand-
ard of living still prevails. But unless the financial burden of this
development effort is equitably shared among all countries capable of
supplying capital and other assistance, the dollar, and indeed the
entire international financial structure, could be subjected to excessive
strain.

We thus face a wide range of new and perplexing problems to which
there are no easy answers. The defense of the dollar is a job for all of
us, since it depends, basically, on the maintenance of a sound and
growing American economy. In the area of monetary policy, the
Federal Reserve system must continue to seek to promote maximum
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sustainable economic growth. For the period immediately ahead, the
System must continue to encourage the forces of recovery while at
the same time guarding against the reemergence of inflationary forces
as the recovery progresses. Proper fiscal and debt management poli-
cies are highly important; there is a danger that too great a burden
will again be placed on monetary policy if budget deficits that were
appropriate during a period of recession are allowed to persist during
a phase of the business cycle in which such deficits would be inappro-
Eriaté‘.. Defense of the dollar equally requires the most serious efforts

y both labor and management, and a growing awareness by the pub-
lic generally that the American economy is not isolated from the rest
of the world. The sellers’ market of the early postwar period has
become a part of history, and the vigorous competition of today serves
as an additional warning that costs must be kept down and produc-
tivity increased if the United States is to retain its role as a leading
exporter in world markets. These competitive forces have not been
without a healthy influence on our domestic price structure, and there
is hope—provided we keep our own house in order—that a period of
sustained growth with reasonable price stability lies ahead for us and
for the other leading countries of the world.

To some students of international finance the challenge appears so
formidable as to require sweeping reforms in the international finan-
cial system itself. I do not agree. In my view, there is no reason
to fear this new era of international competition and currency con-
vertibility, nor to shrink from the challenge posed by the development
needs of Latin America, Africa, and Asia. For me, the key to all
these problems lies primarily in the formulation of appropriate poli-
cies and in their coordination through international consultations,
rather than by radically transforming existing institutional arrange-
ments.. This is hardly intended to suggest that the present interna-
tional financial system does not suffer from certain weaknesses and I
shall mention later some modifications which I think are needed.

The present international financial system is, of course, the result
of gradual evolution over many years. The cornerstone of the whole
structure is the link between gold and the U.S. dollar, with the dollar
firmly-anchored by its interconvertibility with gold at a fixed price
of $35 per fine ounce. Most other governments in the Western World
have established with the International Monetary Fund par values
for their currencies in terms of either gold or the dollar, and monetary
authorities generally are committed to maintaining these par values
by buying or selling dollars in their exchange markets to maintain the
rates for their currencies within a relatively narrow range.

This network of fixed exchange rates has greatly facilitated the
growth of international trade and capital movements, and has thereby
contributed to the increasingly close integration of world trade and
payments.

In this international system the United States plays the dual role
of the most powerful trading nation and the foremost banker for the
rest of the world.

The role of the United States as the world’s leading trader is based
upon many factors—the massive raw material requirements of our
factories, the high consumption demands of our people, the competi-
tive strength of many export industries, an abundant flow of private
savings into investments abroad, and sizable governmental programs
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of foreign economic aid. The growth of our foreign trade has been
further strongly stimulated by U.S. Government policy which has
consistently sought to minimize artificial barriers to trade and pay-
ments between our domestic market and the rest of the world. Liast
year our total payments and receipts came to some $57 billion, with
receipts falling short of the payments by $3.8 billion or, roughly, 13
percent. : )

I am sure that many competent witnesses have already provided

- you with an exhaustive analysis of our balance-of-payments experi-
ence during recent years, and I shall try to highlight only a few points
which, to me, seem particularly important. :

As you know, the deficit position of 1960 was not something neiw.
Indeed, such deficits have been a characteristic feature, except in 1957,
of our balance of payments for more than a decade. Prior to 1958,
however, these deficits generally ran in the magnitude of $1 to $2 bil-
lion and served the highly useful purpose of reconstituting foreign
dollar balances and securing a more appropriate distribution of gold
stocks. Such deficits, in fact, were instrumental in helping to bring
about the rapid expansion of international trade and investment, the
dismantling of discriminatory controls abroad, and the retoration of
currency convertibility by the leading Western European countries
at the end of 1958. While some might be tempted to criticize what
seemed a delayed awakening by the United States to its growing bal-
ance-of-payments problem, full recognition must be given to the
changing nature of the problem during these transitional years.

By late 1959 it was reasonably clear that convertibility was a solid
success and that most of the leading trading nations had so reconsti-
tuted their international reserves that they had little need to build
them up further. Moreover, there had been a very sizable increase in
the dollar working balances in the hands of private foreign interests,
and, with the restoration of confidence in European currencies, there
was an increasing tendency for funds to flow to foreign financial
centers where interest rates were most attractive. In this new context,
and particularly with declining interest rates in the United States in
1960, the continuing balance-of-payments deficits of the United States
took on a more ominous aspect. The storm signals had been raised.

I do not believe it is necessary to review with this group, in any
detail, the various measures that were undertaken to defend the dollar.
While I would reject the tying of U.S. foreign aid to the American
market as a basic long-run principle of our aid program, I believe
that the moves which have been taken in that direction since late 1959
are entirely appropriate under the circumstances. ' g

Subsequent measures and proposals designed to secure a more
equitable sharing with our allies of economic and defense aid outlays,
to stimulate exports, to economize on military expenditures abroad, to
prohibit private U.S. ownership of gold abroad, and to reduce the
duty-free allowances for returning tourists were all highly desirable.
In addition, various official statements, especially President Kennedy’s
message on balance of payments and gold to the Congress in February
of this year, had a highly beneficial effect, providing impressive re-
assurance to the world of our determination to defend the dollar.

I have been particularly gratified that recourse to restrictive trade
and other controls has had no part to play in this program. Con-
tinued efforts are still necessary to eliminate restrictions against U.S.
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exports and to encourage a number of countries to make their capital
markets more freely accessible to foreign borrowers.

We would only hurt ourselves by turning our backs on the principles
of liberal trade and unrestricted international payments for which
we have stood. Much still needs to be done to create a sufficient aware-
ness of the need to expand our exports. It is encouraging, however,
that there are indications of a more vigorous pursuit of foreign mar-
kets. I have full confidence in the ability of American labor and
management to rise to the challenge, with benefits to all concerned.

- I should now like to turn to the role of the United States as banker
for the rest of the free world. As a central banker, I am, of course,
particularly concerned with this banking function of the United States
and with the role of the dollar as an international reserve currency.
The Federal Reserve Bank of New York now maintains accounts for
97 central banks and monetary authorities throughout the world, and
this brings us into close day-by-day contact with the many complex
problems facing the dollar as a reserve currency.

As of the end of 1948, foreign official holdings of gold and dollar
resérves amounted to $8.8 billion and $2.8 billion, respectively. Since
then, there has been an impressive rise in both types of reserve assets,
with foreign official holdings of gold amounting, as of the end of
March 1961, to nearly $21 billion, while official dollar reserves had
risen to somewhat more than $11 billion as of the same date. We hold
earmarked in our vaults in New York $9.5 billion, or nearly one-half
of total foreign official gold holdings, and also hold for foreign official
account roughly $6.5 billion of dollar balances and other liquid dollar
assets. In addition to these official dollar holdings, foreign private
and international holdings now amount to about $12 billion.

It.is important to note that the $11 billion in official short-term
balances is convertible into gold on demand. Balances held by foreign
private interests, as well as those of domestic holders, acquire the con-
vertibility privilege if they are shifted into foreign official accounts.
Since the United States stands ready to convert at a fixed price, for-
eign official dollar balances into gold on demand, these dollar balances
are regarded by foreign countries as equivalent to gold itself and
hence have been included in their official reserves. By thus serving as
the banker for such a gold-exchange or dollar-exchange system, as it is
sometimes called, the United States has made possible a massive rein-
forcement of international liquidity upon which the free flow of world
trade so heavily depends.

There are many reasons why the dollar has acquired this status as
a reserve or key currency and, of these, I would mention particularly
its stability, ifs interconvertibility with gold, its widespread use in
financing world trade, and the availability, in New York, of financial
markets of unparalleled size and efficiency which permit dollar hold-
ings to be readily put to work. ‘ '

These factors were instrumental in establishing the dollar equally
with gold as the reference point for setting par values for other cur-
rencies with the International Monetary Fund. The emergence of the
dollar as a key currency has been mainly a postwar phenomenon, al-
though it had its beginnings in the prewar period when there was a
massive inflow of capital from abroad in search of a safe haven.

It may be noted that the conditions which have made the dollar
a reserve currency were not fostered solely, or even largely, for that



88 INTERNATIONAL FINANCIAL ARRANGEMENTS

purpose. Rather they are an integral part of our market economy
and the result of our efforts to achieve much broader goals. The re-
serve currency status of the dollar thus ultimately flows from and
depends upon the preeminent role of the United States in interna-
tional trade and finance, a role which can be fulfilled only by continu-
ing adherence to sound economic and financial policy. Any under-
mining of confidence in our ability to keep our financial house.in
order—any slackening of resolve in the pursuit of monetary stability
or any weakening of fiscal responsibility—could result in- a severe
blow to the dollar as a reserve currency and, in fact, to the entire inter-
national financial system. o "

This would be a development that would prejudice our economic
well-being in the broadest sense by undermining the base on which
so large a share of world trade and payments now depends. We, there-
fore, have a responsibility—and one not without advantages—which
we have met, and should continue to meet, with a resolution equally
as firm as that required for leadership in the security and economic
progress of the free world. o . .

Since 1959 the United States has faced a new problem of insuring,
in an increasingly competitive world market, a sufficient volume of
exports and other earnings abroad to finance our import, requirements,
our military expenditures abroad, our foreign aid programs, and our
foreign investment activities. Simultaneously, we have had to guard
against the very real risk that the volume of our short-term dollar
liabilities, in our role of banker for the rest of the world, might grow
so rapidly in relation to our gold stock as to create doubts as to our
ability or willingness to pay out gold on demand.

This dual problem, which has involved striking an appropriate
balance in our economic and financial policy decisions between do-
mestic and international considerations, has been a matter of concern
to the Federal Reserve System for some time past.

As the U.S. economy moved into recession in 1960, the problems of
reconciling the domestic and international objectives of monetary pol-
icy became a very real and immediate issue. While domestic business
conditions clearly required an easy money policy, the ever-present
threat of sizable outflows of funds to foreign financial centers made
it essential that short-term interest rates should not be permitted to
decline to the low levels that had prevailed during comparable phases
of the business cycle in 1958 and 1954. Here was a clear-cut example
of the possibility of conflict in policy objectives that can emerge in
the competitive and convertible world of the 1960’s.

The domestic situation called for supplying the commercial banks
of the country with additional reserves not only to meet their seasonal
needs cutomarily arising in the second half of the year but also to
improve their liquidity and encourage them to make more loans.
Vast purchases of U.S. Treasury bills by the System would have un-
duly raised the price and depressed the yield of such securities, and
thereby would undoubtedly have stimulated a further outflow of funds
from the United States.

Accordingly, the Federal Reserve furnished the banks with a large
amount of reserves in other ways than by Federal Reserve purchases
of short-term Government securities. In several steps timed to meet
seasonal needs, the commercial banks were authorized to count cur-
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rency and coin held by them as part of their reserves, and the reserve
requirements for banks in central reserve cities were reduced to make
them the same as the requirements for banks in Reserve cities, thus
bringing about in 1960 a uniformity required by law not later than in
1962.

In addition, beginning in October, open market operations were
undertaken in short-term Government securities other than bills.
Then, in February of this year, the System broadened the maturity
range of its operations to include purchases of intermediate and longer
term securities. Such securities were purchased by the System to
supply reserves on balance as well as to offset the loss of reserves that
otherwise would have resulted from the sale of short-term Government
securities designed to counteract downward pressures on short-term
rates. Of course, they were intended also to facilitate the flow of
longer term funds into productive investments.

‘While many other factors were also involved, I feel certain that
these System actions were important in preventing further declines
in the rate on the key 3-month Treasury bill. Over the last 9 months
the 3-month Treasury bill rate has been within a range of 215 to 2%
percent; during most of the time the range was 214 to 215 percent.
Th&s compares with the five-eighths percent rate reached in both 1954
and 1958.

The miere fact that it was widely recognized, both at home and
abroad, that the Federal Reserve was actively concerned with the
problem of relative interest rates was a reassuring factor in the
exchange and money markets. To sum up Federal Reserve experi-
ence, I feel that in 1960-61 we were able to reconcile the apparently
conflicting demands of the domestic and international situations
through a flexible adaptation of our existing techniques. Future con-
flicts may prove more intractable, however, and we must be ever alert
in the search for policies and techniques that will best serve the Na-
tion’s overall interests.

The letter inviting me to appear before this committee raised a
question as to the significance of the international currency move-
ments of the past year as the result of speculation and of di%erences
in money rates. 1 believe I have already indicated that the role of
the dollar as a reserve currency means that the United States must
constantly face the possibility of pressures arising from short-term
capital movements and other abrupt changes in the flow of payments,
and of resulting demands on our gold stock.

It was such movements of funds, superimposed upon basic balance-
of-payments deficits, that created serious problems in the fall of 1960
for the United States and, more recently, for certain European
countries. In a reverse sense, such flows have caused difficulties for
recipient nations, including particularly Switzerland and Germany.
International capital flows will continue to take place as part and

arcel of the free world economy we have ben striving so hard to
guild; the price of eliminating them would be to slide back into
pervasive and rigid controls. Over the years I feel sure that the
United States will have to face not only problems arising from
undesirably large outflows of short-term capital but also those arising
from massive inflows.
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In my view, there are two major problems associated with short-
term capital movements. The first problem involves the possibility
that such movements will feed upon themselves and encourage specu-
lative forces which could imperil a currency and, by causing dis-
orderly exchange markets, disrupt trade and other financial trans-
actions. The second is the possibility that such movements might
threaten a reduction in the liquidity required by a particular country
to sustain other trade and financial transactions. I believe there are
means available to meet successfully these twin threats to currency
stability and liquidity—and within the framework of the present inter-
national financial structure.

The importance of confidence in the underlying soundness of inter-
national currency relationships cannot be stressed too often. 'We must
make sure that the rest of the world can have no doubt about the
soundness of the dollar. If there is any basis for suspicion that we
have relaxed our guard, techniques designed to insure international
currency stability and liquidity can give only temporary relief. Tech-
niques alone cannot solve problems for us, although proper techniques
are essential for such solutions.

The first line of attack, therefore, involves clear and frank recogni-
tion on the part of all countries of the importance of international
factors in the shaping of domestic monetary and fiscal policies. As
mentioned earlier, for the United States this is a relatively new con-
sideration, but it has been a real fact of life to most countries for many
years. Over the past few months, to cite a limited period, foreign
monetary authorities have taken a number of important measures with
international considerations in mind. - I would note, for example, that
since Jast fall the Bank of England has twice reduced the bank rate,
while the Deutsche Bundesbank has made three such reductions, to-
gether with substantial releases of additional reserves to the German
banking system. This relaxation of credit restraint in the United
Kingdom and Germany, while the U.S. Treasury bill rate has held
firm around the 21/ -percent level, has resulted in a significant narrow-
ing of international interest rate differentials.

In all probability, however, coordination of national monetary poli-
cies cannot in many instances prevent interest rate spreads from
reaching a magnitude sufficient to induce short-term capital flows
from one financial center to another. Furthermore, we face the ever-
present possibility of speculative pressures arising not only from fact
but also from mere rumor, Whicﬁ) can readily induce massive shifts
of “hot money” in search of a safer haven. During recent months
we have gained a great deal of useful and encouraging experience in
the potential effectiveness of central bank cooperation to cushion and
reverse such speculative capital movements. . .

During the early months of this year there was a further growth
of specu%ation in the exchange markets on the possibility of revalua-
tion of one or more European currencies. As a result, funds initially
attracted to certain European markets by considerations of higher
interest earnings or capital appreciation were strongly augmented by
a wave of speculative transfers across the exchanges. These specu-
lative anticipations were partially confirmed by the revaluations of the
German mark and the Dutch guilder on March 6 and March 7, respec-
tively. Far from inducing profit taking and a return flow of such
speculative funds, however, the short-run effect of the revaluations
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was to excite still further speculative anticipations of further read-
justments in European currency parities. To meet this threat to
orderly and stable exchange markets, a group of central bankers at
their monthly meeting in %asle, Switzerland, issued on March 12 a
declaration of mutual support and cooperation. Such cooperative
action has involved not only financial support to the currencies under
attack but also a variety of coordinated operations on the foreign
exchanges. Recently, as you know, the United States has undertaken
cértain exchange operations, notably in the forward market for Ger-
man marks. These operations appear to have served a most useful
purpose in sustaining stable and orderly exchange markets.

Representative REuss. At that point, these operations in the for-
ward market involved the sale of marks?

Mr. Coomps. These involved the sale of marks; yes, sir.

I might add in this connection that yesterday we also began opera-
tions in spot marks.

This cooperation has helped not only to temper speculation but has
also provided a means of promptly reinforcing international liquidity
in the required amounts. It would be my hope that close study of this
heartening experience will suggest additional important steps which
could be taken to broaden and regularize a system of intercentral bank
cooperation. The United States will need to cooperate in the explora-
tion of such steps and to consider the extent to which its participation
in them would be required to assure their success.

It would be a mistake, however, to think of any system of central
bank cooperation in the form of reciprocal credits as a substitute for
the credit facilities now available from the International Monetary
Fund. Intercentral bank credits are essentially of a short-term na-
ture and the reversal-of certain types of speculative capital flows may
well require a somewhat longer period of time and possibly greater
resources. In such circumstances, I would hope that access to the
medium-term- credit facilities of the International Monetary Fund
“would not be impeded by possible inadequacy of Fund supplies of cer-
tain currencies or by an unduly narrow interpretation of the eligible
.uses of the Fund’s credit facilities.

In this connection, I have been encouraged by the consideration that
is now being given to certain reinforcements of the Fund’s resources
and to.a clarification of uncertainties as to the availability of Fund
resources for meeting reserve drains generated by short-term capital
movements. On the matter of expanding the Fund’s resources, var-
ious proposals have been made. In my mind, the most promising
‘approach is that recently suggested by Mr. Per Jacobsson, the Man-
aging Director of the International Monetary Fund, for the establish-
ment of a system of dependable but limited standby credits to the

“Fund by the major industrialized countries likely to be subject to
major flows of capital among their financial markets.

In conclusion, I should like to venture some comments on the ques-
tion of the longer term problem of insuring an adequate growth of
international liquidity over the years. It issometimes contended that
if we succeed, as we must, in restoring balance-of-payments equilib-
rium, our very success will operate to the disadvantage of the rest of
the world by limiting the amount of liquidity that will be added to
the international financial system.
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I question seriously any such conclusion. Certainly there is at
present a fully ample stock of world liquidity in the form of gold and
foreign exchange balances and other forms of credit. While the rate
of new gold production over the years may slip somewhat behind the
growth of world trade, there is no particular reason to assume that
world liquidity needs will rise automatically and proportionately with
trade and investment. Just as we have develope(f) within our economy
increasingly efficient uses of money and credit, so also similar possi-
bilities are available internationally through cooperative arrange-
ments which will not impair the individual responsibilities of each
country. Moreover, while the United States must keep its balance of
payments under firm control, this does not preclude moderate flows
of dollars abroad when sich movements would serve a constructive

urpose.
P Fll)lrthermore, to the extent that the United States may find it de-
sirable to accumulate foreign exchange balances, new sources of liquid-
ity would be opened up. .

In this connection, 1t is important to recognize that liquidity should
1ot be defined narrowly with reference solely to existing stocks of gold
and foreign exchange but should also be taken to include private and
governmental credits, the intercentral bank credit facilities I have

iscussed, and the resources of the Monetary Fund.

If, therefore, domestic policies are appropriate and fashioned with
due regard to international realities, and if means to deal with short-
term capital flows are available and adequate, there is no reason, in my
judgment, why the international financial system cannot work satis-
factorily for at least the foreseeable future. I would thus conclude
that there is no present need for far-reaching reforms which would
basically alter the present financial structure, practices, and institu-
tions of the world. .

Representative Reuss. Thank you, Mr. Coombs. :

For the benefit of those in the hearing room who may have come in
late, Mr. Alfred Hayes, due to illness, was unable to be here this
morning, and his statement; was read by Mr. Charles A. Coombs, vice
president of the Federal Reserve Bank of New York, who is here to
testify along with another vice president, Mr. Horace L. Sanford, and
Mr. Merlyn M. Trued, manager of the foreign department of the New
York Federal Reserve Bank.

In accordance with our previous discussion, Mr. Coombs, it prob-
ably will be necessary presently that we ask a number of questions
concerning current operations of the Federal Reserve Bank of New
York which, for obvious reasons, will be asked in executive session.

However, before getting to that, there are one or two questions
which we would like to put to you in open session.

I would like to refer to your statement where you recount the meas-
ures taken last fall to create a higher interest rate on U.S. securities,
and thus narrow the interest disparity between short-term rates here
and abroad and lessen the danger of a flight of short-term capital.

You list as a step taken in that direction your implementation in
the autumn of 1960 of the law of Congress permitting the reduction
of the reserve requirements for banks in the central reserve cities, New
York and Chicago. ]

Now, in fact, did that move accomplish what you apparently hoped
to accomplish i)y it? I should think that the lowering of the reserve
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requirements of the big banks in New York and Chicago at a time
of recession such as was the case last fall did not enable them markedly
to increase their loans but instead led them immediately to buy 90-day
bills and other short-term U.S. securities, with consequent direct down-
ward pressures on short-term yields. What about that?

Mr. Coomss. I wish I could give you a direct and detailed answer
on that, Mr. Chairman. The unfortunate fact is that most of my time
is devoted to foreign operations. I do not follow the domestic side of
iIPI, obviously, nearly as closely as do Mr. Rouse, Mr. Treiber, and Mr.

ayes.

It is my understanding from what they have said that it was effec-
tive.

But I am sorry I can’t give you the details at this time to prove
that it was effective. )

Representative Reuss. I am not being fair to you in going into what
was a domestic operation when you are in foreign operations.

However, you might convey to my friends in New York my skep-
ticism as to this particular move. I think it may have gone 180° in
the wrong direction, and they may want to set me straight if they
stick to their guns and disagree with me.

Mr. Coomes. I will convey your interest and comments.

Representative Reuss. Senator Douglas?

Senator Doucras. There is just one question I would like to ask.

What is your estimate of the current annual increase in the gold
supply excluding possible increases in the Soviet Union ?

Mr. Coomes. About 2 percent a year. I think it is $1.1 or $1.2
billion. : ‘

Senator Doucras. And this is a 2-percent increase ?

Mr. Coouss. Roughly.

Senator Doucras. At what rate is the real gross national product of
the free world increasing?

Mr. Coomss. There are a good many countries, of course, for which
‘adequate statistics are not available. Growth rates in the countries
for which there are reasonably good figures seem to range anywhere
from 2, 3, 4, up to 5 or 6 percent.

Senator Dougras. Well, excluding Asia and Latin America and
Africa, taking Western Europe and the United States, wouldn’t the
average increase be somewhere around 314 to 4 percent ?

Mr. Coomps. I would think that would be a pretty fair guess.

Senator Doucras. It is lower than 314, around 214 in the United
States and Great Britain, and over 4 on the Continent of Western
Europe; isn’t that correct ?

Mr. Coomss. I think it varies from time to time. In certain years,
of course— :

Senator Doucras. In the last 5 years.

Mr. Coomss. I don’t have the average at the moment.

Senator Doucras. Isn’t that approximately correct?

Mr. Coomes. Certainly the rate of growth in Germany, France,
Italy, and Japan has been very rapid indeed during the past 10 years.

Senator Doucras. And West Germa,nﬁ?

Mr. Coomss. I am sorry, I thought I had mentioned Germany.

Senator Doucras. West Germany, France, Italy, and Japan.

71496—61——-7
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Now, if this is so, we will have to have restrictions on the use of
gold or the creation of additional monetary purchasing power to off-
set the slower rate of growth in the gold supply than in the real gross
national product; isn’t that true?

Mr. Coomss. Yes, I think that we can count upon a 2-percent an-
nual increase in gold. In this connection, it might make quite a bit
of difference depending upon where the gold flows. If the United
States needs no more newly mined gold, the flow to the rest of the
world might mean not 2 percent but closer to 4 percent in relationship
to their existing gold holdings. There is, I think, a possibility of
further gradual growth, at our discretion, of dollar balances. There is
also a possibility of further growth in the availability of credit
facilities. ‘

Those three sources of liquidity in conjunction would seem to me
to provide reasonable hope of taking care of whatever may be the
increase in liquidity requirements of the free world resulting from
the growth in trade and payments.

Senator Douceras. Do you have any information on the production
of gold in the Soviet Union? A

Mr. Coomss. The guess is that it is currently running at about $300
million a year. But that is guesswork.

Senator Doucras. Does any of that get into the Western World and
not entered on your books ¢

Mr. Coomes. We haven’t taken in any here. Most of it is sold in
Western Europe, in amounts ranging over the past 4 or 5 years be-
tween $200 and $300 million.

Senator Douaras. $200 and $300 million a year?

Mr. Coomss. That is right. » : o

Senator Doucras. Which they use to buy commodities from West-
ern Europe?

Mr. Coomes. Yes—anywhere in the world. The rate of sale dur-
ing recent months seems to have been somewhat heavier.

Senator Dovaras. Is that included in your figure of $1.1 billion
total increase? ‘

Mzr. Coomss. . That is not part of the increase.

Senator Douceras. So that if it is included that would make an in-
crease of about 214 percent?

Mr. Coomss. Approaching 2145 yes, sir.

Senator Doucras. I take it by your response you feel that it is not
necessary to develop new methods for settling international balances,
that the increase in gold plus the accumulation of dollar reserves will
be adequate. :

Mr. Coomes. Plus central bank credit facilities, and, I think most
important of all, expansion in the resources of the International
Monetary Fund.

Senator Doucras. How would those be obtained ?

Mr. Coomss. As indicated in the statement, we believe that the most
effective approach would be-for the Fund to negotiate with the major
industrial countries of the world a series of standby credits which
would enable the Fund, in times of shortages of individual currencies,
such as marks and so on, to obtain additional supplies of those cur-
rencies. : :
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The quotas of some European countries, notably Germany, and also
Japan, are probably on the low side in relation to their role in inter-
national trade and payments at the moment. .

Senator Doucras. Do you advocate our contributing more to the
more to the Monetary Fund ? :

Mr. Coonmss. I have a hunch that it would have to be a joint oper-
ation in which we would have to do our part. I would assume, how-
ever, that in view of the very sizable U.S. quota, the chances might
be less that a standby given by the United States would be drawn
upon than it might be in the case of some of the other countries.

Senator Douaras. Do you think Great Britain should contribute
more to the Monetary Fund ¢

Mr. Coomps. Yes, I think that the United Kingdom might well find
it advantageous to do so in return for the greater credit facilities it
would enjoy, if the other countries went along with a series of standby
credits. Itisa quid pro quo argument.

Senator Doocras. The statement is sometimes made that the one
way to get great international liquidity is for governments to run
deficits. Do you agree with that? ‘

Mr. Coomss. You mean balance-of-payments deficits ?

Senator Dougras. Yes.

Mr. Coomps. No; I rather have the feeling that it is the surest way
of destroying international liquidity. If the United States were to
continue to run massive balance-of-payments deficits and made no
efforts to correct them, we would bring down in time our own finan-
cial structure and induce a flight into gold of all the dollar resources
capable of so moving. '

enator Doucras. It has also often been said that the way to create
national liquidity is for governments to run budget deficits. Would
you agree with that? - :

Mr. Coomss. No; I don’t see the connection—unduly large budge- -
tary deficits could clearly create speculation on the exchanges, and
conceivably, through inducing conversions into gold, create the same
tendencies toward a contraction of liquidity.

I don’t quite see the connection.

Sfenator Doucras. I have never been able to see the connection my-
self. ' :

You have studied the so-called Bernstein plan and the Triffin plan?

Mr. Coomss. Yes; we have. The Triffin plan has many variances,
I have found. There have been many additions made to it. I am
never quite sure what the latest version is. We have certain objec-
tions to the Triffin plan. Possibly in the executive session I might be
able to speak more fully on that one. '

I think that we would favor the general principle of the Bernstein
plan. Whether the mechanical arrangements involved in the Bern-
stein plan of issues of debentures by the Fund and a reserve settle-
ment account, which is in a sense distinet from the Fund, whether this
is preferable to simple standby agreements which would add to the
resources of the Fund and in a sense be commingled with the other
resources of the Fund, and would also be subjected to the same stand-
ards as the Fund applies to the average run of drawings; of these two
I think we should be inclined to favor the standby arrangement, but
we should like to give it much further study. ' '
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Senator DoucLas. In other words, the power to draw upon balances
held by the several banking authorities 1 the various countries, but
not formally turned these funds over to the IMF ¢

Mr. Coomss. I am not sure that I fully understand your question,
Senator.

Senator Doucras. Who would hold title to those funds in the
interim under the standby agreement? Would it be the central bank-
ing authorities of the various countries?

Mr. Coomss. The central banks, or the treasuries, or the monetary
authorities—I presume what would be meant by standbys—they would
undertake to stand ready to supply additional credit to the Fund if
they were called upon to do so.

Senator Douaras. In the meantime, these funds, if invested, would
be drawing interest——

Mr. Coomes. They would not be available, in my understanding.

Senator Doueras. What ?

Mr. Coomss. My understanding is that the funds would not be
available; they would be a standby.

Senator Dovaras. They would be sterilized ¢

Mr. Coomes. They simply wouldn’t be paid into the Fund.

Senator Douaras. I understand.

What would happen in the meantime ¢

Mr. Coomss. There would be a contingent claim upon the foreign
central bank or treasury. It would undertake, if necessary, to pro-
vide money if called upon by the Fund to do so.

Senator Doueras. They would not be invested ¢

Mr. Coomss. No.

Senator Douaras. In other words, they would be sterilized ?

Mr. Coomes. It would be, in effect, a contract to supply the funds
when required. The funds would not exist, in effect, until they were
called upon to provide them.

I must confess that I have not participated in the discussions on
the subject, and am not familiar with the details of it. And the
opinions which I am expressing are in terms of principle rather than
in terms of the detailed mechanics of any of these plans.

Representative Reuss. At this point, I think we will go into execu-
tive session, because we do have some questions on very current
matters.

The afternoon session will be held in this room at 2 o’clock. Mr.
E. M. Bernstein, of Washington, will be the first witness, followed by
Mr. David Rockefeller, president of the Chase Manhattan Bank, and
these other sessions are, of course, all open sessions.

(By mutual agreement the discussion in the executive session is made
a part of the record, as follows:)

epresentative Reuss. We will go into executive session.

There are present Senator Douglas and myself, Mr. Shay, the
representative of the Federal Reserve System, the three gentlemen
from the Federal Bank of New York, members of the staff of the sub-
committee, representatives of Senator Javits and Senator Pell, and
the court reporter. The record of this executive session will, for the
present, be kept confidential.

The understanding is that the Federal Reserve Bank of New York
will promptly review the transcript that we submit to them, and hope-
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fully all or a large part of the testimony will shortly become eligible
for full publication. '

Mr. Coomes. May I ask you what your publication schedule is?
That could be a factor, too. This could be highly confidential a day
or a week from now and much less so 2 months from now.

Representative Reuss. We would like to publish the transcript of
these proceedings as soon as it can be edited. Today’s transcript will
be sent to you shortly, and T suggest that you tell us what is ready for
immediate publication. If there are other things that have to wait
awhile, you tell us, and we will wait awhile.

Mr. Coomss. Thank you very much.

Representative Reuss. I would like to pursue the questions that
Senator Douglas was asking.

You have said, Mr. Coombs, that the increase in the free world gold
supply is not likely to equal the increase in the growth rates of the
gross national products of the industrialized countries, nor is it likely
to equal the growth in the world trade. However, you don’t think
that there will be a shortage of international liquidity. You also
said that you don’t believe that running further payments deficits is
a good way of insuring adequate international reserves. I think your
feeling there is

Mr. Coonss. We could possibly run moderate deficits, very
moderate.

Representative Reuss. Your feeling there is that drastic deficits
create many other problems, that this is a bad way of creating
reserves?

Mr. Cooass. It can destroy them.

Representative Reuss. However, in your proposed solution to the
problem of future world liquidity, as I understand it, you rule out
any method which would create additional reserves over and beyond
those otherwise anticipated, and instead would attempt to meet the
problem by more efficient use of the reserves which we in fact have,
and the mild accretions thereto that you expect. Is that a fair
statement ?

Mr. Coones. Yes, it is. o

Representative Reuss. What makes you think, that the more ef-
ficient use of reserves will bridge the gap and furnish the necessary
total volume of reserves?

Mr. Coomes. I would say, Mr. Chairman, that the main problem

"we face in terms of international liquidity is that of dealing with
abrupt flows of funds from one country to another. )

In part, this could be in response to difficulties on the trade side,
deficits of a wasting nature of reflecting trade factors. :

I have a feeling, however, that for some time to come, perhaps for
the foreseeable future, that far more important problem of liquidity
will be that resulting from capital movements.

Now, part of the efficient utilization of the stock of reserves
throughout the world will involve the extension of credits by coun-
tries receiving these mass inflows to the countries losing them. This
is one means.

We have already seen an experience since March in Europe of an
extensive use of that technique. )

The second means is by ready recourse to the International Mone-
tary Fund.
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So the countries in time have the assurance that if they do suffer
losses of reserves, that they will be able to call upon others, other
central banks, or the Fund to back them up.

Representative Reuss. I would like to ask the members of the
staff to propose any questions that they may have.

Mr. Despres. I would like to ask a question, first of all, to clear
up a bit the record on a question that you answered during the
public session. '

I think you said that the annual increase in free world monetary
gold supplies was about $1.2 billion, apart from the Soviet bloc.

Mr. Coomss. Right.

Mr. Deseres. That figure, I thought, was about the figure for free
world gold production, and in order to estimate the increase in free
world monetary reserves, one has to deduct some $500 million for
the absorption of gold into nonmonetary uses, which would bring
the net increment down well below a billion. I think this was just
a misunderstanding.

Mr. Coomes. No, I was unconsciously netting out that demand
upon gold output from free world sources against:Russian produc-
tion, which suppplies $250 to $300 million a year. There should be
close to a billion available for official resources, I would say, if the
countries of the free world so conduct their affairs as not to generate
speculative private demand for gold.

If we are thinking in terms of years ahead, in making assumptions
as to how much could be available from gold output, I would be
inclined to set the figure close to a billion. _

Mr. Depres. So that the net addition to free world monetary gold
reserves from domestic production net of normal private absorption
would be close to a billion dollars worth ?

Mr. Coomes. Yes. And, furthermore, there seems to me to be a
distinct possibility that if things settled down—and I think there is
some hope that that could be the case—through the coordination of
policies, and stability in most of the countries of the world, that you
might well find sizable dishoarding of gold, so there would be an
additional supply there.

Senator Doucras. The volume of International Financial Statistics
as of June 1961 on page 19 lists the world total of gold production in
1960 as $1,175 million, at the U.S. rate of $35 per fine ounce. Now,
I missed your statement as to what the nonmonetary uses of gold
came to, how much is that a year?

Mr. Coomss. It has varied widely. In 1960, it absorbed the great
bulk of total output, mainly, I think, owing to the difficulties we ran
%)I'llth; We ran into estimated private use in 1960 of more than $1

illion.

Senator Doueras. More than $1 billion ?

Mr. Coomss. Yes. ,

Senator Doucras. Then I am unable to—I am quite unable to see
how the world gold reserves for monetary purposes increased during
this time by $1 billion. I would think that $1,175 million minus $1
billion would be $175 million.

Mr. Coomes. It depends upon—are we speaking about the actual
experience in 1960? As I understand your question, you are asking
what is the likely availability of gold over the years to come? I think
we can anticipate a certain growth in this gold.
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Senator Doucras. Well, let me ask you about 1959, what was the
nonmonetary consumption of gold in 1959 %

Mr. Cooxes. Total output in 1959 came to $1.125 billion, exclusive
of Russian output. Additions to official reserves were $680, esti-
mated private use about $700.

(Mr. Coombs subsequently supplied the following table for the
record :) .
Free world gold: Sources and uses, 1950—60

[In millions of dollars]

1950 | 1951 | 1952 | 1953 | 1954 | 1955 | 1056 | 1957 | 1958 | 1956 | 1960

Sources of new gold supplies:
[¢)] Frﬁe world gold produc-
N

o 845] 826 850 848 897 940] 978| 1,017] 1,048 1,125/ 1,175
@ Estiltna}:ed Soviet gold
sale -

' 140 35 70 1s0[ 260 210 255 2210

S
Disposition of new gold sup-

plies:

(3) Increase in official gold
holdings (including in-
ternational  organiza- .
(10311 J 300] 220{ 240 475] 650f 680 495 7051 670 695 340

(4) Apparent “disappear-
ance” of gold into use
in industry and the arts
and into private hoards.
[(@=0)+D—B)]------ 5451 606| 425 513] 282] 330 633 572( 588 685 1,045

(5) Total official gold and
foreign exchange hold-
ings (lincluding interna-
tional organizations)

Of which, gold..

(6) Annual percentage -

crease in official hold-

56, 04556, 485|567, 490(60, 02061, 68562, 390 63, 920(64, 935(66, 105[370, 610|74, 140
35, 355/35, 575(35, 815/36, 200]36, 940[37, 620138, 115(38, 820(39, 490, _40, 185/40, 525

ingsofgold. e .9 .6 7 18l 18 1.8 1.3 L8 L7 1.8 .8
(7) Proportion of total official
reserves held in gold.._.| 63.1] 63.0| 62.3| 60.5| 59.9| 60.3] 59.6| 59.8{ 50.7 286.9) 54.7

“174 is estimated that a small amount of gold was sold by the Russians in 1952, but o reliable estimates
of the precise amount exist, There were apparently no Russian sales during 1850 and 1951,
3 While sales through the London gold market fell to only $105 million, it is estimated that there were
very substantial direct sales to the Continent.
3 The large change in these figures reflects in good part the $3.8 billion increase in member-country cur-
rency subscriptions to the International Monetary Fund.

Sources: International Monetary Fund, International Financial Statistics, Balance of Payments Year-
book, and Annual Report; and Samuel Montagu, Annual Bullion Report. Estimated figures are also
largely based on these sources.

Compiled by Federal Reserve Bank of New York

Senator DoucLas. So that the increase in the reserves of gold and
foreign exchange was really only one-half of 1 percent or a net addi-
tion of about $400 million. This puts an entirely different complexion
on 1t.

And even if you bring in the Soviet Union gold, the Soviet Union
gold that finds its way into the free world through Switzerland and
other sources, you will have an increase of only around three-quarters
of 1 percent, and in the face of an annual increase in production in the
‘Western World of not far from 4 percent or more, it seems to me that
the problem is graver than I had inferred from your testimony in
open session.

Mr. Coomes. I don’t think so at all, if you will excuse me, Senator,
because as I understood the question it was, What sort of a comparison
can we make for years to come?

Senator Doucras. Years to come?

Mr. Coomss. Years to come, not what has happened in these—
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Senator Dougras. There is no way to judge the future except by
the past. And we are not going into the question of what is going to
happen in the future. .

Let me ask you this: Do the facts indicate that during these last
years the increase in the monetary stocks of gold has been at a rate
of less than 1 percent a year?

Mr. Coonss. That, I think, in recent years would be roughly the
case. But I would not agree that this is necessarily the case for the
next 10 or 15 years, if the major countries of the free world manage
their affairs successfully. »

Senator Doucras. Then you are basing this on hope rather than on
what has happened.

Now, I do not object to that, but I thought your testimony was
based on current happenings, or recent happenings.

Excuse me, Mr. Despres, I just wanted to pick this up, pick the
line of thought up which you started. You go ahead.

Mr. Despres. The statement by Mr. Hayes mentions that during
recent months a great deal of useful and encouraging experience has
been gained relating to the effectiveness of central bank cooperation
to deal with the hot money problem. Before we discuss all these mat-
ters, I think it would be useful for you to describe in as much detail
as you can the arrangements and operations which it has been possible
to work out through central bank cooperation during recent months.
I take it this is in connection with the flights of funds and the move-
ments of funds both preceding the mark and guilder revaluations
and more particularly following these revaluations, and before we
discuss the significance of these 1t might be well to get the facts as
fully as you can describe them. :

Mr. Coomps. As you know, the speculation that had focused on the
dollar in 1960 shifted during the early months of 1961 to the pos-
sibility that there might be currency readjustments within Europe.
The most, popular candidate for a currency readjustment was the
German mark. It was widely known in the exchange markets that
there were differences of view on this within the German Govern-
ment. And this contributed to a buildup of speculative anticipations,
and a sizable, continuing flow of funds into Germany.

The markets were nevertheless quite unprepared for the revalua-
tions of the German mark which actually took place on March 6, and
for the revaluation of the guilder which occurred on the following
day. This left the markets virtually shellshocked, you might say and
there was an enormous flow of funds acrossthe exchanges in the matter
of a week or two. ‘ )

At the Basel meeting on March 12 of the Bank for International
Settlements, at which most of the governors of the European central
banks were present, the problem was discussed. They issued a state-
ment, a public statement of mutual support and cooperation in the
exchange markets; I think this was perhaps the first time they have
ever done this., And they backed up this declaration with money.
There were credits of various types extended by the European coun-
tries gaining funds to the countries Josing funds. Those credits had
a very useful stabilizing effect; and T might add that the cooperation
shown by these Kuropean central banks in extending credits, the
recipients of funds extending credits to the countries losing funds,
had very important implications for the United States.
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We were quickly given assurances by the European central banks
with which we were 1n contact that they had no intention of follow-
ing the revaluations of the mark-and guilder, and that their inten-
tions were to use the dollars taken in, in part at least, to supply
credits to the countries losing funds. It was a truly remarkable dis-
play of cooperation, of protecting the international financial system,
with direct benefits not only to the countries in Europe losing funds,
but also to the United States.

Mr. Despres. The Secretary of the Treasury yesterday in his testi-
mony referred to the recent forward operations in the deutsch mark
as one of the operations designed to contribute to meeting this.gen-
eral problem. Could you explain that?

Mr. Coomes. Yes, I can tell you something about that.

I go to these Basel meetings every month. I have been six times
in the past 7 months, the trips being roughly 10 days each. And we
have many discussions during these trips with my opposite numbers,
the heads of the foreign departments, and discuss what we might do
under a variety of contingencies.

We had discussed with the people of the Deutsche Bundes Bank
various possibilities. When the crisis broke, the deutsche mark moved
to a very sizable premium against the dollar. This, in itself, became
a speculative factor in the market.

There were telephone conversations shortly thereafter between the
Bundes bank and ourselves in New York.

Y might add that in all stages of our operations the Treasury was
fully informed, we telephoned back and forth constantly—when I
say “we” I mean the Treasury, too.

And it was agreed that we would undertake sales of forward
marks in order to bring down the premium on the forward mark, or
reduce, that is, the discount on the forward dollar.

We feel that the operations had a decidedly tranquilizing effect
upon the market in showing the readiness of the two central banks
of the Governments concerned to back up, to give concrete proof of
their faith in the maintenance of existing parities. It had the fur-
ther imnortant result of providing an alternative to German borrow-
ing in New York, or the Euro-dollar market, in order to hedge against
future dollar receipts. . :

Representative Reuss. I would like to ask a question at this point,
- it I may.

'Whag notice did you and the Fed of New York or the Treasury
have of the German revaluation before it occurred, what opportunity
to protest that its consequences might have a bad effect on interna-
tional payments was afforded to you, and what remonstrances or pro-
tests were made?

Mr. Coomns. Wehad no advance knowledge.

Representative REuss. No notice: you read about it?

Mr. Coomes. The action was taken and approved by the Fund, as
I said, on March 6. It was a Saturday.

Representative Reuss. And this being a revaluation of 5 percent, it
was within the area which under IMF rules can be done unilaterally
without notice or consultation?

Mr. Coomss. Precisely.
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Representative Reuss. Am I right, if it is 10 percent you have got
to consult and justify it?

Mr. Coomss. I believe that is the case, more than 10 percent.

Representative Reuss. I would just commernt in passing at this
point that the man from Mars, in my opinion, would wonder what
in the world is going on where you get such wonderful international
cooperation after the harm is done, yet there is no effort to get the
benefits of the advice of one’s trading partners beforehand. I think
this is something that should concern all of us.

Mr. Drspres. There is a further point I would like to ask you about
in connection with these credit arrangements. Those were entirely ad
hoc arrangements to cover a particular emergéncy situation. The
question I would like to ask is, is anything institutionalized here which
would permit this kind of arrangement to develop and grow in the
lf;utlglre, to meet future speculative crises in the foreign exchange mai-

et ? ) '

Mr. Coomss. There is nothing institutionalized as yet.

There is involved in central bank credits; of course, not simply the
question as to whether central bank X will stand ready under certain
circumstances, not any and all circumstances but under certain’ cir-
cumstances, to supply credit to-another central bank, but- also the
question of, if these capital flows which central bank credits are de-
sigried to cushion are not reversed within a relatively short period of
time, and central bank credits are essentially of a short-term nature,
what is the takeout, what is the source of medium term credit which
is available to; in effect, replace those central bank credits?

And here we get into this discussion which is now going on’ with
respect to the role of the Fund, you see.

And so a central bank is involved in one part of the problem, and
the other part of the problem involves governménts and: their policies
with respect to the Fund.

So this takes a lot of exploring, and it is still in a tentative stage.

Mr. Despres. I gather from what you say that the central bank
credit arrangement cannot by itself provide an adequate compénsa-
tory mechanism for dealing with these hot money movements, and
that, although this might be a line of first defense, 1t does not obviate
the need for further resources of the IMF variety.

Mr. Coomss. That is precisely what I had in mind.

Mr. Despres. So that if the market movements don’t promptly re-
verse themselves, the International Monetary Fund would be perform-
%Ong ka Qrediscou’nting or bailing out role, as it were, for the central

anks?

Mr. Coonss. T think that if there had to be requests to the Fund, it
would suggest that the problems of the country losing money required
basic action, basic corrective action, which might take a year or two.

The need goes beyond the immediate short-term area, it goes into
medium term. '
~ Mr. Despres. I would like to ask you a few questions of 4 more
general sort, referring particularly to the last few pages of Mr.
Hayes’ statement. ) ’ ’

Mr. Coomss. Yes, I would be delighted.

Mr. Deseres. The testimony points out on the one hand that mone-
tary policy can no longer be used exclusively with the obiective of
domestic economic considerations in mind, that there is a real conflict,
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or there can be a real and sharp conflict between domestic and interna-
tional considerations here. ' .

You take the position, on the other hand, as I take it, that nothing
really very drastic needs to be done to improve the international
liquidity situation, that fairly modest measures would suffice.

Does this mean that you would be prepared to surrender the domes-
tic stability and growth objective, wherever this seemed necessary
for purposes of international balance, that we must be prepared to
forego something in the way of domestic stability and growth?

Mr. Coomps. I don’t see that it is necessary to forego anything
in the way of domestic stability and growth. It seems to me that it
is entirely possible to reconcile these two, It is basically a question
of policies, of devising the most appropriate policies to bring about
this result. The key to the whole thing is productivity, and keeping
WaIges and prices in line. .

I see no reason why, with the full range of technical resources that
we have available, that we cannot devise compromises which wouldn’t
involve any major sacrifice of domestic considerations. The sacrifice
which may have been involved in the most recent episode, as I see
it, has been a bill rate of between 21/, as compared with one of five-
eighths in 1958, which I don’t think has been a terribly important
sacrifice. . .

Mr. Tarsais. I am interested in pursuing the questions that the
chairman and Senator Douglas raised about the adequacy of liquidity.
In particular, I want to ask whether, since this was the first important
revaluation after convertibility whether there isn’t a very much

" greater danger than there has been of further speculative capital
movements of this character?

Mzr. Coomps. Yes. . : : ‘

Mr. Tarsuis. Following that, T wondered—you were probably privy
to some of the discussions in Basel, and around then-—-did you see any
possibility of danger in the hesitancy of some of the central banks
whose support is needed to provide that support perhaps because they
don’t feel confident in, let’s say, the fiscal policies that the country
thatneeds support is pursuing? :

Mer. Coomms. I would assume that central banks would do the same
worrying about appropriate policies of countries receiving the funds,
as, say, the International Monetary Fund does.- Member countries
don’t have automatic access to the fund. They do have to show that
they are pursuing policies designed to restore equilibrium. I have no
idea what the discussions have been among the European central
bankers. But I would assume that a bank in one country would not
seek funds from another unless it could point at least to the hope’
that corrective measures were in prospect. .

Mr. Tarsu1s. But if there is an incompatibility because of world
‘circumstances, with the pursuit of international equilibrium being at
odds with the desire to maintain high prosperity and to get out of a .
recession at home, would there be a possibility of conflict on that scale
that you can see?

Mr. Coomes. No. I think it is always a matter of degree; there
is nothing incompatible with trying to get out of a recession and main-
taining foreign confidence in your currency and your prospects. It
depends on how you do it. If you open up all the stops and pursue
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policies which abroad might be regarded as leading not only to recovery
and expansion but also to inflation, then they might have worries.

But I don’t know that one need necessarily push those measures
to that degree; they should be designed as precisely as possible for
the objective in mind.

I am hopeful that these problems can be reconciled. In fact I
think they have to be reconciled ; theré is no other choice.

Mr. Tarsuais. Would you not, given the speed with which these
very massive movements apparently develop, would you not think
there is a very great deal to be said for an almost automatic commit-
ment to provide funds?

Mr. Coonss. An almost automatic what?

Mr. Tarsmrs. An almost automatic commitment to provide funds
that would be needed.

Mr. Coomps. A certain case might be made for that. I have a
feeling that the more experience we get in this, the more stability
we can obtain over a period, over a long period of time, the more
ready countries would be to accept automatic commitments.

Consider the Fund, for example; there has been a progressive—
there has been a gradual but continuing movement toward increased
automaticity in the use of the Fund facilities. And it may be that
there is a scope for further progress there.

But you have to have the two things together, you have to have a
discipline and you have to have credit facilities. And the problem
1s a continuing one of getting the appropriate blend.

I would hope that as we move along and more fully understand
the problems that we will find it easier to effect such a blend.

Mr. Drseres. In all past changes in the official gold value of cur-
rencies, devaluation or the other way, that I can think of, the specu-
lative movement of funds that preceded the change was invariably
reversed, at least to a limited extent, in the few days or week follow-
ing the change. Is there any precedent for what happened that you
know of, for what happened after the German and Dutch revaluations,
and were the authorities in fact taken completely by surprise with
resnect to the direction of the speculation after the revaluation ?

Mr. Coomes. Of course, there had been some speculative anticipa-
tions that the Germans would revalue. When the 5 percent was
.chosen, the immediate reaction of the exchange markets was that
there might be a possibility of more. '

And T think this is one of the main reasons why the flow did not
reverse itself.

One of the advances we have made in the past 3 months, I would
say, has been a growing acceptance on the part of the exchange market
that were will not be a further revaluation.

Mr. Drspres. Your earlier remarks suggested that there has been
nosubstantial reversal as yet

Mr. Coomss. No reversal, there has been a tapering off. After the
first 3 weeks or so, after the revaluation, the inflow of funds into
Switzerland tapered off, and in fact the dollar has been stronger
against the Swiss franc in recent months. In the last few weeks
t}gfere have been signs that the inflow into Germany has also tapered
off.

Mr. Drspres. The statement says a good deal about the need for
confidence in the stability of currencies.
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The existing system is not really a system of permanently fixed gold
parities, but one of quasi-fixed gold parities. In the light of the spec-
ulative tendencies that you have observed in the foreign exchange
market, the alertness with which people try to guess which currency
is going to undergo a change in gold values next, do your observations
about stability mean that you think we ought to, that the world ought
to, move toward a system in which it does not rely upon revaluations
or devaluations of currencies to correct the balance-of-payments sit-
uation, or do you think that the present situation of fixed parities with
occasional unannounced changes in one currency or another is a work-
able one? :

Mr. Cooares. I think that under the present system it is essential to
keep the parities of the major currencies fixed. ’

Mr. Despres. No revaluations, you mean, in the future?

Mr. Coonss. That is right. It is conceivable, of course, that a
certain foreign country, even a major foreign country, will, for one
reason or another, perhaps partly because of its own fault or some-
body else’s fault, get into serious trouble, and conceivably there can be
no alternative. But it should be absolutely a last resort.

And I would very much hope that, with the increasing skill which.
foreign countries as well as this country will acquire in managing
their economic affairs, the contingency of having to resort to an ex-
change adjustment will become increasingly remote.

Mr. Drserrs. In order to achieve this very desirable goal and to
establish growing confidence in the stability of existing gold parities,
isn’t it necessary in the present-day world that individual countries
should have a fair amount of leeway for financing temporary deficits
in their balances of payments?

If the discipline of the balance of payments is too tight, is it not
likely that in fact something is bound to break, either in the form of
reimposition of exchange controls, or in the form of devaluations?

Mr. Coomss. I quite agree. If we think that the target should be
one of shooting for a virtually even balance every year by all the
major countries, I think that is impossible. There will be swings.
One year a certain country will tend to run a surplus and a deficit in
another year. But the important thing is that over a period of time
they should balance out. You shouldn’t have a continuing string of
deficits for 3, 4, 5, or 6 years, and, more particularly, sizable deficits.

I don’t know, in the case of the United gtates, to what extent it will
be possible for us to run moderate deficits at our discretion. But this
is the important thing: We should have them under control, and
should be able to correct them. If we were able to do so, it would

rovide an additional means of gradually injecting additional liquid-
ity into the international financial system.

Mr. Deseres. Is it not necessary, also, that the known size of the
supporting financing facilities will be large enough so that no country’s
hand is forced by speculative movements alone, isn’t this a necessary
precondition to curbing speculation?

Mr. Cooumes. I would agree entirely, Mr. Despres, that this is a
highly important consideration that relates at this point to confidence
in parities. If the exchange markets know that the central banks
are cooperating and that the fund stands ready with massive resources
to move in to support a currency under attack, this can have an im-
mensely stabilizing effect.
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Mr. Deseres. And so far as the basic deficits and surpluses are con-
cerned, the underlying balance of payments, is it not true that for
psychological reasons alone, one major country being in a prosperity
phase, the other in a recession, or something of that sort, that you may
get quite wide swings in the underlying balance of payments, and
that these may last 2 or 3 years, in fact, and that the basic arrange-
ments should be such that switigs of this magnitude can be accommo-
dated within the framework of stable exchange rates?

Representative Reuss. Would you withhold your answer, for just a
minute, Mr. Coombs, until I welcome the presence of Senator J avits,
a member of this subcommittee, who has been delayed because of other
duties on the Labor Committee.

Senator Javits. I just dashed over to say hello to Al Hayes, Mr.
Coombs.

Mr. Coomes. I am sorry he is not here.

Senator Javits. I hope you gentlemen will give him my best. I
have been marking up the National Defense Education Act in my com-
mittee. I will read over your testimony.

And give Al Hayes my best.

Mr. Coomms. I will. Thank you.

Representative Reuss. Do you recall the question ?

Mr. Coomes. Yes, I think I recall the question.

I would say that the international credit facilities should be ade-
quate to take care of these swings from, say, basic deficits to basic
surpluses of moderate magnitude. And in so doing, and in taking
care of them, and by the market knowing that these facilities were
available to take care of them, this would have the extremely useful
result of preventing those basic deficits from being magnified by
purely speculative movements.

Representative Reuss. Mr. Tarshis?

Mr. Tarsais. I have just one question to ask.

This has to do with the possibility of controlling or limiting specu-
lative movements in the future. You mentioned the existence of a
two-way street. And I wonder if it wouldn’t impose some discipline
on speculative activities if this street were somewhat extended by a
widening of the amplitude within which exchange rates could fluctu-
ate without calling for support.

‘Mr. Coomss. I remember being asked in school examination ques-
tions on this very point. And there are theoretical questions on both
sides.

If I could cite one consideration which I think is of a more practical
and immediate nature, which I think is shared by most of the people
in the ¢entral banks in Europe on operating the exchanges, it is that
with wider spreads, there might well be, probably would be, a tendency
for the speculators to assume that if the rate settled at one extreme,
this was a prelude to the establishment of a new parity.at that level;
or possibly a further broadening of the spread; that the very fact
that one had begun to monkey with the arrangement, would raise the
possibility that there would be further steps.

In actual fact, most of the European central banks have not taken
full advantage of the existing spreads. In the case of the Swiss
franc, for example, I think that legally they have a spread which could
be as much as 314 percent. In actual fact, they have probably kept
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it within the range of 1 percent. In the case of sterling, it is rarely
allowed to go to extremes. .

Now, these fellows might be wrong. But I havea hunch that their
assessment of speculative thinking in the market is probably correct,
and that they have minimized speculative reactions by not letting the
rate jump suddenly to the limits.

Quite aside from this speculative question is, of course, the further
very important consideration that the wider the swings in exchange
rates, the greater the risk in international trade transactions. You
could have some seriously disturbing effects upon the flow of inter-
national trade.

Representative Reuss. Thank you very much, Mr. Coombs.

Are there any further questions?

(No response.)

Representative Reuss. I want to thank all of you gentlemen from
the New York Federal Reserve for your helpfulness this morning.
And please present our compliments to Mr. Hayes and wishes for
his speedy recovery. ’

‘And the session is now adjourned. We will meet in open session
at 2 o’clock this afternoon to hear E. M. Bernstein.

(Whereupon, at 12:10 p.m., the committee recessed, to reconvene

in open session at 2 p.m. the same day.)
AFTERNOON SESSION

Representative Reuss. The Subcommittee on International Ex-
change and Payments will be in order.

We are privileged to have with us as the first witness for this after-
noon’s hearing Mr. Edward M. Bernstein. Mr. Bernstein was for-
merly assistant to the Secretary of the Treasury. He was for many
years director of research for the International Monetary Fund, and
is today a consultant on international monetary questions.

If you have a statement, Mr. Bernstein, we will admit that state-.
ment in its entirety to the record, and then you may proceed in your
own way. '

STATEMENT OF EDWARD M. BERNSTEIN, E. M. BERNSTEIN, LTD,, 4
WASHINGTON, D.C.

Mr. BerxsteiN. Thank you, Congressman.
(The prepared statement of Mr. Bernstein follows:)

THE PROBLEM OF INTERNATIONAL MONETARY RESERVES

The large balance-of-payments deficits of the United States from 1958 to 1960
and the payments difficulties now being experienced by the United Kingdom
have again brought to the fore the problem of international monetary reserves.
This complex problem can be divided into three questions:

(1) Is the present level of international monetary reserves adequate for
world trade and payments?

(2) Is the present system of providing international monetary reserves
satisfactory for a world economy with expanding trade and investment?

(8) Is it possible to make provision for the extraordinary monetary
reserves that may be needed to finance massive capital movements?

BEvery aspect of the problem of monetary reserves has been debated almost
constantly over the past 3 years. In the course of these debates, a wide measure
of agreement has been reached on some of these questions. The differences of
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opinion that still persist are largely concerned with the changes in institutional
arrangements that are desirable, particularly those concerning the role of the
International Monetary Fund. The views that I express on these questions
are my personal opinions. I believe that many governments hold similar views.
Some economists, perhaps even a considerable number, may differ with me.

ADEQUACY OF PRESENT RESERVES

The concept of what constitutes international monetary reserves is not a
simple one. Clearly, monetary reserves include the gold holdings of official
institutions—treasuries, central banks, and exchange stabilization funds. They
also include official holdings of U.S. dollars, sterling, and other convertible
currencies—that this, claims on reserve centers. Holdings of foreign exchange
by commercial banks are not regarded as part of official reserves, although it is
possible for the monetary authorities to acquire such balances in time of need.
In addition to their own reserves, the members of the International Monetary
Fund have access to the large resources of that institution, contributed by its
members and intended for use by its members.

Some countries hold their reserves exclusively in gold. Other countries hold
reserves of foreign exchange as well as gold. Still others hold their reserves
almost exclusively in the form of foreign exchange, notably U.S. dollars and
sterling. Not all forms of international monetary reserves contribute equally
to the liquidity of the world economy and it is important to take into account
their composition in considering the adequacy of reserves. For example, hold-
ings of U.S. dollars and sterling, as well as other convertible currencies, can
be used by any country in its international payments; and reserve centers must
count on such use of their currencies in determining their own need for reserves.

Massive withdrawal of reserve currencies to make payments to countries hold- -

ing their reserves exclusively or largely in gold, or the conversion of such
currency balances into gold, may put serious pressure on the reserve centers.

The resources of the International Monetary Fund cannot under present condi-
tions be regarded by its members as part of their reserves. These resources now
amount to nearly $3.3 billion in gold and $6.4 billion in convertible currencies, A
member has virtually complete assurance that it can draw its net contribution
to the Fund (i.e., the gold tranche). Thereafter, a country has decreasing assur-
ance that it will be able to use its quota for each successive credit drawing of
25 percent. The right of members to draw on their quotas seems to be condi-
tioned on their presenting an approved program for restoring equilibrium in
their balance of payments. Under these conditions, the resources of the Fund
represent another source of credit that may be available in time of need. They
are by no means the same as reserves.

At the end of 1960, the total gold and foreign exchange reserves of all coun-
tries outside the Soviet bloc, and excluding holdings of international institutions,
amounted to $59.6 billion. Between the beginning of 1950 and the end of 1960,
the gross reserves of these countries increased by nearly $18 billion, quite apart
from the substantially large resources of gold and convertible currencies held
by the International Monetary Fund. It is true that the Urnited Kingdom and a
few other high income countries have inadequate reserves at this time. And it
is also true that the underdeveloped countries generally hold far less in reserves
than would be required to finance fluctuations in their trade and payments. The
deficiency in the reserves of the high income countries is the consequence of
their inability to strengthen their balance of payments. The deficiency in the
reserves of the underdeveloped countries reflects the continuing shortage of real
resources for their development, not an inadequacy of aggregate international
monetary reserves. . .

The large surpluses in the payments of the great trading countries of Conti-
nental Europe and Japan are not an indication of a shortage of their reserves.
If these countries could have found a satisfactory way of avoiding the large sur-
plus in their balance of payments in recent years they would have done so pre-
cisely because they do not want a further increase in reserves. It may be
expected that the continued rise in wages, the reduction in interest rates, and the
greater responsibility for aid and defense assumed by the surplus countries will
contribute to a better pattern of world payments. It will be helped by the recent
revaluation of the German mark and the Netherlands guilder. If the Unjted
States and the United Kingdom succeed in holding down their costs, there is a
good prospect for establishing a better pattern of world payments. .

It should be emphasized that no amount of reserves, even the very considerable
reserves of the United States, can enable a country to meet large balance-of-
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payments deficits indefinitely. The test of the adequancy of international
monetary reserves is whether they are sufficient to meet cyclical and fortuitous
fluctuations in international payments without undesirable restrictions on world
trade or deflation in the great industrial countries. The purpose of reserves is
to give countries time to restore their balance of payments, not to avoid the
necessity of doing so. By this test, the present level of reserves seems adequate
for world trade and payments under reasonably well-balanced conditions. There
is no evident shortage of international monetary reserves, certainly not if allow-
%‘llll%edis made for the availability of the resources of the International Monetary
PROVISION FOR FUTURE RESERVES

While international monetary reserves are adequate at this time, it is unlikely
that the growth of reserves in the future will match the greater needs of the
world economy. Excluding the United States and the United Kingdom, all coun-
tries outside the Soviet bloc held official gold and foreign exchange reserves of
$38.6 billion at the end of 1960. Of these reserves, about $17.6 billion consisted
of gold and about $21 billion consisted for foreign exchange holdings. Thus,
on an average, all countries outside the Soviet bloe, except the United States
and the United Kingdom, held 55 percent of their official reserves in foreign
exchange, principally in dollars and sterling. These large reserves of foreign
exchange were created in the past 20 years—sterling in the 1940’s and dollars in
the 1950’s. Other countries, as a group, have not increased their sterling
balances since 1950; and it is unlikely that they will increase their dollar bal-
ances indefinitely. In its own interest, the United States must match any
further increase in foreign holdings of dollar balances with an equal increase in
U.S. gold reserves.

Without further increases in dollar and sterling balances, the sole source of
addiitonal monetary reserves would be newly mined gold not going into industrial
use or private hoards, sales of gold by the Soviet Union, and the accumulation
of foreign exchange balances of other currencies. Over the past 5 years, the
increase in holdings of monetary gold by all countries and international institu-
tions, but excluding the Soviet Union, was $2.9 billion. This is an average an-
nual increase of about 1 percent of the gross official monetary reserves of all
countries, excluding the Soviet bloc. Such an increment of gold reserves is
clearly inadequate for the future needs of the world economy. It is possible that
new reserve centers will emerge whose currencies will be held as reserves with
the same assurance as dollars and sterling; but this is a contingency that can-
not be counted on.

The best means of meeting future needs for reserves is through the Interna-
tional Monetary Fund. It is not enough, however, to give countries quotas in
the Fund which they have no assurance of being able to use. The characteristic
of reserves is that they are available when needed. The Fund has been hesitantly
seeking means of giving its members assurance that they can count on.its re-
sources with confidence. It has done this definitely on the gold tranche (i.e., the
net contribution of a member to the resources of the Fund). It has developed
the use of standby agreements under which a member is entitled to draw an
agreed amount from the Fund during a stated period. All this is helpful; but it
does not meet the basic problem.

For the resources of the International Monetary Fund to he equivalent to
reserves, it is necessary to integrate the quotas of members with their working
reserves. A member of the Fund should have an unqualified right, unless de-
clared ineligible, to draw up to 25 percent of its quota in each 12-month period
until the Fund’s holdings of its currency reach the prescribed maximum. Coun-
tries drawing on their quotas would be expected to use their own reserves in
equal amount, as already called for by the repurchase provisions, and they would
be expected to restore their position in the Fund as soon as their reserves in-
crease, in any case within a period of 3 to 5 years. Larger drawings than 25
percent of the quota and drawings in excess of the prescribed maximum would
require a waiver and would be made on terms and conditions agreed by the
Fund and the member.

There is no reason for believing that members would abuse the right to draw
on their quotas in the International Monetary Fund. In the 15 years of. its
operations, members have been scrupulous in meeting their financial obligations
to the Fund. Quotas are not large relative to reserves; they average about
one-fourth of the reserves of members. The integration of Fund guotas with
their working reserves would, however, make a significant difference in the

71496—61-——8
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reserve position of all countries, including the United States. "It is worth noting
that the quotas of all underdeveloped countries amount to only $2.6 billion. The
best means of gettmg these countries to hold reserves to meet their recurrent
payments needs is through the use of Fund quotas, with the obligation of restor-
ing their position within the prescribed period. The influence of the Fund on
the financial policies of its members would be much greater, in my opinion, if
they had assurance that their quotas could be used as part of their own reserves.

As a corollary to this policy, it would be necessary for members to recognize
that drawings on quotas constitute an ordinary use of reserves and not extraor-
dinary credits to be called on only in time of crisis. The leadership in estab-
lishing this practice should be taken by the United States. This country has
never drawn on the Fund, although it has had ample justification for doing so in
the past 3 years. The policy of aloofness from the exchange market that the
U.S. Treasury followed from 1946 until recently is unsuitable to the present
world. It is encouraging, therefore, that by arrangement with Germany, the
U.S. Treasury has been supplying marks to strengthen the exchange market.
As part of "this new policy, the United States may find it convenient to draw
on its'quota in the Fund from time to tlme

CAPITAL MOVEMENTS AND THE RESERVE CENTERS

When the International Monetary Fund was established, there was no inten-
tion of having it finance capital movements. The expectation was that if other
countries permitted the free transfer of capital, the flow of funds to the United
States would be enormous. For this reason, article VI of the Fund agreement
stated that “a member may not make net use of the Fund’s resources to meet a
large or sustained outflow of capital. ”1 Tn 1947, in response to a request by
the U.S. Executive Director for an interpretation, as required by the Bretton
Woods Agreemeuts Act, the Fund declared that its resources could not be used
for this purpose.

While the Bretton Woods Conference was aware that certain capital transac-
tions could not be separated from current transactlons there was an underlying
assumptlon that large capital movements could be distinguished from other
payments and that measures could be taken to prevent them. As a practical
matter. in countries with convertible currencies in which international payvments
are made through the exchange market it is difficult to determine at the time
such pavments are made whether they are for current or capltal transactions.
A ‘country may forbid its own ‘residents to transfer caprtal' it cannot prevent
the transfer of nonresident funds without abandomng convertibility of its cur-
rency. In a system of convertible currencies, capital movements are an inevi-
table and not necessarily undesirable, part of the general problem of interna-
tional payments.

With the rapid economic growth of the countries of continental Europe, the
strength of their balance of payments and the convertibility of their currencies,
economic forces have induced a large capital flow to Europe in recent years.
Much of this capital flow consists of short-term funds transferred from the United
States to other financial centers whenever interest differentials permlt covered
intérest arbitrage or the conjuncture of a boom in Europe and a recession in this
country offers the prospect of profitable speculatlon in securities or exchange.
In 1960, the outflow of short-term U.S. funds is estimated to have been about
$2.6 billion, over two-thirds of the U.S. payments deficit of that year. With
U.S. sho'rt-term banking liabilities to foreign governments, banks, and others
amountmg to $17.2 billion, there is the additional risk of large and sudden
conversion of dollars into gold.

Qbviously, the United Kingdom is open to much the same danger with oversea
sterling liabilities at the end of 1960 amounting to $10.9 billion, of which nearly
$4 billion was held outside the sterling area. The financial centers of Europe
are also vulnerable to large -capital movements, although foreign holdings of
their currencies are considerably less than similar holdings of dollars and ster-
ling. Economic difficulties or a political crisis could set off a very considerable
outflow of capital from Europe to the United States. In a world of convertible

1The Fund can finance capital movements linked with trade and other current pay-
ments and ordinary banking transactions involving credit or the repayment of credit for
such purposes. The Fund can also finance the drawing down of sterling or dollar balances
by other countries to meet théir own payments deficits. The Fund cannot finance the con-
version of currency balances into gold or capital movements for interest arbitrage, ex-
change speculation or forward exchange transactions,
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currencies, in which a large part of reserves is held in the form of foreign ex-
change, it is essential to avoid the disruption that could result from the neces-
sity of financing large movements of capital or the conversion of currency balances
into gold.

Some provision must be made to finance capital movements. The Interna-
tional Monetary Fund does not have the resources necessary for this-purpose.
Professur Zolotas, the governor of the Bank of Greece, has suggested that the
Fund could acquire additional resources by entering into standby agreements
with the leading creditor countries, using for this the borrowing authority under
article VI1I, the scarce currency provision of the Fund agreement. This is an
ingenious proposal, although it is not the best way to meet the problem. It is
doubtful whether any member of the Fund, including the United States, would be
willing to have such financing linked with the scarce currency provision. For
the implication is clear that if a country is not prepared to give unlimited credit
to finance an inflow of foreign capital (and what country could accept such an
obligation), the Fund would have the right to declare its currency scarce. This
would open a country to the penalty of having other countries discriminate
against it in their trade and other payments.

All doubts about the Fund’s power to finance capital movements and the right
to invoke article VII to acquire resources for this purpose could be overcome by
establishing a subsidiary institution, say a Reserve Settlement Account, to be
operated by thé International Monetary Fund. A supplementary agreement to
establish a Reserve Settlement Account would not require amendment of the
Fund agreement, but it would enable the subsidiary to undertake transactions
in connection with capital movements and the large-scale conversion of reserve
currencies. The agreement would simply provide that: '

1. Members of the Fund are to become members of the Reserve Settlement
Account by accepting the supplementary agreement.

2. The Reserve Settlement Account is authorized to lend currencies for
capital or current transactions on terms and conditions to be agreed with
the borrowers.

3. The Reserve Settlement Account is authorized to enter into prior agree-
ments with its members to borrow their currencies to be used in its

- operations. '
When the large financial centers secure approval of membership in the sub-
sidiary institution, their parliaments could, at the same time, authorize their
central banks or treasuries to purchase notes or debentures of the Reserve Set-
tlement Account up to a stated amount. If the United States, the United
Kingdom, France, Germany, Italy, the Netherlands, Belgium, Canada, and
Japan would undertake to subscribe to the notes of the Reserve Settlement Ac-
count, it would have sufficient resources to meet any contingencies that could
arise. -

When the Reserve Settlement Account borrows from a member, it would do so-
through interest-bearing notes of specified maturity, denominated in the currency
of the lending countries, with the same gold guarantee that now applies to trans-
actions of the Fund. The Reserve Settlement Account would ecall on a country
to take up all or part of its agreed subscription only when it is increasing its
reserves and other members need that currency to meet a major outflow of
reserves. The lending country would be able to use the notes prior to maturity
to purchase any currencies it needs to meet a balance-of-payments deficit. Thus,
a subscriber would be assured that its own payments and reserve position could
not be impaired by lending to the Reserve Settlement Account.

Suppose there were a capital outflow of $3 billion from the United States
to the United Kingdom, Germany, and the Netherlands. The Reserve Settle-
ment Account would borrow an equivalent amount in sterling, marks, and guil-
ders. The currencies would be lent to the United States which would either sell
them in the exchange market or use them for converting dollar balances. Sup-
pose that after a year or two, there were an outflow of funds from the United
Kingdom to the United States and the Netherlands. The United Kingdom would
redeem the notes it holds, taking payment in dollars and guilders. If its need
exceeds the notes it holds, it would borrow the rest from the Reserve Settlement
Account. The establishment of a Reserve Settlement Account would not, of
course, eliminate the need for a strong balance of payments. It would, however,
give countries time to deal with large capital movements and currency conver-
sions that might otherwise be disruptive.
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APPENDIX

SOME COMMENTS ON THE TRIFFIN PLAN

Professor Triffin has proposed a far-reaching plan for transforming the Inter-
national Monetary Fund into a world central bank. Under the Triffin plan,
members would be required to keep as deposits with the Fund a stated propor-
tion of their gold and foreign exchange reserves. The dollars and sterling de-
posited initially in the Fund would be converted into long-term debts, and addi-
tional dollars or sterling acquired by the Fund from its members would be
converted into gold. The United States and the United Kingdom would cease to
be reserve centers. :

Under the Triffin plan, the present system of quotas would be abolished and
the Fund would become a credit-creating and deposit-holding international cen-
tral bank. The present net creditor position of some members would be used to
meet the required reserve deposits in the Fund and the present obligation of
other members would be repaid within the next 2 or 3 years. Countries would
draw on their reserve deposits at the Fund to supplement the use of their own
reserves. For the future, reserve needs would be met by credits extended by
the Fund to its members or through the Fund’s open market operations.

Theoretically, a fund organized along the lines of the Triffin plan would have
enormous power to create additional reserves. As a practical matter, it might
create far too much or far too little. The task of passing upon innumerable re-
quests for credit, of maintaining a steady turnover in a rising aggregate amount
of loans. is not an easy one for an international institution. As the growth of
world reserves is ordinarily expected to be linked to creditfs granted to mem-
bers, it is conceivable that in a period of balanced expansion in world trade and
payments, there might be too little demand for credit from the Fund. A latent
deficiency in reserves would be gradually built up that would appear suddenly
whenever a few large countries decided to accumulate reserves by generating a
surplus in their balance of payments or whenever international payments be-
came unbalanced for any other reason.

To avoid a latent deficiency in reserves, Triffin would have the Fund enter into
open market operations—i.e., it would buy Treasury bills or other gilt-edge
securities of the United States, the United Kingdom, or other countries.
Presumably. the increase in reserves (and of liabilities to the Fund) thus thrust
on the financial centers would lead them to increase their foreign lending and
bring about a gradual seepage of reserves from them to other countries. The
open market operations would make the Fund the determinant of the balance-of-
payments policies of some of its members. Perhaps methods could be worked
out by which such open market operations could be undertaken without disrupt-
ing the money and capital markets in the financial centers. It would still be
true, -however. that unless the financial centers were prepared to increase their
foreign lending in response to the open market operations of the Fund, a latent
deficiency in reserves would emerge.

Many of the countries of continental Europe fear that the power to extend
~endit thromgh the Fund wonld lead to an excessive increase of reserves and
encourage inflation in the deficit countries. There is this risk. - It is equally
important to recognize that there is the risk that the Fund will extend much
less credit than is needed for the growth of reserves. There is an inherent con-
flict between the interests of the surplus and deficit countries. This is not merely
because the surplus countries wish to limit the real resources they put at the
disposal of the deficit countries through the Fund, but even more because under
certain cyclical conditions the surplus countries are confronted with pressure
on their ageregate resources. To avoid the danger of inflation in the surplus
countries, they will want the Fund to be extra cautious in extending credit.

The fact is that the greater the power given to the Fund to extend reserve
credit, the greater its responsibility will be to judge the desiribility of extending
any credit at all and in particular to provide credit for countries whose financial
poticies do not meet the specifications of the Fund. Professor Triffin has said:
“The Fund should retain the right it now has or asserts to subordinate its lend-
ing assistance to full agreement on the borrowing country’s policies.” This is
more power than the Fund has or than any international institution is wise
enough to use. In a world in which national financial policies must differ from
country to country, it woupd be a mistake to entrust to an international institu-
tion the power to deny ordinary reserve needs to a country when its financial
policies do not meet an average standard more or less suitable to a diverse world
or an ideal standard set by an international institution.
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It is much more sensible, even if more commonplace, to have the Fund com-
mitted to provide to each country reserves equal to its quota to be drawn'at an
annual rate not exceeding 25 percent of the quota. This is large enough to.
give members the increment of working reserves they need for all ordinary pur-
poses. It is moderate enough to avoid surrounding the quotas with supposed
safeguards that would hamper a country in meeting its payments problems
through policies suited to its economy. There is time enough for the Fund to
impose rigid policy requirements when countries seek a waiver of the quota
limits in their use of Fund resources. Naturally, this need not inhibit the Fund
trom making known to any member at any time its views ou their financial
policies.

dt is difficult to understand the.enthusiasm for converting the Fund into an
international central bank. The world economy is not a single unit, expanding
and contracting economic activity at the same time. Forces for expansion or
contraction have their origin independently, at least to some extent, in the eco-
nomic conditions of the great industrial countries. Financial policies must be
suited to the needs of each national economy. In:particular, it would be a
serious mistake to attempt to secure through the Fund, or by agreement outside
the Fund, a pattern of relative interest rates in the great financial centers pri-
marily designed to minimize the international flow of short-termm funds. In-
terest rates in each country should be suited to its own conditions: In the short
run, to the cyclical forces operating on its level of economic activity; and in the
long run, to its relative international economic position and its relative capacity
to supply savings for investment at home and abroad. Some average interest
rate for short-term or long-term credit, common or nearly common to all the
great financial centers, would be a rate suited to none. If interest rates appro-
priate to the needs of each country induct large capital movements, the way to
deal with them is through supplementary reserves provided by a reserve settle-
ment account.

I see nothing of value to be gained from converting the Fund into an inter-
national central bank. The supposed advantages of the Triffin plan in pro-
viding credit that members would use only in payments to the surplus countries
are largely illusory. The additional powers given to the Fund under the Triffin
plan would have to be offset by additional safeguards to protect some countries
from being compelled to provide unlimited credit. The commonsense approach
is to adapt to new needs the institution we already have. The present Fund
has evolved out of 15 years of reasonably satisfactory experience in actual oper-
ation. In this period, the Fund has engaged in exchange transactions amount-
ing to over $4 billion; it has in increased quotas very considerably; and it has
liberalized, although not enough, the right of members to use these quotas. If
the members of the Fund are foresighted enough to deal in good time with new
problems as they emerge-—such as that of large movements of short-term capital—
there is every reason to expect that the institution will grow in usefulness and
influence. The conversion of the Fund into a central bank will create more
problems, and more difficult ones, than it can solve.

Mr. Berwnstein. The large balance-of-payments deficits of the
United States from 1958 to 1960 and the payments difficulties now
being experienced by the United Kingdom have again brought to the
fore the problem of international monetary reserves. This complex
problem can be divided into three questions:

(1) Is the present level of international monetary reserves ade-
quate for world trade and payments?

(2) Is the present system of providing international monetary re-
serves satisfactory for a world economy with expanding trade and
investment ¢ _ '

(3) Is it possible to make provision for the extraordinary mone-
tary.rg,serves that may be needed to finance massive capital move-
ments?

Some countries hold their reserves exclusively in gold. Other
countries hold reserves of foreign exchange as well as gold. Still
others hold their reserves almost exclusively in the form of foreign
exchange, notably U.S. dollars and sterling. Not all forms of inter-
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national monetary reserves contribute equally to the liquidity- of the
world economy and it is important to take into account their com-
position in considering the adequacy of reserves. For example, hold-
ings of U.S. dollars, and sterling, as well as other convertible cur-
rencies, can be used by any country in its international payments; and
reserve centers must count on such use of their currencies in deter-
mining their own need for reserves.

"The resources of the International Monetary Fund cannot, under
present conditions, be regarded by its members as part of their re-
serves. These resources now amount to nearly $3.3 billion in gold
and $6.4 billion in convertible currencies. A member has virtually
complete assurance that it can draw its net contribution to the Fund.
Thereafter; a country has decreasing assurance that it will be able to
use its-quota for each successive credit drawing of 25 percent. Under
these conditions, the resources of the Fund represent another source
of credit that may be available in time of need. They are by no
means the same as reserves. '

At the end of 1960, the total gold and foreign exchange reserves of
all countries outside the Soviet bloc, and excluding holdings of inter-
national institutions, amounted to $59.6 billion. It is true that the
United Kingdom and a few other high income countries have inade-
quate reserves at this time. And it Is also true that the underdevel-
oped countries generally hold far less in reserves than would be re-
quired to finance fluctuations in their trade and payments. The defi-
ciency in the reserves of the high income countries is the consequence
of the inability to strengthen their balance of payments. The defi-
ciency in the reserves of the underdeveloped countries reflects the
continuing shortage of real resources for their development. Prima
facie, it would seem that reserves are adequate for world trade and
payments under reasonably well balanced conditions.

While international monetary reserves are adequate at this time, it
is-unlikely that the growth of reserves in the future will match the
greater needs of the world economy.. On an average, all countries
except the United States.and the United Kingdom hold about 55 per-
cent of their official reserves in foreign exchange, principally in dol-
lars and sterling. These large reserves of foreign exchange were
created in the past 20 years—sterling in the 1940’s and dollars in the
1950’s. The accumulation of dollar balances by other countries is
still going on. Other countries, as a group, have not increased their
sterling balances since 1950; and it is unlikely that they will increase
their dollar balances indefinitely. In its own interest, the United
States must match any further increase in foreign holdings of dol-
lar balances with an equal increase in U.S. gold reserves.

The best means of meeting future needs for reserves is through the
International Monetary Fund. It is not encugh, however, to give
countries quotas in the Fund which they have no assurance of being
able to use. The characteristic of reserves is that they are available
when needed. The Fund has been hesitantly seeking means of giv-
ing its members assurance that they can count on its resources with
confidence. It has done this definitely on the gold tranche, that is, the
net contribution of a member to the resources of the Fund. It has
developed the use of standby agreements under which a member is
entitled to draw an agreed amount from the Fund during a stated
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%‘)eriod. All this is helpful; but it does not meet the basic prob-
em.

For the resources of the International Monetary Fund to be
equivalent to reserves, it is necessary to integrate the quotas of mem-
bers with their working reserves. A member of the Fund should
have an unqualified right, unless declared ineligible, to draw up to
25 percent of its quota 1n each 12-month period until the Fund’s hold-
ings of its currency reach the prescribed maximum. Countries draw-
ing on their quotas would be expected to use their own reserves in
equal amount and they would be expected to restore their position in
the Fund as soon as their reserves increase. Larger drawings than
25 percent of the quota and drawings in excess of the prescribed
maximum would require a waiver and would be made on teris and
conditions agreed by the Fund and the member. o
" There is no reason for believing that members would abuse their
right to draw on their quotas in the International Monetary Fund.
In the 15 years of its operations, members havé been scrupulous
in meeting their financial obligations to the Fund. Nearly 80 per-
cent of the quotas are accounted for by high-income countries that
have no reason to use reserves for increasing home investments. The
underdeveloped countries would be able to use their quotas. only for
reserve purposes because of the relatively short repayment period.
The influence of the Fund on the financial policies of all its members
would be much greater, in my opinion, if they had assurance that
their quotas could be used as part of their own reserves.

When the International Monetary Fund was established, there was
no intention of having it finance capital movements. The expectation
was that if other countries permitted the free transfer of capital, the
"flow of funds to the United States would be enormous. For this rea-
son, article VI of the Fund Agreement stated that “a member may
not make net use of the Fund’s resources to reet a large or sustained
outflow of capital.” In 1947, in response to & request by the U.S.
Executive Director for an interpretation, as required by the Bretton
Woods Agreements Act, the Fund declared that its resources could
not be used for this purpose. , :

With the rapid economic growth of the countries 6f Continental
Europe, the strength of their balance of payments and the converti-
bility of their currencies, economic forces induce a capital flow to
Europe. Large sums move from thé United States to other financial
centers whenever interest differentials permit covered interest
arbitrage or the conjuncture of a boom in Europe and a recession in
this country offers the prospect of profitable speculation in securities
or exchange. In 1960, the outflow of short-term U.S. funds is esti-
mated to have been about $2.5 billion, over two-thirds of the U.S.
" payments deficit of that year. With U.S. short-term banking lia-
bilities to foreign governments, banks and others amounting to $17.2
billion, there is the additional risk of large and sudden conversion
of dollars into gold. ‘ .

_ Obviously, the United Kingdom is open to much the samé danger
“with oversea sterling liabilities at the end of 1960 amounting to
$10.9 billion, of which nearly $4 billion was held outside the sterling
area. The financial centers of Europe are also vulnerable to large
capital movements, although foreign holdings of their currencies are
“considerably less than similar holdings of dollars and sterling. Ec6-
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nomic difficulties or a political crisis could set off a very considerable
outflow of capital from Europe to the United States. In a world of
convertible currencies, in which a large part of reserves is held in the
form of foreign exchange, it is essential to avoid the disruption that
could be created by large movements of capital or the conversion of
currency balances into gold.

These difficulties could be met by establishing a subsidiary institu-
tion, say a Reserve Settlement Account, to be operated by the Inter-
national Monetary Fund. A supplementary agreement to establish a
. Reserve Settlement Account would not require amendment of the
Fund Agreement, but it would enable the subsidiary to undertake
transactlons in connection with capital movements and the large-scale
conversion of reserve currencies. The supplementary agreement
would simply provide that:

(1) Members of the Fund are to become members of the Reserve
Settlement Account by accepting the supplementary agreement,.

(2) The Reserve Settlement Account is authorized to lend cur-
rencies for capital or current transactions on terms and conditions
to be agreed with the borrowers.

(3) The Reserve Settlement. Account is authorized to enter into
prior agreements with its members to borrow their currencies to be
used 1in 1ts operations, :

. When the large financial centers secure approval of membershi}

in the subsidiary institution, their parliaments would authorize their
central banks or treasuries to purchase notes or debentures of the Re-
serve Settlement Account up to a stated amount. If the United States,
the United Kingdom, France, Germany, Italy, the Netherlands, Bel-
gium, Canada, and Japan would undertake fo subscribe to the notes
of the Reserve Settlement Account, it would have sufficient resources
to meet any contingencies that could arise. '

When the Reserve Settlement Account borrows from a member, it
would do so through interest-bearing notes of specified maturity,
denominated in the currency of the lending countries, with the same
gold guarantee that now applies to transactions of the fund. The
Reserve Settlement Account would call on a country to take up all or
part of its agreed subscription only when it is increasing its reserves
and other members need that currency to meet a major outflow of
reserves. The lending country would be able to use the notes prior
to maturity to purchase any currencies it needs to meet a balance-of-
payments deficit. Thus, a subscriber would be assured that its own
payments and reserve position could not be impaired by lending to
the Reserve Settlement Account.

Suppose there were an outflow of $2 billion from the United States
to the United Kingdom, Germany, and the Netherlands, which is about
what happened in the second half of 1960. The Reserve Settlement
Account would borrow an equivalent amount in sterling, marks, and
guilders. The currencies would be lent to the United States which
would either sell them in the exchange market or use them for con-
verting dollar balances. .

Suppose that later there was an outflow of funds from the United
Kingdom to the United States, Germany, and the Netherlands. This
is, of course, exactly what is happening now. The United Kingdom
would reedem the notes it holds, and it would take from the Reserve
Settlement Account either dollars, marks, or guilders. If its needs
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exceed the notes it holds, it would borrow the rest from the Reserve
Settlement Account.

I do not want to leave the impression that the establishment of the
Reserve Settlement Account would solve all the balance-of-payment
problems. It cannot do that. Countries would still have to deal with
their balance-of-payments problems, including capital outflow. If
the capital outflow is not reversed in 2 or 3 years, countries would
then either have to strengthen their balance of payments or draw on
their reserves. But the facilities of the Reserve Settlement Account
would give them time to take the measures necessary to deal with large
capital movements and currency conversions that might otherwise be
disruptive.

Representative Reuss. May I interrupt at this point, to ask a ques-
tion about the very vivid example you have given us?

Suppose that in this model you have set up a terrible thing hap-
pened, the deficit country continued to incur deficits, and that in the
end it was forced to devalue its currency. How in such circumstances
would the United Kingdom, Germany, the Netherlands, and the Re-
serve Settlement Account, respectively, make out ?

Mr. BernsteIN. They would have no loss. This problem has oc-
curred several times in the International Monetary Fund. For
example, the United Kingdom devalued sterling in 1949. At that
time the United Kingdom was indebted to the International Monetary
Fund; the Fund held $300 million worth of sterling in excess of the
original subscription. Under the articles of agreement of the Fund,
the United Kingdom owed the International Monetary Fund a quan-
tity of sterling equivalent to dollars of the gold content of 1947.
When sterling was devalued the United Kingdom had to give the
Fund an additional quantity of sterling precisely equal to the decline
in the dollar value of its holdings. Actually when the time came and
the United Kingdom was ready to repay the Fund, it repaid in U.S.
dollars to the full amount it borrowed.

Remember, if the United Kingdom were to borrow from the reserve
settlement account, it would give the reserve settlement account a
note denominated in sterling, but with a stated value in terms of gold.
It would not matter whether sterling were devalued or not, if you see
what I mean. The United Kingdom would still owe this much 1n gold
dollars.

Representative Reuss. Then the deficit country, in the model here,
the United States, would in event of a devaluation of, say, 20 percent,
have to pay back to the reserve settlement account 20 percent more
dollars?

Mr. BernsteIN. If it were paying in dollars, if the United States
were the borrower?

Representative Reuss. Yes, sir.

Mr. BernstEIN. If the United States were the borrower, it would
first make good the depreciation by marking up its debt in dollars
to the reserve settlement account. When the United States repaid the
debt, it would have to pay in gold or other foreign exchange, not
dollars, but the dollar equivalent of what it pays would be that much
higher because it devalued the dollar.

Representative Reuss. So the deficit country’s debt to the reserve
settlement account would not be altered by devaluation.
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I don’t think there is anything wrong with this, I was just trying
to get it through my head.

Mr. BernsteIN. It would have to repay an amount in gold or foreign
exchange equivalent to what it borrowed even if its own currency
were devalued.

Rerresentative Reuss. And how much of a grace period would it
get?

Mr. BernstEIN. It was my expectation that if we do establish a
Reserve Settlement Account, a country coming to the account to
borrow would ordinarily repay within 8 years, with a maximum per-
haps of 4 years.

Now, if during that period there is a reversal of the capital flow,
the debt may be repaid automatically. For example, if there is a
backflow of capital funds from the United Kingdom to the United
States, the United Kingdom would bring back the notes which it
got when it lent the money to the Reserve Settlement Account.
It would take dollars which the account would get from the United
States, and that would automatically, so to speak, repay what the
United States borrowed.

. Representative Reuss. For the deficit country, its liability to its
creditors would be the same under your proposals as under the present
chaotic situation, but instead of having to pay gold immediately, it

would have 3 or 4 years to do it, which, ofp course, would be a vast

difference.

Mr. BernstEIN. That is right. 4

Representative Reuss. But the liability isno different.

Mr. BernsteiN. The obligation to pay to a country that lends you
in gold or the foreign exchange equivalent of it, would be the same.
The borrowing country would have to repay through the Reserve
Settlement Account the full value of what it borrowed in foreign
exchange.

A devaluation wouldn’t affect it. As a practical matter, this is a
provision of the International Monetary Fund to which all countries
have subscribed and which has actually been effective in maintaining
a constant dollar value for the borrowings and the lendings of mem-
bers through the International Monetary Fund.

Representative Reuss. And the United Kingdom in the 1949 deval-
uation situation which you just recalled, in order to repay its obliga-
tions to the International Monetary Fund, had to expend more United
Kingdom resources as a result of the devaluation than it would have
had to had it not devalued ?

Mr. BernstEIN. I wouldn’t use the word “resources,” because it
is a rather broad term. It had to use more sterling to acquire the
dollars when it repaid them, that is right, sir.

Representative Reuss. Thank you.

Would you go on, please ?

Mr. BernsteIN. I merely had one more paragraph.

You are aware that Professor Triffin has proposed that the Inter-
national Monetary Fund be converted into an international central
bank. I see no need for such a far-reaching step. The present Fund
has evolved out of 15 years of reasonably satisfactory experience in
actual operation.

In this period the Fund has lent billions of dollars. It has increased
quotas very considerably, and has liberalized, although not enough,
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the right of members to use these quotas. If the members of the Fund
are foresighted enough to deal in good time with the problems that
must emerge, such as that of large movements of short-term funds,
there is every reason to expect that the institution will gradually grow
in importance and usefulness. :

The conversion of the Fund into a central bank will create more
problems than it can solve.

Representative Reuss. Thank you very much.

I note that the countries that you talk about for membership in
the Reserve Settlement Account are the United States, the United
Kingdom, France, Germany, Italy, the Netherlands, Belgium, Can-
ada, and Japan. Those happen to be the principal members of
OECD, with the exception og Japan, which has a relationship with
OECD through its membership in the Development Assistance Group.
Could not this proposal work as well or better were it under the aegis
of the newly formed Organization for Economic Cooperation and
Development ? '

Mr. BerwsteIn. I think it would work better if it were independent
of it. I had better explain why. It is true that the countries that
would undertake the commitments to lend to the Reserve Settlement
Account are members of the OECD, except Japan. I see no reason
why other countries should not be members of the Reserve Settlement
Account. To my mind, it seeins more reasonable to start with the
approach that the purpose of the Reserve Settlement Account is to
asure holders of dollars and sterling that their holdings are as good
as gold, that they can and will be freely usable and convertible when
they wish. These other countries, I think, are entitled to as much
protection as the big financial centers, even though there is no capital
flight of dollars to them. '

I see no reason why Mexico, for example, which holds almost all of
its reserves in dollars, shouldn’t become a member of the Reserve
Settlement Account, even though it is not in a position to advance
credits to be used by other’ countries.

This is a key point to my thinking. We are not looking for a little
club of the rich countries that will lend to each other when it suits
-them. We do want them to provide emergency resources. But the
real purpose, in fact, is to make every holder of dollars, every holder
of sterling—and these include countries that are not on that list—feel
assured that dollars and sterling are safe.

Representative Reuss. I want to argue this point with you just a
little to test it.

Mr. BernstEIN. Yes.

Representative Reuss. I would have thought that the point of the
proposal was to induce countries to which hot money might flee to
mitigate the effects of such movement.

If that is so, then it is largely a question involving only the indus-
trial countries, which are the points of destination of short-term
capital flights.

r. BernsteIN. T would say it is one of the two parts, Congress-
man. The other is to induce countries that already hold dollars to
keep holding them and using them in the normal course of trade and
payments and not to convert their dollars into gold.

Recall, there are two parts. There are big capital movements from
the United States to Kurope, or there were. There are countries
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holding dollars who might, at the same time, decide that they prefer
to get the extra security of holding gold even though it means a
departure from their normal practice of holding reserves in dollars.

I want both problems to be taken care of. I am interested in having
facilities for financing large capital movements. I am just as inter-
ested in seeing that other countries find it as attractive and as secure
to hold dollars as they always have. o )

Representative Reuss. Have you made any quantitative studies of
the relative volume of both dangers? I suspect that the second is a
gnat compared to the elephant of the first, in that the really big flights
of capital occur among strong countries like those listed.

Mr. BernsteIN. The second isn’t a flight of capital. Actually, as
between the two dangers, a flight of capital and a mass conversion
of dollars into gold, the second 1s the bigger danger, because there are
$17 billion of short-term foreign holdings of banking assets.

Representative Reuss. Indeed, a flight of capital without the dan-
ger of conversion into gold shouldn’t bother anybody.

Mr. BernstrIN. Precisely. When there is a flight of capital, the
bad feature is that often the capital comes to countries in Western
Europe who hold all or most of their reserves in gold, so that an ac-
crugl of dollars to their central institutions would be converted into

old.
s It is really the conversion into gold that is one of the troublesome
featuges. We wouldn’t bother with the first if it weren’t for the
second.

Representative Reuss. That is what you have said

Mr. BernsteIN. That is right.

Representative Reuss. Since the ultimate recipients of large-scale
capital movements are central banks, who unless checked by some new
mechanism are likely to demand gold, isn’t that nine-tenths of the
problem

" Mr. BernsTrIN. If we think in terms of capital flight exclusively,
T think that would be so, that the capital flight is to those countries.
It happens that those countries are also the countries that are the
principal holders of gold reserves, so that countries like the Nether-
lands or the United Kingdom do, when they acquired dollars, convert.
them into gold. You might have no movements of dollar balances to
Mexico, Brazil, or other countries. But these countries are always
holders of large dollar balances.

T know of no reason why a Reserve Settlement Account should say
to them, ‘You are not rich enough to be members.”

My view is they can belong to this institution, but don’t have to
undertake the commitment to lend.

Next, what is gained by setting up a new institution outside the
framework of the fund? That is another important question. It
seems to me that the separating of capital movements from current
transactions, the question of whether a country starts by drawing on
its quotas or comes right in and borrows from the new institution—I
think these questions are all easily dealt with if the Reserve Settlement
Account is operated by the International Monetary Fund, but they
can become very difficult if they are separated.

To whom should the borrowing country go first? My concept is
that it all really could be done fairly simply if the two institutions
are together. A country that has an ordinary need of reserves within
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25 percent of its quota would draw on the International Monetary
Fund. If it has a larger need it could still go to the Fund and ask
for a waiver. But if it is fairly clear that there are large capital
movements, and it prefers to use the Reserve Settlement Account, as
it should under these circumstances, it could do so.

I see no need to multiply institutions with enormous resources
coming ultimately from the same source. I do not see why we want to
put our international financial institutions here, there, and elsewhere
‘instead of keeping them together. :

Representative Reuss. The argument is made that the additional
contributions asked of the rich countries should not be diluted by being
put into a general IMF pot which would then accrue in part to the
benefit of the underdeveloped countries, the poorer countries?

Mr. BernstEiN. Well, under my proposal, Congressman, in fact the
two funds would be kept separate. They would be managed by the
same institution

Representative Reuss. But they wouldn’t spill over at all.

Mr. BernsTEIN. They wouldn’t spill over one into the other, but
some countries could borrow from either or both.

I understand the point made by some of our European friends.
They are being called on to commit themselves to providing large sums
for financing capital movements. This is not going to be a one-way
flow of funds. In my opinion, the risk of a capital flow from Europe
to the United States in the future is about as great as the risk of a flow
in the other direction, from the United States to Europe. Once our
payments position is strengthened, any economic or political disturb-
gnce in Europe could result in a large flow of capital to the United

tates. C )

Some European countries would like to have a little more sayso in
the management of a Reserve Settlement Account. This is what they
tell me. I can see their point of view. And it is quite possible that
we could have the Reserve Settlement Account operated by the man-
agement of the Fund, but perhaps with a different Board of Direc-
tors. Definitely I would not try to separate the institutions, running
one from Europe and the other from the United States.

Representative Reuss. Senator Proxmire ?

Senator Proxmire. Mr. Bernstein, on page 2 of your statement, the
very bottom, you say— :

If the United States and the United Kingdom can hold down their costs,
there is a good prospect for establishing a better pattern of world payments.
You are talking about the pattern for the surplus countries, as you
call them-—or are you talking about the pattern involving the under-
developed countries also?

Mr. BernsteIN. Well, I don’t believe myself that there is much that
can be done to avoid balance-of-payments pressures in the underde-
veloped countries, the low-income countries. -

Senator Proxmire. If we hold down our costs it hurts their rela-
tive position, doesn’t it,in a sense?

Mr. BernstEIN. No, I don’t believe that the holding down our costs
would hurt them. If we held down our business activity it would.
But they would not be hurt if the general level of dollar prices were
léept down, provided the prices of export goods would also be held

own.




122 INTERNATIONAL FINANCIAL ARRANGEMENTS

Senator Proxmrre. Putting it in somewhat less value terms, let’s
say if we hold down our costs, that it would be less incentive for us
to import from any country, including countries that are underde-
veloped and which may have a cost advantage on high labor control
commodities. '

Mr. BernsTEIN. AsTunderstand it——

Senator Proxmire. In other words, just in general terms, if they
increase their cost. -

Mr. BernsTEIN. Senator, we must balance our international pay-
ments. There is no way by which the United States, even a country
like the United States, can continue to incur obligations or to make
payments abroad in excess of what it earns. _

genator Proxmire. 1 am not arguing with this position, I am just
trying to see what the full effect of your statement is.

Mr. BernsTEIN. If we hold our costs down, that is to say if in the
United States the prices of our export goods do not rise, then of
course this would mean that there would be somewhat less pressure
on the prices of raw materials that are imported, though not neces-
sarily. You know, we are by no means as important in world markets
for raw materials as is generally believed. There is a fantastic ex-
aggeration of our dominance of world markets for commodities.
Europe is a much bigger importer: }

Senator Proxmire. Would you care to give proportions?

Mr. BerxsteIn. I will be glad to submit it for the record.. I did
not bring it. This committee has a document, one I wrote, study No.
16, for the Joint Economic Committee——

Senator Proxmire. Will you generalize it and highlight it? It is
sometimes hard to pick out a specific generalization from these docu-
ments. '

Mr. BernstEIN. I will be glad to.

Senator Proxmire. Would you say that Western Europe is far more
important to the United States in relation of 4 to 1—

Mr. BernstEIN. Not that large.

Senator ProxmIre. Two to one?

Mr. BernstEIN. We would have to make a distinction between two
things, as a consumer and as an importer. As an importer of raw
materials it is two or three times as large as we are. As a consumer
of raw materials it is probably somewhat larger, because, while our
national product is nearly twice as large as the aggregate of Western
Europe, manufacturing plays a much bigger role there than here. If
we include in primary products foodstufls, yes, they are rather larger
consumers than we, because their population is nearly 114 times ours.

Now, I may have some figures here on the proportion that various
countries are in the consumption of basic commodities. But if you
wish, I will put it in the record, it will be much easier that way.

Senator ProxMIre. Fine.

(The following statement was submitted for the record :)

Consumption of four of the principal nonferrous metals is shown in the follow-
ing table for the United States and for Europe, excluding the Soviet bloc. The
data are in tons of 2,000 pounds except for tin for which the data are reported
in tons of 2,240 pounds.
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Consumption of 4 nonferrous metals, 1958-60

[In tons}
United States Europe
1958 1959 1960 1958 1959 1960
Metal:

(8131 1)+ :) 1,179,400 | 1,312,300 | 1,279,700 | 1,793,671 | 1,710,409 2,111,933
Lead__. 706, 900 671, 600 581, 700 845, 900 920. 400 1,009, 900
868, 300 956, 200 861,100 | 1,019,100 | 1,108,100 1,222, 600
47,998 45,833 52,230 154,004 166,772 176,139

! For 9 Western European countries. Excludes consumption of about 10,000 tons a year by other Europe
. not identified by countries.

Source: “Year Book of the American Bureau of Metal Statistics,” 40th issue, pp. 12, 43, 66, and 125,

Senator ProxMire. Then, the first paragraph of the section under
“Provision for Future Reserves” there you say this:

While international monetary reserves are probably adequate at this time,
it is unlikely that the growth of réserves in the future will match the greater
needs of the world economy.

Now, on what do you base the initial clause, “International mone-
tary reserves are probably adequate at this time?”

Mr. BernsTEIN. Well, there are several arguments in here to prove
the point. One is the great increase that has taken place in the re-
serves in the past 10 years. The other is the relationship of reserves
to trade—

Senator Proxmire. How does that increase match the increase in the
economic activity, trade. '

Mr. BernsTEIN. I am not sure whether my statement gives the in-
credse of reserves in the last 10 years. Since the beginning of 1950
the increase in reserves has been on the order of about $18 billion for
all countries other than the United States. All of this increase went
to countries that formerly were deficient in reserves. This is a very
important point. A 50-percent increase in the reserves of all coun-
tries, and a 100-percent increase in the reserves of the countries that
were short, is certainly generous for the period since 1950. For coun-
tries other than the United States, the increase in reserves is greater
than the increase in their trade. It should be noted that, in addition,
the gold and c¢urrency resources of the International Monetary Fund
have been increased considerably in the last few years. There is no
shortage of reserves at this time.

I might go further than that. As a group, the countries of con-
tinental Europe are better provided with reserves today than they
have beén at any time since 1913, so far as I éan see.

Senator Prox»srire. Now, this increase in reserves since 1949 was the
result of what forces and factors which maintained it between 1949
and 1961 but in your expectation won’t in the coming years?

Mr. BernsreIN. Instead of forces, I would give you the forms, be-
cause it is the forms that determine it, Senator.

Senator Proxmrre. All right.

Mr. BernsteIN. I would say that between 1950 and 1960, the increase
in.total reserves in the form of gold was $6 billion, but U.S. gold re-
‘'serves decreased by nearly $7 billion. The increase in foreign holdings
of short-term and liquid dollar assets in this period was $12 billion,
most of it in the form of reserves held by foreign official institutions
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and banks. The deterioration in U.S. reserves was the principal source
of the increase in the reserves of other countries.

Now, it is my view that the United States cannot permit its liabilities
to foreigners in the form of dollars to continue to grow at the rate of
the last 10 years unless it can increase its own gold holdings to match
it. Actually our gold holdings went down. I den't see how the
United States can be willing:

Senator Proxsmire. Will you repeat that? You say that the United
States cannot afford what unless we increase our gold reserves to
match it? Increase what? I missed it.

Mr. BernstEIN. Increase our liabilities to foreigners, our dollar li-
abilities to foreign central institutions, to foreign banks and companies
and individuals—the short-term deposits and other banking assets held
by foreigners in the United States.

Senator Proxmre. And in your judgment, is this primarly a matter-
of the interest rate on the short-term obligations? Certainly we won’t
have this adverse capital flow, the tendency of people to disinvest in our
bills and invest in short-term obligations of foreign powers if short-
term interest rates relatively improve.

Mr. BernsTEIN. Senator, these two questions are linked, but I think
I can clarify them if I put it in this form. Whatever the forces that
made for the big deficits of the 1950’s in the U.S. balance of payments,
they were met in two forms, by paying gold—that is, reducing our
assets of gold—and by increasing our dollar liabilities to foreigners.
Now, it is my opinion that this has been done on as big a scale as the
United States can afford, on as large a scale as the United  States can
stand. We cannot continue it, is my point. The world reserves grew
as the United States paid out gold and dollars to those countries and
they added them to their holdings, you see. Now, this can’t continue,
because we can’t afford it.

The way we will stop it is by stopping our balance-of-payments
deficit. .

Senator Proxmire. Why can’t we afford it? I think we can’t af-
ford it either, but I wondered if there is a technical monetary reason
why we can’t afford it. .t

Mr. Bernstrin. The technical reason is that the greater our lia-
bilities become, the greater the risk that a conversion of such liabilities
into gold under adverse conditions could result in such a loss of con-
fidence in the dollar that it might be impossible to hold the exchange
rate. This is simply a question of piling up commitments to other
countries that we couldn’t meet under adverse circumstances.

Senator Proxumire. Of course in the 1950°s it was a situation such
as you have maintained in your argument, it was quite unique and
different, and one which we can expect fundamentally to change. It
is based to some extent on our massive foreign aid program. It is
based on the fact that we were assisting the European economies, and
we would hope and expect, and with good reason, to have them relieve
us of some of this burden. It is in part because we have to expend
funds for our troops overseas; is that correct ? :

Mr. BernsteIn. That is right.

Senator Proxmize. In great amounts. Then, too, perhaps we can
expect in the future to be alleviated. These are the fundamental
ways, it seems to me, we can help to solve this problem, not in a tech-
nical, monetary way.
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Mr. BervstErxy. When this happens, Senator, then the growth of
“reserves in the rest of the world will be reduced to the increment of
newly mined gold, gold sales of the Soviet Union, plus any increases
in holdings of other currencies that may have occurred. But the
big form of increasing reserves of the 1950’s will then have disap-
peared, that is to say, the increase in gold and dollar holdings by
other countries which they earned, which they were able to retain from
our total trade and payments, including our governmental payments
in these international transactions. That is the point. There may
be enough reserves now, in fact I am confident that there is enough.
1 see no reason to be troubled about that side of the problem at all.
But I can’t see how reserves can grow in the future on the scale that
they did in the 1950’s unless we find some other method of doing it.

Senator Proxarire. You say:

The best means of meeting future needs for reserves is through the Interna-
tional Monetary Fund.

My. BerNsTEIN. Yes, Senator.

Senator Proxartre. I would just like to ask this: I feel very strongly,
instinctively and to some extent rationally, that we shouldn’t devalue
the dollar.. However, I must say it is hard for me to answer the
questions of some very thoughtful and responsible people who told me
that they thought we should, in view of the fact that the whole econ-
omy of the world is increasing as it is and the reserves are inadequate,
that we should devalue the dollar, perhaps, to the extent of 50 percent
of its present value. Now, you say that the better and fuller use of
our International Monetary Fund is the way to solve the problem.
Is this another alternative? And if it isn’t an alternative, why
isn’t it? ’

Mr. BerxsteIN. I think there is the alternative of a rise in the price
of gold in terms of all currencies. I don’t believe it is a desirable
alternative. It seems to me very unlikely that if you raise the price
of gold you could avoid the kind of changes in price originating in
two places, in the countries that earn considerably more because they
are producers of gold, that is, South Africa and, to a lesser extent, the
Soviet Union, and those countries already having large reserves which
would, as a result of a higher price for gold, have very excessive
reserves. The consequence of that would be to set off a rise in prices.
You see, nobody has proposed that we raise the price of gold 2 percent
per annum, which might give us a steady increment of reserves that
would match the needs of the world. What has been proposed is a
massive, once-for-all change of 50 percent in the price of gold. That
means suddenly raising the reserves of the world by $20 billion over-
night—there are about $40 billion of gold reserves in the western
world. I can’t see how that could be done without setting off infla-
tionary forces.

_The very purpose of the Monetary Fund, Senator, was to avoid that
sort of thing. The Monetary Fund was established because it was
believed possible to create additional reserves as needed through an
international institution in which countries, all the members, would
undertake to provide the real resources necessary for such a purpose.
The United States subscribed originally $2.75 billion, now a little over
$4 billion to the Fund. If these resources were made available to all
countries as needed they could become like reserves to them. I am
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proposing that the Fund now tell its members that their quotas are
part of their reserves, and to go and use them in the normal way, not.
all at once, but drawing them in modest amount from year to year and
repaying them from year to year.

Senator Proxmime. But if we have had an increase in economic
activity which is more than doubling, over the past 20 or 25 years, and
if during this period the gold reserves were roughly in balance with
needs, why doesn’t it seem logical that we might simply have a devalu-
ation, which would be accomplished not unilaterally, but through
international agreement everywhere, which would provide the kind
of reserves we need, so that instead of this anticipation you mention
of deficient reserves in the future we would have sufficient reserves,
adequate reserves? Now, it may be that the step-by-step way you
propose would be a wiser way to do it, a few percent a year, but it
would be difficult, and it would have possibly a more inflationary trend
in time than this other method.

Mr. BernsTEIN. You can’t tell people we are going to devalue all
currencies in terms of gold by 2 percent a year without their knowing
they would have a big premium for speculating in gold.

On the other hand, it is not possible to devalue currency in terms
of gold every 20 years at the rate of 50 percent, because expectations
would then be created in the same way. The truth of the matter is
that we do have good ways of providing the world with reserves
without doing two things which I think would be undesirable. We
don’t have to change the price of gold to get total reserves growing
at a rate suited to a growing world economy. Second, we don’t have
to keep piling liabilities on the United States for short-term obliga-
tions to foreigners to give the world the reserves it needs.

We have created an institution whose purpose it is to provide the
world with additional reserves. T don’t see why we don’t use this insti-
tution in a rational way to provide these reserves.

Senator Proxmire. What is the price we have to pay for greater
utilization of the International Monetary Fund? Isit going to take
a greater contribution by this country ¢

Mr. BernstEIN. In the proposal which I have made which you
started to read: “Provision for future reserves,” it takes nothing at all
from the United States. It would, in fact, be very useful to the
United States wthout adding any cost at all.

Let me see if I can explain what I have in mind. At present, the
International Monetary Fund has about $3,200 million in gold. It
has around $6,400 mi{]yi,on, maybe a little more, in the currencies of
the countries we have been talking about.

Senator Proxmmre. What was that latter figure, 6 what ?

Mr. Bernsrein. $6,400 million.

It has other currencies, too, Senator. These are the currencies of
the big financial centers.

The rights to use the Fund are assigned by quota. The United
States has a quota of $4,100 million in the International Monetary
Fund. We have never drawn on that quota. If we wanted to draw
on the quota we could have done it, say, in 1958 or 1959 or 1960, by
getting sterling, by getting marks, by getting guilders, by getting
currencies of the surplus countries of Europe. We have never used
the Fund because we have a strange notion the United States is some-
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how above that sort of thing. I think that is a mistake. The United
Kingdom has used the Fund only on two occasions, in 1947 and 1956.

Those were crisis years. The first, Senator, was the convertibility
crisis following the implmentation of the Anglo-American loan
agreement; the second was the Suez crisis.

Senator Proxariee. And what is assigned to the United Kingdom?

Mr. BernsteiN. $1,950 million is its quota.

Now, Senator, the United Kingdom has used the Fund on only two
occasions, and then for fairly large sums. To my mind this is a mis-
take. Using the Fund that way creates the impression that is takes
a crisis to use the Fund.

My proposal is to use the Fund as if it were an ordinary institution
where you have the right to draw on your reserves, to draw from the
Fund, and the obligation to put it-back again.

I would like these quotas used as if they were part of the working
reserves of members. There would be no difficulty in financing it.
The financing has already been provided for. It merely takes two
things: an understanding by the Fund that the time is ripe to do it
and an attitude by members that this is a normal use of reserves. No
country has actually ever defaulted on its financial obligations to the
Fund; they have met them, I think, with much greater care than they
have met some of their other obligations.

Senator Proxwire. If there should be this greater utilization of
the Fund, do you feel that this $3.2 billion in gold and $6.4 billion in
currency 1s sufficient ?

Mr. BerxsteIn. For all ordinary purposes, yes. You see, it is the
nature of the Fund, Senator, that not everybody uses it at the same
time, because

Senator Prox»ire. Supposing this Nation, which has such a very
large quota, should use it in a substantial way, suppose we should con-
tinue to have this adverse balance of payments

Mr. BernstEIN. We can’t continue forever, Senator.

Senator Proxaire. I recognize that. But supposing we should
continue and become more adverse than we have been in the past year
or two.

Mr. Bes~nsterx. My proposal isn’t that we would get more money
from the present Fund when the situation is more adverse; we would
get up to the amount we are entitled to under the quota. We would
be able to get a billion dollars a year for 4 years. Is the question
whether there are enough resources now in the Fund for that?

Senator Prox»ige. Yes. '

Mr. BerwsteiN. The answer is “Yes.” If the United States had
wanted to borrow $1 billion a year from the Fund in the 3 years from
1958 to 1960, the Fund could have financed this from its present re-
sources. The Fund has enough resources for financing ordinary
balance-of-payments deficits arising from trade and other current
transactions. The Fund does not have enough resources, however, to
finance large capital movements of the kind we had in 1960 and which
other countries may have later. To finance such capital movements,
the Fund needs supplementary resources.

Senator Proxare. Now, I understand that we have some expert
consultants here today, and if they have any questions they would
like to ask, I would be delighted to yield to them.
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Mr. Drspres. Just as a matter of clarification, Mr. Bernstein, in
the proposal for the establishment of a Fund subsidiary, you suggested
that the mere existence of this facility would be enough to give confi-
dence to holders of dollars and sterling.

It is my impression that expectations of devaluations or upward
revaluations of currency are the major cause of the movement for
hot money. Unless this cause were removed, how could the estab-
lishment of this facility alone provide the assurance?

Mr. Bernstern. Well, I have said that, although it may not be in
this statement. But, in any case, I have said it elsewhere. The way
Ilook at it is this. A good deal of the conversion of dollars into gold
comes from the feeling that if you don’t get in line first, you won’t
get the gold.

There are central banks, as you can see from the present arrange-
ments on sterling, that are very glad to ease the pressure on other
countries’ gold reserves, provided they don’t look like fools when they
have to explain to the Minister of Finance that they didn’t withdraw
their money in 1929 or 1930 because it would have caused a panic in
London or New York.

If you once tell them that nobody can get ahead of them in line, it
will change their attitude toward whether they must have gold instead
of dollars or sterling now.

This is the effect that I believe psychologically you do create with
a Reserve Settlement Account. With the knowledge that there is
enough for all, you don’t have to be first in line. If somebody else
gets ahead of you, you know you won’t be deprived of access to these
resources. That makesa very big difference.

But if you are asking the question, could this attitude be created
for a currency in which there is no confidence, the answer is “No.”
If in fact countries were convinced that something was going to
happen to dollars or sterling, they would not be willing to hold these
currencies.

There is an awful lot of fear about letting others get ahead of you
~ in converting currencies into gold when there is a limited amount of
gold. If you can give them assurance this won’t happen, many
central banks would be willing to wait quite a while before they con-
vert balances into gold.

Mr. Deseres. Thank you very much.

You also suggested that there is a need for a growing volume of
liquidity as the world economy and world trade and payments grow.
How would your proposal meet this long-term growth requirement?

Mr. BernsteiN. Well, my proposal has two sections to it, as you
know. The first one is for the integration of the quotas in the Fund
with the working reserves of members. This would take place by
allowing members to use these quotas, and I would say it would pro-
vide certainly for all the reserve needs for the next few years, say
years. For the future, you would have periodic review and increase
0}{ quotas. I don’t see why that can’t be done. We have already had
that.

Representative Reuss. Mr. Bernstein, I have seen accounts in the
press that the Director of the International Monetary Fund is sup-
posed now to favor the so-called Bernstein plan. As I read the
account, the IMF was said to be considering a plan whereby standby
credits would be provided by some members of the Fund. Is this
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your understanding from what you read in the press, and if so, does
this constitute an adoption of your proposal?

Mr. BerxstrN. Well, my proposal, Congressman, has gone through
a lot of reformulation in the course of 3 years. In 1958, I first
made this proposal in public in a speech at Harvard University.
There I proposed essentially that article VII of the Fund Agreement,
the scarce currency provision, be used by the Fund to get commitments
from some members to buy its debenfures in order to finance large
capital movements. I was afraid then that such capital movements
could develop on a big scale in a time of recession in the United States.
Incidentally, at the annual meetings in 1957 and 1958, Governor
Zolotas of the Bank of Greece proposed that the Fund enter into
standby arrangements with the surplus countries. }

As T have gone into this question more, I have been convinced that
it is not in the interest of the United States nor of other countries to
use article VII for this purpose.

It is of primary importance to find some means of financing capital
movements. Nevertheless, it is not a matter of indifference to the
members of the International Monetary Fund whether this is done
through article VII of the Fund Agreement or through a Reserve
Settlement Account as I have proposed.

The Fund Agreement states (art. I) that one of its purposes is “to
assist in the establishment of a multilateral system of payments in
respect of current transactions between members and in the elimina-
tion of foreign exchange restrictions which hamper the growth of
world trade.” The Fund Agreement further states (art. VI) “that
a member may not make net use of the fund’s resources to meet a
large or sustained outflow of capital,” although this is not deemed
“to prevent the use of the resources of the fund for capital trans-
actions of reasonable amount required for the expansion of exports
or in the ordinary course of trade, banking or other business.” In
1947, the Fund transmitted to members a strict interpretation of this
provision.

1f the Fund uses its resources to finance capital outflow it must be
for capital movements incidental -to current transactions and in re-
payment of bank credits for such transactions. The Fund can also
finance the drawing down of dollar and sterling balances by other
countries for the purpose of meeting their own current payments
(art. VIII, sec. 4). There are other capital movements that the Fund
cannot finance—interest arbitrage, speculation in foreign securities
or foreign exchange, forward exchange transactions, and the con-
version of previously acquired currency balances into gold. These
capital movements may be far larger than those arising from credits
in connection with trade and other current transactions.

The Fund does not have the resources to finance such capital move-
ments even if it had the authority. The suggestion has been made
that it could borrow the resources from some of its members. Article
VII of the Fund Agreement states that if the Fund deems such
action appropriate to replenish its holdings of any member’s cur-
rency, it may sell gold to a member for that currency, or it ‘may
“propose to the member that, on terms and conditions agreed between
the Fund and the member, the latter lend its currency to the Fund.”
Under the Bretton Woods Agreements Act, the United States cannot
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directly or indirectly make a loan to the Fund “unless Congress by law
authorizes such action.”

It is difficult to understand how the Fund can say that it must
borrow any member’s currency under article VIT while its holdings
of gold are $3.3 billion. Surely, the first way to replenish its holdings
of any currency is to sell gold for that currency, a procedure the Fund
has followed on several occasions to acquire U.S. dollars. Of course,
countries that expect to use the Fund’s resources for financing their
deficits on current transactions would be reluctant to see the resources
that have been contributed for this purpose diverted to the financing
of capital movements. In fact, the large-scale use of the present re-
sources of the Fund for financing capital movements would inevit-
ably create a real scarcity of the Fund’s holdings of some of the
leading currencies.

Neither this country nor the surplus countries of Europe can take
the risks that would be entailed in permitting the Fund to finance
capital movements by borrowing under the scarce currency provision
of the Fund Agreement. This would imply that if a member is not
prepared to provide more resources to finance an inflow of foreign
capital, its currency could be declared scarce and other countries
would be authorized under article VII, section 3(b) to impose dis-
eriminatory restrictions on trade and payments against it. No country
can accept an unlimited obligation to finance an inward flow of capi-
tal; and no country can agree that its unwillingness to finance such a
capital inflow should subject it to discrimination. This is the very
danger that the United States sought to avert when it requested an
interpretation of article VI on capital movements.

In a world of convertible currencies, in which international pay-
ments are made through the exchange market, capital movements are
an inevitable part of the balance-of-payments problem. Although a
country can forbid capital transfers by its own residents, there is no
way in which it can prevent the transfer of funds by nonresidents
without giving up currency convertibility. There is a need to finance
capital movements, but that should be done in a way that recognizes
their special character and finances them through special resources.
It would be improper for the Fund to divert to this purpose the re-
sources subscribed by its members to finance temporary payments
deficits arising from current transactions. It would be improper for
the Fund to ignore article VI and the formal interpretation it made
in 1947, ,

The problem can be met by establishing a Reserve Settlement Aec-
count to be operated by the Fund. The larger countries would under-
take prior commitments to make loans to the Reserve Settlement
Account by buying its interest-bearing notes. The Reserve Settlement
Account would be authorized to make loans to any of its members for
capital or current transactions on terms and conditions agreed with
the borrowers. The notes of the Reserve Settlement Account and its
loans to members would carry the same gold guarantee that now
covers all transactions of the Fund.

This seems to me the best way to deal with the problem of financing
capital transfers. It does not strain the plain meaning of the Fund
agreement. It does not divert the resources of the Fund from the basic
purpose of financing payments deficits in connection with current
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transactions. It does not impose on countries the threat of being
penalized through trade discrimination for a reluctance to provide
unlimited finance for capital movements. I believe countries will rec-
ognize the advantages of dealing with the financing of capital move-
ments in a straightforward way, through a Reserve Settlement
Account.

Representative Reuss. Your plan, as you have outlined it this after-
noon, envisages not only a system of loans and drawings on a Reserve
Settlement Account, but a system of integrating national reserves
with IMF quotas?

Mr. Berxsten. That is right.

Representative Reuss. So as to get greater mileage out of your
reserves.

Mr. Brrxstemn. Yes. I would like to see the United States take
the view, “We have invested $4 billion in the International Monetary
Fund, we can use it as anyone else can. If we can’t use it, it is simply
that much commitment acting as a drain on our own reserves.”

I would like to see the United Kingdom take the view—it has
dvawn twice—that drawings are a quite ordinary matter, that there
is nothing unusual about drawing on the Fund. These resources were
contributed by the United Kingdom and other countries and the
United Kingdom should draw on them as needed.

Now, as I told Senator Proxmire, there is no problem of getting
nore resources for this—there are plenty of resources for such use
of the Fund—all we need is an attitude in the U.S. Treasury that
there is nothing wrong in using the Fund. Actually President Ken-
nedy has said we would use our quota whenever the occasion arises.

Representative Reuss. And would you say that the decision to use
Fund quotas for this purpose is an integral part of your plan?

Mr. BernstrIN. Yes, Congressman, the access to quotas as a part
of the working reserves of members, the use of quotas within the
quota limits, to be treated as reserves—that means countries must
restore their Fund position—that is part of my plan. I think that
is an essential part now of getting a proper reserve system for the
Western World.

Representative Reuss. Why isn’t it enough that the Reserve Settle-
ment Account half of your plan be adopted? If you had a system
of debits and credits as between members, why wouldn’t that take
care of the strain on short-term capital movements?

Mr. BerxsteiN. Well, it would, Congressman. The purpose of
the Reserve Settlement Account is actually to deal with capital
movements.

Now, what I am thinking of is something more than that. I am
thinking of the fact that while the world has $60 billion of reserves
in gold, dollars, sterling, and other currencies at this time, that the
increase in these reserves in the future is not likely to be more than
$600 million a year from newly mined gold and the sale of gold by
the Soviet Union and negligible amounts from additional dollar and
sterling balances. But the world probably needs something nearer
the order of $2 billion a year in reserve growth. Where is this to
come from? My answer is it should come from a better use of the
International Monetary Fund. f

Representative Reuss. In other words, you do agree with Mr.
Trifin that the trading world is perilously close to being short on
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adéquate reserves, your method of supplying these is much simpler
and different, but you do agree that the visible accretions of gold
are insufficient and that we had better be thinking right now about
repairing that gap?

Mr. BernsteIN. That is right for the future. I don’t believe we
are perilously close to being short of reserves, but I do believe that,
in the ordinary course of events, we are not going to have the incre-
ment of reserves we need.

Representative Reuss. And so you advocate that—I would like to
be perfectly clear on this—this country urge the International Mone-
tary Fund to adopt a twofold proposal and then get it ratified by the
respective legislatures ?

Mr. BrrnstEIN. No, sir.  We don’t have to do anything for this.
All we have to do is get the Fund itself to act. This doesn’t change
any part of the Fund agreement. All we need is for the Fund to
say to Brazil, “You can draw $70 million out of your quota in 12
months. We also hope you will stop inflation in Brazil, but this is
not a condition of your using the Fund.” . '

It 1s my view that the Fund will have more effect on inflation in
Brazil if 1t says, “Draw the $70 million, but remember you are going
to have to restore it.” :

You don’t need legislation for this, Congressman; all you need is
for the International Monetary Fund to take the view that members
can draw on their quotas within the quota limits. o

Representative Rruss. But you do need a resolution by the man-
aging director of the Fund ?

Mr. BernsTeIN. You could do it by resolution. The Fund likes to
do these things by resolution, and it has had resolutions saying that -
if members draw the first 25 percent of the quota, that is all right,
but we are going to be tough on the second 25 percent. As the Fund
has done it by resolution in the past, I suppose that with a new reso-
lution it could say a member may draw within any 12-month period
25 percent of the quota until it has reached the maximum provided
by the Fund agreement. I propose the Fund should do this now.

Representative Reuss. I would like to recapitulate. You advocate
the immediate adoption of two measures: one, an internal resolution
by the International Monetary Fund that its quotas can now be inte-
grated with national reserves so as to get greater mileage for each
country out of its existing reserves; two—and this would require rati-
fication by the legislatures of the constituent countries—the estab-
lishment of a Reserve Settlement Account so as to permit payments-
surplus countries to come to the rescue of payments-deficit countries.

Mr. BernstEIN. Forlarge capital movements, yes.

Representative Reuss. And it is your opinion that we would not
solve the problem that confronts us by the adoption of just one of the
‘two, that we need to do both ?

Mr. BernsteIN. Well, you have two separate problems there, Con-
gressman. And each part of the proposal can be useful in solving one
problem. I wouldn’t say that I would reject a solution to one because
somebody is hesitant about the other. "Even if the growth of re-
serves in the future is a little slower than I would like, I do hope that
we will get international arrangements to finance large capital move-
ments before there is another recession in the United States, or before
there is a political crisis in Europe, because I think that is important.
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The fact that we can’t get the other part of my suggestion, that is to
say, the integration of quotas with working reserves, would disturb me,
but I wouldn’t say it is all or none. Similarly, if we can’t go ahead
with the Reserve Settlement Account, I would still press hard for
the integration of the quotas with working reserves and free access
to quotas within the limits provided by the Fund agreement. But I
believe, in fact, that those who see the need for one will see the need
for the other.

Representative Reuss. And is it your impression from reading the
press, as it is my impression, that the IMF is now contemplating some-
thing like the Reserve Settlement Account arrangement, but is not
contemplating anything like the integration of Fund quotas and regu-
lar reserves?

Mr. BernsteEin. Well, I talk to people at the Fund on occasion,
though 1 do my best not to press my own views on them. Many of
these people used to be my colleagues, and I want to avoid pressing
my views on them. I get the feeling that while they are not going
to do much publicizing of the easier use of Fund resources, that we
will gradually see within a few years an attitude which is in fact
equivalent to the integration of Fund quotas with the working re-
serves of members. I think we will get some progress there, too.

Representative Reuss. Senator Bush.

Senator Busu. I am sorry, Mr. Bernstein, I wasn’t here to hear the
first part of your presentation, and I missed the questions by the
- Chairman.

I was interested in one thing you said. You used Brazil as an il-
lustration, not because it was Brazil, but just as a name, I take it.

Mr. BeErnsTEIN. Yes, sir.

Senator Busua. And I didn’t quite get the import of that. If I re-
call what you said, it was to this effect, that if Brazil, let’s say, were
going to make a withdrawal of $70 million, that instead of exacting
some sort of disciplinary promise from them, or placing a disciplinary
condition upon the advance, that that not be done, you should simply
say, “Well, here it is, come and get it.” Is that right?

Mr. BernsTEIN. Yes, Senator, that is about what I said. The
Brazilians have entered into an agreement with the United States and
a large number of other countries under which they have made a sub-
scription to the International Monetary Fund. That agreement
states that Brazil is permitted to withdraw $70 million a year, or
within a 12-month period, until it has drawn up to a certain limit, up
to a net credit of $280 million. There is a provision that it must use
its own reserves when it uses the Fund, there is a provision that it
must repay the Fund within an appropriate time. . There is a provi-
sion that if the Fund wishes it can stop Brazil from drawing by
declaring it ineligible.

Now, these provisions were all written in there, I think, with a gen-
eral understanding of what they mean. Nobody has ever declared
Brazil ineligible. What they do when Brazil wants to come to use the
Fund is to say, “Yes and no,” or “No and yes,” and “Maybe,” and to
try to make a deal with them as to what they can get in the way of
credit policy, what can they get out in the way of budget policy. The
upshot of it 1s that, first, countries try to do this, try to give the Fund
the commitment. Generally they give a commitment that is far in
excess of what they can really do. And they themselves are dissatis-
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fied with their performance, and dissatisfied with the Fund for having
imposed on them the necessity of making such a commitment on a
sovereign matter, say, the budget.

Now, what I am saying is a simple thing. You will get better pol-
icies from Brazil by saying to them, “This is your reserve, don’t waste
it, but use it. Remember, if you use it, you have to restore it.”

I would say that if we did that at the Fund, the influence of the
Fund on Brazilian policy would be infinitely greater than it is today.

Now, this is my experience. I was with the Fund for a good many
years, and I have been through this difficulty.

No country is going to sell its monetary and fiscal policy to the In-
ternational Monetary Fund for the privilege of being able to with-
draw a small part of its quota and then return it. A country can be
tanght that its quota in the Fund is a valuable part of its reserves;
that it should be used with care, as reserves should be used, and then
restored as soon as possible.

A country can be taught that, because no country has in effect failed
to keep its financial obligations to the Fund.

Operating in that way, it is my opinion that the Fund would have
far more influence. I mean the staff of the Fund would have more
influence in Brazil and in every other country if they did that. You
may not know it, but there have been countries which have said to the
International Monetary Fund, “Don’t send your staff to us; our pub-
lic would think you are trying to dictate our policy.”

Now, I think this feeling comes from the notion that a country
can’t use the Fund unless it commits itself to a policy that the Fund
regards as right.

Senator Busn. The World Bank exercises a good deal of discipline
in connection with loans which it makes, doesit not?

Mr. BrernsTEIN. Yes, sir. The World Bank—they are two different
institutions, Senator

Senator Busu. I know; one is a long-term advance in the case of
the World Bank.

Mr. BernstEIN. T had in mind more than that; I meant they are
two different institutions in the sense they are for different purposes.

In one institution, the World Bank, a borrower comes and says,
“I want to build a powerplant.”

The World Bank says, “Well, we would like to make sure first that
you really need a powerplant, and, second, that you are going to
operate it efficiently, and, third, that you are not going to waste
the money through excessive costs and bad engineering, and so on.”

Senator Busu. But that is not considered an intrusion on the
country. -

Mr. BernsreiN. That is right. They have no right to these loans.
And they have put no money into the International Bank, they have
put in perhaps 2 percent of their quotas.

Now, when you come to the International Monetary Fund, the Bra-
zilians put in $70 million in gold of their own. And other countries
have put in large sums in gold, their own money. '

Senator BusH. So they have in the World Bank ?

Mr. BernsteIN. Noj they haven’t, there is a big difference. In the
World Bank, we have put in 20 percent, some of the rich countries
have put in 20 percent, but most of the poor countries have only put in
2 percent in usable form. In their subscription to the capital of the
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World Bank, poor countries like India have actually paid 2 percent in
dollars, and that is all. The other 18 percent is in the World Bank in
the form of rupees.

In the case of the International Monetary Fund, they have put up
25 percent of their capital, of their capital subscription, in gold or, in
some instances, in dollars.

Senator Busu. Well, my point—I may not see this clearly, Mr.
Bernstein, but my point is, 1f the Fund is not to exercise some discipline
in the advancing of its money, despite the fact that it does belong to
the people, why go through it at all; you see what Imean? There has
got to be an orderly process there, it seems to me, and it seems to me
that the Fund has some responsibility to make advances on terms that
would indicate that they are going to set the money back; they have
that responsibility to the other members of the Fund besides Brazil,
which we used as an illustration in this case.

Mr. BernstrIN. I think countries do have a responsibility. The
point is to define it.

Let’s see what these responsibilities are. First, these countries
have undertaken certain responsibilities on exchange policy. They
have to carry out these responsibilities whether they get any help
from the Fund or not.

Second, these countries have rights in the Fund which are specified,
that is to draw on their quotas up to 25 percent a year unless declared
ineligible. A

They have obligations in connection with their drawings. They
have to use their own reserves, they have to repay, they have to pay
interest charges on what they use.

There is no obligation under the Fund Agreement, so far as I know,
to keep balanced %udgets, or to restrict credit, or to forego programs
for social reform. Of course, a country ought to follow sound policies
in its own interest. It ought to maintain the exchange standards re-
quired by the Fund Agreement. Beyond that, it must make sure that
1t will repay the Fund. But that requirement does not justify making
budget and credit policy a condition for using the resources of the
Fund. No country has defaulted, no country has unduly delayed re-
payment to the Fund of any money previously drawn. I have never
heard anyone who knows the business of the Iund suggest that there
is any danger of & country’s not repaying.

Senator Busa. Is that not a fairly good endorsement of the present
system ? '

Mr. BernstEIN. No, sir, itisn’t, I regret to say.

Senator, the Fund also has a job of letting members know what
would be good policies. This seems to me an independent obligation
of the Fund, an obligation to give wise advice. But I know of no
place in the Fund Agreement where it states that a country must take
the advice of the Fund as a condition of using its quota in the Fund.

The staff of the Fund are just human. 2Very few of them are
geniuses, and all of them make mistakes. When they make mistakes
on what would be the proper policy for a country, it is a technical
deficiency on their part, but it could be a calamity for the country to
whom the advice is given. :

The view, therefore, that an international institution can impose
on a country like Brazil, or any other country, a certain line of policy
on budget, on credit, is in my opinion a serious mistake. The attitude
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should be, “Look, we are glad to tell you whatever you want to know
about these matters, to give you as much help in drawing up a pro-
gram as you want, but we don’t make the policies of the §ovgrnment.
Those sovereign powers rest in the Congress and the Executive. We
don’t make these policies a condition for your drawing on your quota.”

It is my conclusion, from having watched this, that you would get
better policies in the end, you would get better policies because you
would get countries welcoming the Fund instead of their present
attitude of doubt and aloofness.

Senator Busu. What is the attitude of the Fund’s management
toward this suggestion of yours, Mr. Bernstein? Have you discussed
this with them? )

Mr. Bervstern. Well, I can’t say, Senator, that I have discussed
it with them. I think many directors and many members of the staff
would agree with me.

Senator Busu. Did you advance this thought while you were em-
ployed there? o

Mr. BernsteiN. Yes, I have advanced the thought that it is a
serious mistake to tell a country it cannot use the Fund unless it will
commit itself on what its budget will be. T have said, we will not get
them to carry out their commitments, and they will say, “This is the
wrong way to do it.” And it is. The Fund has not been as effective
in encouraging better financial policies as it should be. And my view
is that the Fund would get a better response to its advice if it said,
“These are your reserves, draw on them within the limits of the quota
and within the terms of the Fund Agreement. We are also ready to
help you with advice and we hope you will take it. We know it’s
hard to stop inflation, but in your own interest you must try.” I
think that would work in some cases where an insistence on a speci-
fied budget and credit policy would fail.

The underdeveloped countries need reserves. They are too poor to
hold adequate independent reserves. The only way to provide them
with resources that will be used as reserves—drawn down in bad times
and restored in good times—is to have their quotas in the Fund serve
as their reserves.

Representative Reuss. Senator Pell ?

Senator PeLL. Do you see in the development of this plan, if it was
finally accepted, a possibilty of reducing our dependence on gold?

Mr. BernsTeIN. Yes. The world dependence on gold has to be re-
duced, or the world will have a monetary system under which the
pressures of deflation will be greater.

I believe the proper way of reducing our dependence on gold is
through the use of the International Monetary Fund through the
gradual increase in quotas, and, as I have been saying, through giving
members the right to draw on their quotas as-if they were part of their
working reserves. Teach them the responsibility that this is the
proper use of the Fund, the right use of reserves, and the Fund will
get a good deal more in the way of sound policy than it gets now.

Senator Perr. Thank you.

Representative Rruss. Senator Javits?

Senator Javirs. I have known Mr. Bernstein for a very long time,
Mr. Chairman, and I am very much interested in his thesis, as I was
h}terested in Professor Triffin’s thesis, though it was quite different,
of course.
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I would only like to state at this time—and I hope to return to the
subject at a later date, Mr. Chairman—that I think Mr. Bernstein
and others who have appearcd before us render us a great service in
these proposals. And I agree with the basic proposition, that is, in
considering the job we have to do in the world, and the extent of our
productivity and resources, we are in a sense undercapitalized. And
that is what they are trying to do; they are trying to show us how on
the international level we can have some automatic relationship as
between the necessary capitalization and the increasing productivity,
and more widespread financial competence of the world.

And I hope very much, Mr. Chairman, that we will give the great-
est attention, both ourselves and our staff, to those recommendations,
and that we may be able to come up with some conclusion of our own.

But certainly the problem is a very profound one, and I am, as one
Senator, grateful to Mr. Bernstein and others of his colleagues who
have given us so much first-rate thinking on that subject.

Representative Reuss. Thank you very much, Mr. Bernstein. We
appreciate the help you have given us this afternoon.

The next witness is Mr. David Rockefeller, president of the Chase
Manhattan Bank, New York.

Will you come up, Mr. Rockefeller ?

Mr. Rockefeller, we welcome you down here this afternoon. You
have a prepared statement and if it is agreeable with you, we will
admit the prepared statement into the record, and then ask you to
proceed in your way either to read it or excerpt from it, or whatever
you see fit.

STATEMENT OF DAVID ROCKEFELLER, PRESIDENT, THE CHASE
MANHATTAN BANK, NEW YORK, N.Y.

Mr. RockEreLLER. Thank you, Mr. Chairman and gentlemen.

I would suggest that in the interest of time I will eliminate a few
paragraphs from the prepared statement. However, I think it would
be useful if T would follow the text to a considerable extent.

(The prepared statement of David Rockefeller follows:)

STATEMENT OF DAVID ROCKEFELLER, PRESIDENT OF THE CHASE MANHATTAN BANK

I propose to address my remarks this afternoon primarily to the problem of
international liquidity and to the changes in the international financial struc-
ture that may be necessary to deal with this problem. In doing so, I do not in
any way wish to minimize the gravity of the balance-of-payments problem our
Nation faces, or the urgency of effective steps to achieve a viable balance in our
international payments accounts. However, your invitation suggested that I
include a discussion of the role of New York as an international reserve center.
Thus, I feel I should concentrate on the problem of what may need to be done to
improve the world payments mechanism, since that ties in closely to the questions
you have posed.

TWO SEPARATE TASKS

At the outset, it seems to me important that we recognize that our Nation
faces two separate tasks in the international financial area. We must first deal
with our balance-of-payments problem, for I do not believe there are any effec-
tive devices which could long withstand large continuing deficits on the part of
the world’s biggest trading nation and major reserve currency center.

However, success in bringing our basic payments position into balance will
not solve the problem of international liquidity. That problem can be defined
this way: We seek a world financial structure which will withstand short-term
pressures against key currencies and meet the longer term need for an adequate
supply of assets acceptable in international payments.
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The immediate problem is to improve the world payments mechanism to pre-
vent short-term capital movements from becoming disruptive. In normal times,
such movements perform a constructive function in financing international pay-
ments, However, short-term capital movements can place excessive pressure on
any key currency where the country involved is experiencing temporary balance
of payments deficits. Such capital movements are also highly sensitive to differ-
entials in short-term interest rates. This fact restricts the ability of monetary
authorities to ease money and credit in a recession since such action could drive
down short-term interest rates and encourage an outflow of short-term capital.
Consequently, we will face a problem of international liquidity even after our
basic payments position has been righted.

SPREAD OF CONVERTIBILITY

This problem of short-term liquidity has arisen for two reasons. First, the
spread of convertibility among industrial nations has made it possible to shift
short-term funds from one market to another in response to interest rate dif-
ferentials, or in response to changes in the appraisals which holders of such
funds make of prospects in various money markets. In many ways, this is a
healthy development. Currency convertibility has been one of our foreign
policy goals because of the benefits it brings in the form of more effective com-
petition and enlarged trade. The greater mobility of short-term capital makes
it possible to handle a much larger volume of trade and investments than was
the case before the spread of convertibility. However, it does pose the problem
I mentioned earlier of finding ways to keep such capital shifts within proper
bounds,

CHANGE IN U.8. POSITION

A second reason for concern over the problem of short-terin international
liquidity lies in the change in the position of the United States. In the earlier
postwar period, the dollar was universally regarded as invulnerable. 'The dollar
was the leading reserve currency since dollar holdings could earn interest and
were convertible into gold at a fixed price. Thus, foreign dollar holdings were
built up from $8.6 billion to $21.4 billion between 1950 and the end of 1960.

This buildup in U.S. short-term liabilities, which has supplied a massive dose
of needed international liquidity, now poses problems to the United States. The
dollar is no longer invulnerable to any and all circumstances, as is shown clearly
by developments of the past 2 years when the dollar has been under pressure.

In a sense, the position of our Nation is somewhat like that of a commercial
bank. The United States had demand liabilities at the end of last year amount-
ing to $21.4 billion. Against these liabilities the Nation held $17.8 billions of
gold, of which nearly $12 billion was earmarked to back Federal Reserve notes
and deposits. TU.S. long-term foreign investments are, of course, very sub-
stantial. But these long-term investments cannot be liguidated to cover short-
term claims against the United States.

Thus, the United States has reached a point where it must be concerned about
the pace and extent of the increase in its short-term foreign liabilities. The
Nation’s reserves are large in relation to our trade and our short-term liabilities.
Yet they are not so large in relation to the pressures that could be placed on them
by short-term capital movements as to leave room for complacency. For that
reason, the United States has a genuine interest in measures to improve the
world financial mechanism to deal with the problem of short-term international
liquidity.

If such a mechanism can be developed, the longer-term liquidity position of the
world would appear to be satisfactory for at least the near-term future. Much
has been made of the fact that official gold stocks have been growing at an aver-
age annual rate of 2 percent while world trade has been expanding at a 5 percent
rate. However, there is no simple and mechanical reaitionship between the
growth of trade and reserves. In large part because of the massive injections .
of dollars into foreign reserves in recent years, world liquidity is high in rela- -
tion to world trade. As T shall say later, this may be a problem to watch in the
years ahead. But it does not appear to be the problem to focus on at the
moment,
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o FOUR APPROACHES

What, then, should be done about the short-term liquidity problem? Four
approaches have been suggested to improve the world’'s financial mechanism:
(1) Increase the price of gold;
(2) Strengthen the present mechanism by internal measures and by
increased cooperation among key currency nations;
(8) Expand the scope of the IMF by increasing guotas and enlarging its
powers to borrow currencies in surplus;
(4) Convert the IMF into a world central bank.

While an increase in the price of gold would appear to be a simple and direct
solution, it actually has significant disadvantages. The gains from a markup
in the price of gold would accrue chiefly to South Africa and the Soviet Union,
the two largest gold producers, and to the Western industrial nations which hold
gold. Lesser developed nations would receive minor benefits since they hold
little gold. Nations holding their reserves in key currencies would find that
these reserves would be worth less in terms of gold. Any hint of a possible gold
price change would set off a widespread and disruptive speculative move. Con-
sequently, the case against raising the price of gold is most persuasive.

THE KEY CURRENCY APPROACH

A second approach would involve building on the present mechanism to bolster
the ability of key currencies to withstand pressures. Since the dollar is a key
currency, it is important to consider what might be done to strengthen the po-
sition of the United States as an international banker. There are a number of
steps which could be taken unilaterally, and several others which would require
international cooperation.

A first step which we could take would be to remove the requirement that gold
be held against the note and deposit liabilities of the Federal Reserve banks.
The Commission on Money and Credit discussed this problem at length, and I
should like to quote the Commission’s recommendation :

“The Commission believes that the threat of a confidence crisis would be
greatly reduced if it were generally recognized, both here and abroad, that all of
the U.S. gold is available to meet our international obligations. Any doubts
about U.S. policy should be removed by elimination of the gold reserve require-
ment at the earliest convenient moment so that all of the U.S. gold stock is
available for international setflements.”

As a second measure I believe that continued efforts should be made to hold
prices on the London gold market from rising unduly and thereby encouraging
increased speculation. The speculation in the London market last fall, which
drove the price of gold above $40 an ounce temporarily, was a factor that helped
accelerate the outflow of short-term capital from this country. The U.8. Treasury
(acting through the Federal Reserve) and perhaps other central banks as well,
can cooperate with the Bank of England in efforts to prevent extreme moves in
the gold price. The resulting cost may be low in comparison to the damage that
can be done to confidence through wide speculative moves in the price.

a DOMESTIC ECONOMIC POLICIES

U.S. domestic economic policics can alsc bo adapted to reduce the pressure
of short-term capital outflows in a period of recession. Such outflows are im-
portantly influenced by differentials in short-term interest rates as between the
United States and other industrial nations. The Federal Reserve can supply
necessary reserves to the banking system by open market purchases of inter-
mediate-term securities, thus reducing short-term rates less than would be the
case if short-term securities were purchased. The Federal Reserve has been
following this policy in recent months and I believe the record shows that it

. has been generally successful.

At the same time, greater reliance on fiscal measures could reduce the amount
of monetary ease needed to facilitate business recovery. The resulting deficits
could be financed with short-term securities, which would help keep short-term
interest rates from declining to unusually low levels, The use of short-term
financing by the Treasury is an appropriate procedure in a recession.
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REGULATION Q

Regulation Q, under which the Federal Reserve sets ceilings on interest
rates which commercial banks can pay on time deposits, should be revised to en-
able commercial banks to compete more effectively with interest rates abroad,
and thus be better able to retain holdings of foreign dollars in the United
State. This is particularly important in the case of large dollar holdings of
foreign central banks and official institutions, some of which might otherwise
be converted into gold.

Steps can also be taken to reduce the profitability and hence the volume of
short-term capital flows. To avoid the foreign exchange risk, those who shift
short-term funds abroad frequently cover themselves through purchases of dol-
lars in the forward market. By operating in this market, U.S. authorities could
increase the cost of purchasing forward dollars, perhaps to the point where
shifting funds would not be worth while. This would increase the risks of
temporary movements of funds and reduce the volume. U.S. authorities could
cover their short position by borrowing from the IMF or from foreign central
banks. Such operations have been carried on recently in German marks.

INTERNATIONAL COOPERATION

Several other steps could be taken by agreement among the six or eight
countries which are the main holders of foreign currencies. Central banks
could agree to hold other currencies for limited periods rather than convert them
into gold. This would reduce the possibility of an exchange crisis arising from
large shifts of short-term funds. Such cooperative arrangements among cen-
tral banks have been used in part to cover the shifts in funds following the
German revaluation.

It seems to me that the key currency approach is a constructive one. The ex-
perience now being accumulated through cooperative efforts could pave the way
for further steps to improve the world financial structure.

IMF REVISION

However, I believe we must soon take such further steps to develop a strue-
ture that will withstand the massive movements of short-term funds which are
now possible as well as to meet eventual needs for a growing volume of inter-
national reserves. I believe the most effective approach lies through strength-
ening the International Monetary Fund along the general lines proposed by Mr.
Bernstein. You have just heard him outline his proposals, so I shall not repeat
them.

It seems to me that these proposals would, if they could be adopted on the
proper scale, deal with the problems we confront in the foreseeable future. It
would be possible for key currency countries to rely on drawings from the Fund
to finance temporary exchange deficits, since the Fund would be in a position to
extend credits in the currencies required. Thus, such nations would have an
incentive to integrate their Fund quotas with their reserves. The use of Fund
drawings to finance shifts of short-term funds would greatly reduce the possi-
bility of an exchange crisis. Such an arrangement would also provide an incen-
tive to surplus countries to adopt policies to reduce their surpluses. They would
have an incentive to increase their imports of goods and services, or engage
directly in international aid or investment, rather than to provide funds to the
IMF for the use of other countries. The fact of borrowing from the Fund, plus
the cost, would give deficit countries an incentive to take steps to eliminate the
deficit. :

For some years ahead, increased reliance on the Fund, plus new gold produc-
tion, could cover the needs for increasing liquidity. If necessary, it would be
possible to increase country quotas, as was done in 1959. As I said earlier I do
not believe that there is any immediate problem of a shortage of overall liquidity
in the sense that world reserves of gold and foreign exchange will be inadequate
to finance the potential expansion in trade.

At the same time we must not lose sight of this as a longrun problem. Fore-
casts in this field are notoriously hazardous and unreliable, so I would hesitate
to make the judgment that increased reliance on the Fund can solve for all time
the problem of liquidity. But I do feel that it can be sufficient in the years
immediately ahead. I would caution only that this is a problem that must be
kept under surveillance,
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A WORLD CENTRAL BANK

It is implicit in what I have said that I do not believe we need go to the
extreme of a world central bank, as proposed by Professor Triffin, to deal with
the problem of liguidity in the years immediately ahead. Looking into the
distant future, it may well be that we should work toward the eventual develop-
ment of a world central bank. Virtually all national banking systems have
evolved toward a central banking system as the most effective and efficient way
to operate a financial mechanism. However, I doubt that the world has reached
a point where the member nations of a central bank could be counted on to
maintain the discipline in their financial policies needed to make such a bank
successful.

Moreover, I believe the Triffin proposal has a number of serious disadvantages.
I am sure you have heard the general arguments against the Triffin plan so 1
will mention some of them only briefly, and then turn to its effects on the New
York money market.

To my mind, the most telling general arguments against the Triffin proposal
can be summed up in the following manner:

First, the cost to the United States would be high in terms of reducing our
freedom of action in financing any balance-of-payments deficits. If the Triffin
plan had been in effect, the United States would have been under great pressure
to reduce its payments deficits in recent years. Yet the fact that foreign re-
cipients of dollars have been willing to hold a good part of them has enabled
this country to carry on programs of foreign aid, investment, and military assist-
ance that have been in the national interest. In the future, the Triffin plan

~would mean that the United States would give up the possibility of financing
at least a part of a temporary balance-of-payments deficit through the further
buildup of dollar holdings by other countries.

Second, the gold guarantee of deposits in the Fund-Bank and of its invest-
ments imposes a high price on the United States. Circumstances could arise
under which it would severely constrict our freedom of action because of our
large liabilities to foreign holders of dollars. The fact of this huge commitment
might push us into restrictive domestic policies well before such policies would
be genuinely needed.

A third general objection is that the political and technical problems involved
are formidable. It is far from clear that the technical knowledge exists to
operate a world central bank without complicating unduly the problems of
maintaining prosperity and growth without inflation throughout the free world.
I doubt whether most countries, including the United States, would be willing
at- this time to delegate to an international agency the powers necessary to oper-
ate a world central bank.

Over time, many of these problems might be overcome, given the continued
cooperation among members of the world financial community. To a large ex-
tent the problems are political as well as technical. Certainly nothing like a
world central bank would be feasible unless or until a closer economic alliance
had been achieved, at least within the Atlantic community. At the same time
I feel that there are many technical and operational problems that would have
to be solved before a world central bank could operate properly. Thus, I be-
lieve the proper approach is one of evolution through increased international
cooperation along the lines I suggested earlier.

IMPACT ON NEW YORK BANKS

Some of the technical problems involved can be highlighted by considering
the impact of the Triffin plan on the New York money market. As a practical
matter the first problem would arise during the extended period of delicate
negotiation which would be involved in trying to work through an agreement
to establish a world central bank. This would be a period of great uncertainty,
in which an upsetting move out of key currencies into gold might develop. The
New York banks would face the possibility that their foreign deposits—as much
as 15 percent of their total deposits—might be withdrawn on short notice. Even
if the Federal Reserve should move to counter such a withdrawal if it occurred,
such action would affect the banking system as a whole and New York banks
could face a painful readjustment.

Assuming that the Triffin plan were put into operation with no such antici-
patory moves, foreign central banks would transfer to the new Fund-Bank al-
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most $2 billion of foreign official deposits now held in New York by commercial
banks, plus a substantial amount of short-term investments (Treasury bills,
acceptances, etc.) held by these banks for their foreign correspondents. From
that point on, additional dollars secured by foreign central banks would be de-
posited with the Fund-Bank.

Thus, the New York banks would be in a position of dealing with the Fund-
Bank rather than with central banks around the world. Each commercial bank’s
share of international deposits would depend, not on its competitive ability and
the quality of the service it rendered, but on the decision of the Fund-Bank
acting in agreement with U.S. authorities. Long-established relationships based
on mutual confidence and services rendered over many years would be disrupted.
In all probability, the Fund-Bank’s deposits in the United States would be al-
located on some quota basis which would act to penalize banks that had per-

"~ formed the larger share of the services involved in international banking.

One such service is the loans New York City banks have made to both Gov-
ernment institutions and private organizations abroad. In many cases these
credits filled pressing needs which could not have been met from any other
source. It was possible for New York City banks to extend them because of
long-standing relationships abroad and because of the large deposits which
foreign central banks and official institutions have maintained in New York.
If the banks held such deposits for the account of the Fund, rather than for
foreign banks directly, it is very doubtful that New York City banks could
continue to assist foreign countries with necessary credits to the degree they
have in the past. .

Another source of uncertainty would relate to what the Fund-Bank might
do with its deposits and how its operations might affect nonofficial foreign dollar
holdings. The Fund-Bank’'s right to liquidate its dollar holdings, even if it
were used sparingly or not at all, would introduce a new dimension of uncer-
tainty into the New York money market. While it would undoubtedly be pos-
sible to adjust over time to such changes, the adjustment would certainly not
be easy, and it could interfere with the ability of the New York banks to pro-
vide their traditional services to domestic and oversea eustomers.

ROLE OF NEW YORK

This brings me to a question posed in the letter of invitation to appear be-
fore this subcommittee: Is the role of New York as an international finanecial
center a source of strength or weakness to the United States? I would say
that it is an important source of strength. I believe the United States must
exercise a role of leadership in international financial matters. This is a part—
an important part—of our role in contributing to the defense and development
of the free world.

I believe that the New York commercial banks, and the New York money
market institutions, are now making a considerable contribution to these broad
national objectives. A major part of the financing of our exports and imports
of goods and services—a total of some $50 billion a year—is handled in New
York. This involves a tremendous amount of detailed work and expert knowl-
edge. Financing foreign trade is a business for specialists who possess the
knowledge, ability, and experience to handle transactions throughout the world.
These skills have played an important part in making the United States the
world’s largest trader. And it should be remembered that our foreign trade
is many times the size of our foreign aid, so our impact on the rest of the
world through our trade and its financing is a most significant part of our over-
all foreign relations.

In addition, New York commercial banks and investment houses have pro-
vided the means through which many foreign governments and foreign busi-
nesses have obtained funds essential to their financial and economic progress.
At the end of 1960 private loans and portfolio investments from the United
States to other countries amounted to no less than $15 billion, and the great
bulk of this financing was organized through the financial community in New
York.

New and flexible means are constantly being sought to increase the effective-
ness of international financing. One such development has been the formation
of venture capital investment companies. These companies perform a unique
role in setting up joint ventures to develop private business abroad. Typically,
such a venture might include participation by a U.S. manufacturing corpora-
tion to provide technical knowledge as well as part of the capital, the venture
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capital company, and investors from the host country. The Chase Manhattan
Bank has had such a facility operating in the past few years in the form of an
Edge Act subsidiary, the Chase International Investment Corp. There are also
a number of similar ventures. Another example is provided by the efforts now
underway by commercial banks and insurance companies to work out procedures
to provide export credit insurance and medium-term export credits in -co-
operation with the Export-Import Bank.

Finally, New York City provides the institutional mechanism nccessary to
make the United States the great reserve currency center of the world. It is
not only the banks wifich are invoived, but the money market as a whole—
the Government securities market and the dealers who are an integral part
of it, the market for commercial paper, acceptance and other short-term paper.
This complex mechanism provides safe, liquid investments which attract and
retain foreign exchange reserves from foreign commercial and central banks
from all over the world. The dollar in consequence of this, and because of the
basic strength of the United States, is used as a currency to finance trade, in-
vestments, and other transactions in many areas of the world.

All of these matters not only have important economic implications for the
United States but they also add to the nolitical strength and position of lead-
ership of the United States in world affairs. Today New York City in many
ways is the financial center of the world. ‘That is an inevitable accompaniment
of the Nation’s position in political and military affairs. We cannot have the
one without the other.

Mr. RockereLrer. What I propose to do in my remarks this after-
noon is primarily to deal with the problem of international liquidity
and to the changes in the international financial structure that may
be necessary to deal with this problem. In doing so, I do not in any
way wish to minimize the gravity of the balance-of-payments problem
our Nation faces, or the urgency of effective steps to achieve a viable
balance in our international payments accounts. However, your invi-
tation suggested that I include a discussion of the role of New York
as an international reserve center. Thus, I feel it might be advisable
to concentrate on the problem of what may need to be done to im-
prove the world payments mechanism, since it seems to me that ties
1m closely to the questions you have posed.

A the outset, it seems to me important that we recognize that our
Nation faces two separate tasks in the international financial area.
‘We must first deal with our balance-of-payments problem, for I do
not believe there are any effective devices which could long withstand
large continuing deficifs on the part of the world’s biggest trading
Nation and major reserve currency center.

However, success in bringing our basic payments position into bal-
ance will not solve the problem of international liquidity. That prob-
lem can be defined this way : We seek a world financial structure which
will withstand short-term pressures against key currencies and mee
the longer term need for an adequate supply of assets acceptable in
international payments.

The immediate problem is to improve the world payments mecha-
nism to prevent short-term capital movements from becoming disrup-
tive. In normal times, such movements perform a constructive func-
tion in financing international payments. However, short-term capi-
tal movements can place excessive pressure on any key currency where
the country involved is experiencing temporary balance-of-payments
deficits. Such capital movements are also highly sensitive to differ-
entials in short-term interest rates. This fact restricts the ability of
monetary authorities to ease money and credit in a recession since such
action could drive down short-term interest rates and encourage an
outflow of short-term capital. Consequently, we will face a problem
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of international liquidity even after our basic payments position has
been righted.

This problem of short-term liquidity has arisen for two reasons.
First, the spread of convertibility among industrial nations has made
it possible to shift short-term funds from one market to another in
response to interest rate differentials, or in response to changes in the
appraisals which holders of such funds make of prospects in various
- money markets. In many ways, this is a healthydevelopment. Cur-

rency convertibility has been one of our foreign policy goals because
of the benefits it brings in the form of more eéectlve competition and
enlarged trade. The greater mobility of short-term capital makes it
possible to handle a much larger volume of trade and investments
than was the case before the spread of convertibility. However, it
does pose the problem I mentioned earlier of finding ways to keep
such capital shifts within proper bounds.

A second reason for concern over the problem of short-term inter-
national liquidity lies in the change in the position of the United
States. In the earlier postwar period, the dollar was universally re-
garded as invulnerable. The dollar was the leading reserve currency
since dollar holdings could earn interest and were convertible into
gold at a fixed price. Thus, foreign dollar holdings were built up
from $8.6 billion to $21.4 billion between 1950 and the end of 1960.

This buildup in U.S. short-term liabilities, which has supplied a
massive dose of needed international liquidity, now poses problems to
the United States. The dollar is no longer invulnerable to any and
all circumstances, as is shown clearly by developments of the past 2
years when the dollar has been under pressure.

In a sense, the position of our Nation is somewhat like that of a
commercial bank. The United States had demand liabilities at the
end of last year amounting to $21.4 billion. Against these liabilities
the Nation held $17.8 billion of gold, of which nearly $12 billion was
earmarked to back Federal Reserve notes and deposits. U.S. long-
term foreign investments are, of course, very substantial. But these
long-term investment cannot be liquidated to cover short-term claims
against the United States.

Thus, the United States has reached a point where it must be con-
cerned about the pace and extent of the increase in its short-term
foreign liabilities. The Nation’s reserves are large in relation to our
trade and our short-term liabilities. Yet they are not so large in
relation to the pressures that could be placed on them by short-term

_capital movements as to leave room for any complacency. For that

reason, the United States has a genuine interest in measures to im-
prove the world financial mechanism to deal with the problem of
short-term international liquidity.

If such a mechanism can be developed, the longer term liquidity
position of the world would appear to be satisfactory for at least the
near-term future. Much has been made of the fact that official gold
stocks have been growing at an average annual rate of 2 percent while
world trade has been expanding at a 5-percent rate. However, there
is no simple and mechanical relationship between the growth of trade
and reserves. In large part because of the massive injections of dol-
lars into foreign reserves in recent years, world liquidity is high in
relation to world trade. As I shall say later, this may be a problem
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to watch in the years ahead. But it does not appear to me to be the
problem to focus on at the present moment.

What, then, should be done about the short-term liquidity problem ?
Four approaches have been suggested to improve the world’s financial
mechanism :

fIn ltéle first place, it has been suggested that we increase the price
of gold.

fignd secondly, it has been suggested that we strengthen the present
mechanism by internal measures and by increasing cooperation among
key currency nations;

Thirdly, 1t has been suggested that we expand the scope of the
International Monetary Fund by increasing quotas and enlarging
its powers to borrow currencies in surplus;

d, finally, the suggestion has been made to convert the Interna-
tional Monetary Fund into a World Central Bank.

‘While an increase in the price of gold would appear to be a simple
and direct solution, it actually has significant disadvantages. The
éains from a markup in the price of gold would accrue chiefly to

outh Africa and the Soviet Union, the two largest gold producers,
and to the Western industrial nations which hold gold. Lesser de-
veloped nations would receive minor benefits since they hold little gold.
Nations holding their reserves in key currencies would find that these
reserves would be worth less in terms of gold. Any hint of a possible
gold price change would set off a widespread and disruptive specula-
tive move. Consequently, in my opinion, the case against raising the
price of gold is most persuasive.

A second approach which I have already mentioned would involve
building on the present mechanism to bolster the ability of key cur-
rencies to withstand pressures. Since the dollar is a key currency, it
is important to consider what might be done to strengthen the position
of the United States as an international banker. There are a number
of steps which could be taken unilaterally, and then several others
which would require international cooperation.

A first step which we could take would be to remove the requirement
that gold be held against the note and deposit liabilities of the Federal
Reserve banks. The Commission on Money and Credit discussed this
problem at length and concluded that this would be a desirable step
for Government to take.

As a second measure I believe that continued efforts should be made
to hold prices on the London gold market from rising unduly and
thereby encouraging increased speculation.

U.S. domestic economic policies can also be adapted to reduce the
pressure of short-term capital outflows in a period of recession. Such
outflows are importantly influenced by differentials in short-term in-
terest rates as between the United States and other industrial nations.
The Federal Reserve can supply necessary reserves to the banking sys-
tem by open market purchases of intermediate-term securities, thus re-
ducing short-term rates less than would be the case 1f short-term se-
curities were purchased. The Federal Reserve has been following
this policy in recent months and I believe the record shows that it has
been a generally successful policy.

At the same time, greater reliance on fiscal measures could reduce
the amount of monetary ease needed to facilitate business recovery.
The resulting deficits could be financed with short-term securities,
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which would help keep short-term interest rates from declining to un-
usually low levels. The use of short-term financing by the Treasury
is an appropriate procedure in a recession, especially in the downward
phase of the recession.

And then there is the question of regulation Q, under which the
Federal Reserve sets ceilings on interest rates which commercial banks
can pay on time deposits, I believe this should be revised to enable com-
mercial banks to compete more effectively with interest rates abroad,
and thus be better able to retain holdings of foreign dollars in the
United States. This is particularly important in the case of large
dollar holdings of foreign central banks and official institutions, some
of which might otherwise be converted into gold.

Several other steps could be taken by agreement among the six or
eight countries which are the main holders of foreign currencies. Cen-
tral banks could agree to hold other currencies for limited periods
rather than convert them into gold. This would reduce the possi-
bility of an exchange crisis arising from large shifts of short-term
funds. Such cooperative arrangements among central banks have
been used in part to cover the shifts in funds following the recent
German revaluation, and I think used with considerable success.

It seems to me that the key currency approach is a constructive one.
The experience now being accumulated through cooperative efforts
could pave the way for further steps to improve the world financial
structure.

However, I believe we must soon actually take such further steps to
develop a structure that will withstand the massive movements of
short-term funds which are now possible, as well as to meet eventual
needs for a growing volume of international reserves. I believe the
most effective approach lies through strengthening the International
Monetary Fund along the general lines which you have just heard Mr.
Bernstein outline. :

It seems to me that these proposals would, if they could be adopted
on the proper scale, deal with the problems we confront in the foresee-
able future. It would be possible for key currency countries to rely on
drawings from the Fund to finance temporary exchange deficits, since
the Fund would be in a position to extend credits in the currencies re-
quired. Thus, such nations would have an incentive to integrate their
Fund quotas with their reserves. The use of Fund drawings to finance
shifts of short-term funds would greatly reduce the possibility of an
exchange crisis. Such an arrangement would also provide an incen-
tive to surplus countries to adopt policies to reduce their surpluses.
They would have an incentive to increase their imports of goods and
services, or engage directly in international aid or investment, rather
than to provide funds to the IMF for the use of other countries. The
fact of borrowing from the Fund, plus the cost, would give deficit
countries an incentive to take steps to eliminate the deficit.

TFor some years ahead, increased reliance on the Fund, plus new
gold production, could, in my opinion, cover the needs for increasing
Liquidity. If necessary, it would be possible to increase country
quotas, as was done in 1959. As I said earlier I do not believe that
there is any immediate problem of a shortage of overall liquidity in
the sense that world reserves of gold and foreign exchange will be in-
adequate to finance the potential expansion in trade.
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It is implicit in what I have said that I do not believe we need go to
the extreme of a world central bank, as proposed by Professor Triffin,
to deal with the problem of liquidity in the years immediately ahead.
Looking into the distant future, it may well be that we should work
toward the eventual development of a world central bank. Virtually
all national banking systems have ultimately evolved toward a cen-
tral banking system as the most effective and efficient way to operate a
financial mechanism. However, I doubt that the world has yet
reached a point where the member nations of a central bank could be
counted on to maintain the discipline in their financial policies needed
to make such a bank successful.

Moreover, I believe the Triffin proposal has a number of serious
disadvantages. I am sure you have heard the general arguments
against the Triffin plan so I will mention some of them only very
briefly, and then turn to its effects on the New York money market, in
which you expressed a particular interest. »

To my mind, the most telling general arguments against the Triffin
proposal can be summed up in the following manner:

First, the. cost to the United States would be high in terms of re-
ducing our freedom of action in financing any balance-of-payments
deficits. If the Triffin plan had been in effect, the United States would
have been under great pressure to reduce its payments deficits in re-
cent years.

Yet the fact that foreign recipients of dollars have been willing to
hold a good part of them has enabled this country to carry on pro-
grams of foreign aid, investment, and military assistance that have
been in the national interest, and that couldn’t possibly have been
accomplished otherwise. In the future, the Triffin plan would mean
that the United States would give up the possibility of financing at
least a part of a temporary balance-of-payments deficit through the
further buildup of dollar holdings by other countries.

Second, the proposed gold guarantee of deposits in the Fund-Bank
and. of its investments 1mposes a high price on the United States.
Circumstances could arise under which it would severely constrict our
freedom of action because of our large liabilities to foreign holders
of dollars. The fact of this huge commitment might push us into
restrictive domestic policiestwell before such policies would be gen-
uinely needed internally. '

A third general objection is that the political and technical prob-
lems involved are formidable. I doubt whether most countries, in-
cluding the United States, would be willing at this time to delegate
to an international agency the powers necessary to operate a world
central bank.
~ Over time, many of these problems might be overcome, given the
continued cooperation among members of the world financial com-
munity. To a large extent the problems are political as well as tech-
nical. Certainly nothing like a world central bank would be feasible
unless or until a closer economic alliance had been achieved, at least
within the Atlantic Community. At the same time I feel that there
are many technical and operational problems that would have to be
solved before a world central bank could operate properly. Thus, I
believe the proper approach is one of evolution through increased
international cooperation along the lines I suggested earlier.
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Some of the technical problems involved can be highlighed by con-
sidering the impact of the Triffin plan on the New York money mar-
ket. As a practical matter the first problem would arise during the
extended period of delicate negotiation which would be involved in
trying to work through an agreement to establish a world central
bank. This would be a period of great uncertainty, in which an up-
setting move out of key currencies into gold might well develop. The
New York banks would face the possibility that their foreign de-
posits—which in some cases amount to as much as 15 percent of their
total deposits—might be withdrawn on short notice. Even if the
Federal Reserve should move to counter such a withdrawal if it oc-
‘curred, such action would affect the banking system as a whole and
New York banks could face a painful readjustment.

Assuming that the Triffin plan were put into operation with no
such anticipatory moves, foreign central banks would transfer to
the new Fund-Bank almost $2 billion of foreign official deposits now
held in New York by commercial banks, plus a substantial amount
of short-term investments (Treasury bills, acceptances, etc.) held
by these banks for their foreign correspondents. From that point on,
additional dollars secured by foreign central banks would be deposited
with the Fund-Bank.

Thus, the New York banks would be in a position of dealing with
the Fund-Bank rather than with central banks around the world.
Each commercial bank’s share of international deposits would depend,
not on its competitive ability and the quality of the service it rendered,
but on the decision of the Fund-Bank acting in agreement with U.S.
authorities. Long-established relationships based on mutual con-
fidence and services rendered over many years would be disrupted.
In all probability, the Fund-Bank’s deposits in the United States
would be allocated on some quota basis which would act to penalize
banks that had performed the larger share of the services involved
in international banking.

One such service is the loans New York City banks have made to
both government institutions and private organizations abroad. In
many cases these credits filled pressing needs which could not have
been met from any other source. It was possible for New York City
banks to extend them because of long-standing relationships abroad
and because of the large deposits which foreign central banks and
official institutions have maintained in New York. If the banks held
such deposits for the account of the Fund, rather than for foreign
banks directly, it is very doubtful that New York City banks could
continue to assist foreign countries with necessary credits to the
degree they have in the past.

Another source of uncertainty would relate to what the Fund-Bank
might do with its deposits and how its operations might affect non-
official foreign dollar holdings. The Fund-Bank’s right to liquidate
its dollar holdings, even if it were used sparingly or not at all, would
introduce a new dimension of uncertainty into the New York money
market. While it would undoubtedly be possible to adjust over time
to such changes, the adjustment would certainly not be easy, and
it could interfere with the ability of the New York banks to provide
their traditional services to domestic and oversea customers. v

This brings me to a question posed in the letter of invitation to
appear before this subcommittee : Is the role of New York as an inter-
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national financial center a source of strength or weakness to the
United States? I would say that it is an important source of strength.
I believe the United States must exercise a role of leadership in
international financial matters. This is a part—an important part—
of our role in contributing to the defense and development of the
free world. .

I believe that the New York commercial banks, and the New York
money market institutions, are now making a considerable contribu-
tion to these broad national objectives. A major part of the financing
of our exports and imports of goods and services—which totals some-
where in the neighborhood of $50 billion a year—is handled in New
York. This involves a tremendous amount of detailed work and ex-
pert knowledge. Financing foreign trade is a business for specialists
who possess the knowledge, ability, and experience to handle transac-
tions throughout the world. These skills have played an important
part in making the United States the world’s largest trader. And
1t should be remembered that our foreign trade is many times the
size of our foreign aid, so our impact on the rest of the world through
our trade and its financing is a most significant part of our overall
foreign relations.

In addition, New York commercial banks and investment houses
have provided the means through which many forelgn governments
and foreign businesses have obtained funds essential to their financial
and economic progress. At the end of 1960 private loans and port-
folio investments from the United States to other countries amounted
to no less than $15 billion, and the great bulk of this financing was
organized through the financial community in New York.

New and flexible means are constantly being sought to increase
the effectiveness of international financing. One such development
has been the formation by a number of the commercial banks of venture
capital investment companies. These companies perform a unique
role in setting up joint ventures to develop private business abroad.
Typically, such a venture might include participation by a T.S.
manufacturing corporation to provide technical knowledge as well
as part of the capital, the venture capital company, and investors
from the host country. The Chase Manhattan Bank has had such
a facility operating in the past few years in the form of an Edge Act
subsidiary, The Chase International Investment Corp. There are
also a number of similar ventures. Another example is provided by
the efforts now underway by commercial banks and insurance com-
panies to work out procedures to provide export credit insurance and
r]ged%{um-term export credits in cooperation with the Export-Import

ank.

Finally, New York City provides the institutional mechanism nec-
essary to make the United States the great reserve currency center of
the world which it is. It is not only the banks which are involved, but
the money market as-a whole, the government securities market and
the dealers who are an integral part of it, the market for commercial
paper, acceptance and other short-term paper. This complex mechan-
1sm provides safe, liquid investments which attract and retain foreign
exchange reserves from foreign commercial and central banks from all
over the world. The dollar In consequence of this, and because of the
basic strength of the United States, is used as a currency to finance
trade, investments and other transactions in many areas of the world.
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All of these matters not only have important economic implications
for the United States but they also add to the political strength and
position of leadership of the United States in world affairs. Today
New York City in many ways is the financial center of the world.
That is an inevitable accompaniment of the Nation’s position in politi-
cal and military affairs. We cannot have the one without the other.

Therefore, I would suggest, let us not do anything which would
weaken New York as a financial center.

Representative Reuss. Thank you, Mr. Rockefeller.

Senator Bush? :

Senator Busa. Mr. Rockefeller, I express my appreciation along
with that of the chairman, for your coming down here to testify today.

I know it is a difficult chore to prepare such an excellent statement
as you have given. ’

And I am particularly impressed with your comments about the so-
called Triffin plan. Professor Triffin is a friend of mine, a professor
up at Yale University, with whom I have talked a good deal, and I
have puzzled over his plan a good deal without being convinced that
it was the right approach to thisthing.

I think your argument as to what it would do to our financial center
of this country, in New York City, is the best T haveseen. I think you
have made also a very eloquent—I will not say defense—but a very
eloquent statement on behalf of our financial community, and particu-
larly those great institutions that have been engaged in the field of
international finance, of which your own institution has been outstand-
ing, of course, for a great many years.

1 do not have any questions, Mr. Chairman. But I again say I am
very grateful to Mr. Rockefeller for coming down.

Mr. RockereLLer. Thank you very much, Senator.

Representative Reuss. Senator Proxmire?

Senator Proxmire. I would like to ask Mr. Rockefeller, in your
statement, Mr. Rockefeller, you have framed this first step in the
currency approach somewhat differently from the second measure.
You say,

A first step which we could take would be to remove the requirement that

gold be held against the note and deposit liabilities of the Federal Reserve
banks.

And then on the second measure you say:

1 begeve that continued efforts should be made to hold prices in the London gold
market.

I just wanted to be sure that this first is what it seems to be, a clear
recommendation on your part that we do give up the gold backing.

Mr. RockereLiEr, The reason I phrased it as I did was that the
first one happens to be a very clearcut recommendation of the Com-
mission on Money and Credit of which I was a member. I completely
associate myself with the recommendation of the Commission.

Senator Proxmme. Then, you say:

The Federal Reserve can supply necessary reserves for the banking system.
This is down in the second paragraph, the third sentence:

The Federal Reserve can supply necessary reserves to the baqking §ystem by
open-market purchases of intermediate term securities, thus inducing short-
term rates less than would be the case if short-term securities were purchased.
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Now, you are taking the position that the Federal could adopt a
policy of increasing their purchase of intermediate term securities over
their present policy, or is thisa position supporting the present policy ?

You see what I'am getting at is that we have had Mr. Martin ap-
pear, and it is his position that they have abandoned their bills-only
pol%)q{l. It is my position at least that they are still overwhelmingly
1n bills.

Now, are you taking the position that under the present, circum-
stances that they could constructively follow a policy of buying more
intermediate term securities than they are?

Mr. RockereLLer. I felt that the change in their policy which was
initiated several months ago has been working rather well and rather
effectively. And T really am more supporting the general trend of
their recent policies in this regard as contrasted with the bills-only
policy which they have followed for a number of years previously.

Incidentally, another recommendation of the Commission on Money
and Credit is that the bills-only policy should not be adhered to in
any rigid sense—that there should be a departure from it whenever
it appears to be in the interest of national policy.

And I think that recent experience provides a good illustration of
an instance where it is in the interest of the natlonal well-being to
depart from it.

gena,tor Proxmire. Then you feel that this is a policy that they
can constructively follow in the coming years in view of the interna-
tional monetary situation which has seemed to develop, that they can
follow this policy by and large over the next few years?

Mr. RockereLier. From time to time when the circumstances
warrant.

I have the feeling that it will be more effective if they adhere as a
regular rule to bills-only and depart from it only in special circum-
stances. If they depart from bills-only too much of the time, it will
be less effective than doing it from time to time as a special indica-
tion of what they are trying to accomplish.

Senator Proxmire. Of course, I look at it a little differently, I am
looking at it from the standpoint of the taxpayer, that buying longer
term securities might be advantageous.

Mr. RockereLier. Of course, the interest cost of the public debt is
a factor which certainly ought to be weighed very carefully by our
Government. But it is only one of the considerations, it seems to me,
and I would feel that it perhaps was less important than some of our
other national objectives, such as, for example, relative price stability,
and the maintenance of a reasonably even balance of payments, which
would be very much influenced by this.

Senator Proxmire. We could have a discussion on that.

. But after you discuss—somehow throughout this I miss several
other steps that we might take to strengthen the dollar, one of which
at least was mentioned by Mr. Bernstein, and that is keeping our costs
down. And another that might have somewhat the same effect is
the balanced budget.

I notice you malke this statement, that we might push ourselves into
restrictive domestic policies. And I am wondering if you feel that
under the present circumstances that we don’t have to pay quite as
much attention to keeping costs down and balancing the budget as
a means of strengthening the dollar.
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Mr. Rockererter. Indeed I do think it is important to balance our
budget, at least in times of prosperity. The reason that I didn’t
mention the two points that you raise here was the fact that in the
beginning I was dealing primarily with international liquidity rather
than the balance of payments.

Senator Prox»ure. I understand that. But you were also dealing
with the key currency approach, and you discussed ways that we can
strengthen the dollar.

Mr. RockrrerLer. I would accept your amendment of added ways
to strengthen the dollar, and very importantly, to keep our domestic
economy in order, and maintain a stable price level.

Senator Proxnrre. You feel that a balanced budget would be useful
and would not be unduly restrictive under these circumstances ?

Of course, we can always generalize that prosperity is desirable,
but the grim and contradictory facts are that we do have as you know
5 million unemployed, but on the other hand, we do have a high in-
come and considerable personal spending, and so forth.

Mr. Rockererier. This is why I think T would prefer to put empha-
sis on the maintaneance of reasonable price stability rather than the
balanced budget, because I think that should be something that should
fluctuate with the business cycle.

Senator Proxwire. There is just one more question, and that is,
the objection to going off the 25-percent gold backing. It seems to be
a psychological objection, but that does not mean it 1s less valid.

Mr. RockererLEr. Going what, sir?

Senator Proxmire. The 25-percent backing of gold. T am just won-
dering if there isn’t a great deal of validity n the notion that we Jose
the discipline that we have, the feeling that so long as we have that 25-
percent backinig we have an anchor which tends to provide real
monetary stability, and a confidence which is very useful. Do you not
think we are surrendering some of this when we give it up?

This is the argument that I understand has been made by the Wall
Street Journal and others who feel very strongly about it.

Mr. RockereriEk. I know that there are people who feel very
strongly that that is important. I was rather impressed by the news-
paper accounts of Secretary Dillon’s and Mr. Heller’s testimony yes-
terday on that point, pointing out the huge gap that there is between
our present reserve and how much they could expand the currency
before they had to call on this reserve. In other words, I don’t really
believe that financial discipline and integrity depends to any signifi-
cant extent at all on the reserve requirement.

And my own feeling is that gold in the present-day world is more
useful as a means of facilitating and financing international trade and
investment than it is in terms of domestic policy.

Senator Proxaire. And you feel that there is no general feeling
in the financial community that this is necessary to the integrity and
the stability of the dollar?

Mr. Rockererrer. Well, I would hesitate to speak for the financial
community as a whole. -

Senator Proxyire. If you can’t, it is hard to find someone who can.

Mr. RockereLier. I think there are differences of opinion. I be-
lieve that a number of my colleagues in New York have expressed
themselves as I have here today in favor of amending the gold re-
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serve requirements—Mr. Henry Alexander, for example, did several
months ago.

On the other hand, I am sure that you wouldn’t have to look too
far to find some who would take a different view.

Representative Reuss. Senator Javits?

Senator Javits. Mr. Rockefeller, we are very glad to welcome you
here. I join my colleagues in that. And the excellence of this
statement is, by us in New York, expected.

Perhaps that is the best thing that anyone could say about your
presentation,

I also appreciate very much your emphasis upon the place of New
York in the financial life of the country and the world. There is a
tendency around here often to feel and say that New York draws
everything down from the country, kind of siphons it off, but very
little and very rarely—but very little is said, all too rarely, about ifs
functions, and how essential it is to our operations, and the fact that
in every country there must be a center—in our country it is New York,
not Washington—the economics of our country. And I think you
make a very good case on the constructive leadership that New York
has given, certainly in modern times, to the financial stability of the
country, and In giving it the material with which to progress and
develop.

As a Senator from New York, T am very grateful to you for giving
us this appraisal, and I think it would be very helpful.

I do have a few questions which your statement brings to mind.

One, in which you juxtapose our demand liabilities to our holdings
of gold, which you properly say are the final and ultimate way in
which those short-term liabilities could be repaid, the demand liabil-
ities, do you have an opinion as to the maintenance by us of the reserve
for the currency which you called attention to that was taking $12
billion—there was some feeling, and if I recall it correctly, I saw it
favorably commented on in the newsletter of one of your sister insti-
tutions in New York, the First National City Bank—raising the point
that this amount of reserve in gold tied up for that purpose 1s progably
more than we need under present conditions, and we are in a sense
restricting ourselves because of it.

Do you have any opinion you would like to give us on that?

Mr. RocrEerFELLER. I believe that is the question to which I addressed
myself, where I said that I would favor the complete abolition.

Senator Javrrs. The complete abolition ?

Mr. RockerELLER. Yes.

Senator Javirs. And that would be helpful.

Now, also, I would like to call your attention to the four approaches
that you have suggested. And I would like to be sure we understand
precisely your recommendations. I gather you rejected the idea of
an increase in the price of gold as a solution to the problem.

Mr. RoCKEFELLER. Yes.

Senator Javrrs. You do see something in strengthening the present
mechanism by internal measures such as, for example, the abolition
of the reserve against currency, and by increased cooperation among
key currency countries, and you expanded from that a little later on.

I gather you do favor expanding the role of the IMF very much as
recommended by Mr. Bernstein who preceded you on the stand, but
you reject the conversion of the IMF into a world center bank, or the
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establishment really, as Triffin suggests, of a world Federal Reserve
System ?

Mr. RockereLLEr. For the foreseeable future.

Senator Javrrs. For the foreseeable future.

That about represents your recommendation.

Now, turning to your statement, I gather you call for legislation by
us, or a change at least, in respect to regulation “Q.”

Mr. Rockererir. I am not sure that would require legislation, Sen-
ator. I have been told that this could be done by action on the part of
the Federal Reserve Board. '

Senator Javits. And that, I gather, you feel would be to President
Kennedy’s desire to deal with the question of what he would like to
see, the climbing long-term rates and competitive short term ? -

Mr. Rocxererrer. 1 don’t know that it would be specifically in
harmony with that. The reason that I would advocate the removal of
these restrictions on interest rates which commercial banks can pay
on time deposits is that in times of relatively high interest rates, when
interest rates are higher in Europe than they are here, we are estopped
from maintaining balances in this country because there is a ceiling,
and higher rates are paid abroad, and it seems to me that this is against
the best interests of the United States to see those short-term capital
funds flow.

Certainly not all of the funds would have been stopped had the ceil-
ing been removed, but I think that a fair percentage of them might
have stayed in this country. .

Senator JaviTs. Now, the President in his message, one of his mes-
sages, made the point that he would like to see short-term interest rates
competitive in the way that you have described. He also made the
point that he would like to see long-term interest rates on the whole
lower.

Now, do you think that this can be done?

Mr. Rooxererier. I think it is, frankly, going somewhat against
the laws of supply and demand.

T don’t see really myself how over any extended period of time one
could hope to hold long-term rates low and allow short-term rates to
go higher, short of infusing a tremendous amount of inflationary
credit into the system. .

Of course it is possible to peg rates, and this was done in wartime.

But T should think this would not be a wise course to follow, to hold
long-term rates artificially low by pumping Federal Reserve credit
into the system.

Senator Javirs. Now, there seems to be a popular conception that
all bankers want interest rates to stay high. What do you think
about it ? ‘

Mr. RocserrLier. We would like to see them fluctuate in response
to the pressures of demand and supply of credit. Just as we feel
that the whole flexible price system is a healthy thing in an enterprise
economy, we feel that interest rates should be responsive in much the
same sense as other prices should be.

Senator Javirs. And is it not a fact that to a bank money is a com-
modity, and, therefore, if you sell more of it, or in-your case lend more
of it, even at lower rates, you could still do very well? -

‘Mr. RockEFELLER. Precisely.
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But if our demand for loans is greater than our supply of available
funds, the natural way to control that is through higher rates, and
this is what happens in the market, and the reason, frankly, that in-
terest rates in the New York and general banking markets of this
country have not gone down in the recent recession is that loan de-
mand 1n the country generally has remained remarkably high relative
to deposits,

Segator Javits. Do you see the various measures which you do
recommend as contrasted with those that you reject as giving us a
better base for a greater availability of credit, and, therefore, in a
very constructive way leaning toward lower interest rates, and by
broadening the base for the credit of the Western World generally
as you recommend here? :

Mr. Rockerenier. I do think that the recommendations would be
- in the general interest of the country and the world.

Senator Javirs. That this would be a very constructive path on
our part, and it would work better in your view—I am using a lead-
Ing question in order to save time, although T think I understand your
point of view—would work better from our point of view than the
artificiality that would be involved rather than leave short-term
interest rates to find their own levels, rather than trying to hold down
long-term interest rates?

Mr. RooxereLier. I would personally feel that it is in the best,
interests of the country to allow both to seek their own levels.

Senator Javirs. But you give the conditions in which levels are .
likely to move lower because of a broad base such as based upon those
recommendations; am I correct in that ?

Mr. RocKEFELLER. Yes, sir.

Senator Javrrs. Thank you very much.

Mr. RockEFELLER. You are welcome.

Representative Reuss. Senator Pell ?

Senator PrL. Mr. Rockefeller, I would like to add my thanks for
your coming down. Not being too well educated myself, I guess, in
economics, I find your testimony particularly interesting, because it
was clear, and T understood it.

Mr. RockereLLer. Thank you very much, Senator.

Senator PeLr. I was also struck by the fact that you put up such
a vigorous defense for New York. To my knowledge, over the past
few years one finds more forward thinking, in spite of popular mis-
conceptions, coming out of Wall Street and the most progressive es-
tablishinents there.  Perhaps some indication of that is that four out
gf the five Senators on this panel have had some background on Wall

treet.

Representative Reuss. And even the member who has no connection
with Wall Street finds that you can’t kick it around any more with the
same gusto that you used to.

Mr. RockeFeLLER. T hope that my testimony might encourage some
to come back to Wall Street after they finish their terms in Washing-
tion. They would be most welcome.

Senator PeLL. With regard to the question of interest rates, regula-
tion “Q,” that you mentioned, what is the degree of differences you
think would be advisable? Would you like to see the regulafion
lifted entirely ¢ '
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Mr. Roocxererrer. I would go along with the recommendations of
the Commission on Money and Credit on this point, and their recom-
mendation is that the ceiling be removed altogehter, but that the Fed-
oral Reserve maintain a standby authority to impose them again in
case of some real emergency or crisis.

Senator Perr. What level do you think would be reached in times
of intense demand ?

Mr. RockrreLLEr. Itishard tosay.

Tnterest rates paid in the London and European markets for time
money is in recent months perhaps as high as 4 or 414 percent. Of
course, in previous periods, in the late 1920’s, they went very much
higher.

And I would think that theré would be moments in which it might
be necessary to reimpose a ceiling.

But I think as a general rule it is better not to have an arbitrary
ceiling.

Senator Perr. Actually, I guess, there would be a legal limitation,
in that New York State—Senator Javits is more informed than 1
am—has a 6 percent limit in its own law, isn’t that right?

Senator Javrrs. Usury is above 6 percent, but it doesn’t apply to
corporations, and hence for the practical purpose of dealing with banks
and banking as Mr. Rockefeller is testifying to, I don’t think it would
be really pertinent. _

Mr. RockereLLER. Also doesn’t it apply to money people borrow
from banks rather than deposit in banks?

Senator Javirs. Yes.

Mr. RockEFELLER. As a practical matter, I don’t think there 1s any
danger of it going that high.

Senator Perr. You want the ceiling removed as a means of strength-
ening your competitive position vis-a-vis the banks abroad ¢

Mr. Rocxrrerier. This is the most important reason for the change,
at least in the context of this present discussion, as I see it.

Senator Perr. And then a final question:

T notice in your statement you mentioned the fact that gold is pre-
dominantly produced in South Africa and the Soviet Union, which
are obviously areas over which we do not have complete control as
to the supply.

I was wondering what your view was with regard to the importance
of preserving the gold standard as it is. Do you see the possibility
of actually working out some form of currency that can be pegged
around a standard other than the gold standard ?

Mr. Rockrrerer. Of course, as you know, Senator, we have not
had the gold standard, strictly speaking, since 1933 in this country.

Senator Prrr. But still on a practical scale

Mr. RooxerFeLLER. What I was suggesting here was that gold still
has some usefulness and importance in terms of international eco-
nomic and monetary relations, and I feel it could and should be re-
served for that purpose.

RBut T feel its usefulness in terms of our domestic economy is very
much less, and that is the reason for the recommendation that it be
no longer used as a basis for our currency.

Senator Perr. Thank you.

Representative Reuss. Mr. Rockefeller, am I right in thinking that
you were not only a member of the Commission for Money and Credit
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but you were a chairman of the Subcommittee on the International
Monetary Fund?

Mr. RoceereLLER. I was chairman of the Task Force on the In-
ternational Monetary Fund, yes.

Representative Reuss. And the recommendations of your task force
are embodied in the chapter——

Mr. RockEreELLER. Yes, although, frankly, the task force chairman
did not identify separate recommendations from the report as a whole,
in fact all of the work of the task forces was brought before the Com-
mission as a whole, and the final recommendations represented the
combined thinking of the entire group, not of a particular task force.

Representative Reuss. I think that the recommendations on inter-
national monetary matters were particularly cogent, and if you want
to avoid receiving these plaudits you may

Mr. RocsereLLer. Thank you.

Representative Rruss. I want to ask about some of them, not all of
which are specifically mentioned in the statement this afternoon.

One of the recommendations in the CMC report was that since this
country has forbidden its nationals to hold gold abroad, we should,
therefore, move through whatever channels are open to us, OECD
perhaps, to get other like-minded countries to impose a similar prohi-
bition on theiwr nationals.

Mr. RockereLLER. Yes, it was. And this is in harmony with the
recommendations I mentioned a moment ago to Senator Pell; namely,
that we feel that gold should be used primarily for international pur-
poses, and we shouldn’t be the only country to do so. It would much
more be effective if all countries prevent the nationals from holding
gold. And, of course, this is not now the case and therefore a con-
siderable amount of gold is hoarded by individuals in certain coun-
tries, and if that gold becomes available, it would contribute con-
siderably to the total fund of international liquidity.

Representative Reuss. I certainly agree with that recommendation,
although I can see many practical and political difliculties in getting
it on the statute books of other countries and of getting it enforced
thereafter. :

However, there is a somewhat more limited recommendation which
the Commission didn’t explicitly make, but which I think might do a
large part of the job, and I would like your views on it.

Suppose we attempt to secure the agreement of our leading trading
partners, not to sell gold to private persons, that is, to sell gold only
to other central bahks and governments? This would mean that
while you might not get the gold out of present hoards, you could at
least prevent the free world stock of monetary gold from being
depleted by sales to private persons.

And this is something that could be controlled.

Would you agree that this might be a more realistic and practical
recommendation ?

Mr. RockererLLer. It might very well. Of course, there is always
the sale for industrial purposes, which would have to be authorized,
anyway, I suppose.

Representative Reuss. We do that here, though, do we not?

Mr. RockereLLeEr. We do that here as well. Whether one would
run into laws in some of the countries which would prevent that, I do

71496—61——11
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not know. But certainly, if it could be done, I would see no reason
why it would not be a very good way of handling it. We recognize
that our recommendations were even more gratuitous in this case than
they were in the others involving the Congress of the United States.

Representative Reuss. Well, 1 think you are on the right track in
suggesting it.

r. RockererLEr. We felt it was worth mentioning because it is
relevant to the total picture.

Representative Reuss. In the CMC report, it is recommended that,
at times like the present, we should place greater reliance on fiscal
measures. This would reduce the need for monetary ease in facili-
tating recovery.

Mr. RocrereLLEr. We have in mind such things as taxation and
Government spending.

Representative Reuss. You quite courageously faced up to the need
for greater deficits than would otherwise be the case. Do I under-
stand that you and your colleagues believe a budgetary deficit would
not prove disconcerting to foreigners nor, in and of itself, cause a
flight from the dollar?

Mr. RockereiLEr, Well, this, again, is a function of the business
cycle policy. We certainly do not favor persistent deficits. But we
did feel that in periods of large unemployment and a very low rate
of economic growth, budgetary deficits can be a useful and important
measure in dealing with those problems.

Representative Rruss. Reliance on fiscal measures rather than
monetary . imeasures to get out of a recession tends to emphasize the
public sector of the economy over the private sector, does it not? If
you use' monetary ease, businessmen are encouraged to borrow to build
inventories, private plants, and equipment. If you use fiscal means,
you spend on schools, dams, and the like.

Mr. Rockerenier. This is certainly true. :

Representative Reuss. Is this a consequence which you evaluated
and still decided was a price worth paying ?

Mr. RockrrELLER. At certain times, to achieve certain objectives.
What we recognize is that the United States has multiple economic
objectives, and that at certain phases in the cycle or in our history,
one becomes more important to be dealt with than another, and de-

ending on which is uppermost at the moment, one has to select the
instruments and the measures which would be most effective to deal
with that particular problem. .

Representative Reuss. Did you think of attacking the problem of
disparity in interest rates from the other side? That is to say, you
have shown a commendable willingness to make recommendations
which have to be implemented by other countries, like the prevention
of private gold-holding. If we could induce our trading partners,
our free world allies who now have restrictive monetary policies and
high interest rates, which causes some of the capital flow out of our
country, to rely more on fiscal means and less on monetary means to
fight their incipient inflations might it not be a more useful way of
reducing differences in interest rate structures?

Mr. RockererLer. It could be.
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Representative Reuss. Senator Javits, do you have any questions?

Senator Javirs. Ihavenothing.

Senator Pecr. I havenone.

Representative Reuss. I may have one or two more.

In your very interesting discussion about New York as an impor-
tant economic and financial center, I want to try to sort out the por-
tions of your remarks which were directed at questioning certain
aspects of the Triffin plan and those which were merely to the general
point of whether or not New York is important to the economy.

This subcommittee and individual members of it, I hasten to say,
have not, I am sure, made up their minds on the mechanics of the
Triffin plan, the Bernstein plan, or any of the others; that is the point
of these hearings. The Triffin plan would, it is true, substitute the
Fund Bank as the depositor in New York banks for the individual
foreign central banks, with whom you have built up close working
relationships over the years. :

However, adoption of the Triffin plan would not, I should think, in
and of itself, in any way impair New York’s present eminence as a
financial center for long-term capital investment, for the money mar-
ket, or for the financing of foreign trade. ' '

Mr. RockereLrer. To the extent that the plan resulted in a diminu-
tion of deposits held by the New York banks from foreign central
banks, it would inhibit our ability to make loans and to finance trade
abroad. Inasmuch as the New York market, the New York banking
system, has been declining percentagewise relative to the rest of the
country, in terms of the deposits that they hold, these foreign balances
are of very considerable, even crucial importance.

Therefore, I would not underestimate the impact that a plan such
as the Triffin plan might have in diminishing the New York banking
system’s effectiveness in the world market.

Representative Rruss. Well, I never thought, in my reading of the
Triffin plan, that the amount of deposits held in New York by the
Fund Bank would necessarily be less than the present total of deposits
by the central banks.

Mr. RockererLer. Maybe so. T think that when one institution
has full control, somehow it is very tempting to cut down. Certainly,
this is our experience from mergers of companies, or when mergers of
companies or banks take place, that by and large one almost never gets
the combined deposits of the two institutions that have been merged.
My guess would be that the same would apply here. One would see a
diminution of the total deposits held, because you are perfectly right,
there is no absolute reason why this would have to happen.

Representative Reuss. If it did happen, and it appeared desirable
to make a compensating adjustment, could not the Federal Reserve
reduce reserve requirements for central reserve city banks? -

Mr. RockereLLER. Yes, but you see, the differentials between the
different groups of banks are being eliminated, between the central
reserve and the——

Representative Reuss. The Congress, of course, given such a sit-
nation, could reinstate it.

Mr. RocrererLer. It could reinstate it, but unless it does and unless
it does it specifically for the central reserve city banks, it would help
all the banks equally, an. our relative position would still be impaired.
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Representative Reuss. Thank you very much, Mr. Rockefeller.
We appreciate your help. _

The subcommittee will now stand adjourned until 10 o’clock tomor-
row morning in room 1301 of the New House Office Building.

(Whereupon, at 4:40 p.m., the subcommittee was recessed, to recon-
vene at 10 a.m., Wednesday, June 21,1961.)
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Coxcress or THE UNITED STATES,
SUBCOMMITTEE ON INTERNATIONAL EXCHANGE AND
PaymeNnTs oF THE JoiNT Economic COMMITTEE,
' ' Washington, D.C.

The Joint Committee met, pursuant to recess, at 10 a.m., in room
1301, New House Office Building, Hon. Henry S. Reuss (chairman of
the subcommittee) presiding.

Present: Representative Reuss, Senators Douglas, Proxmire, Pell,
Bush, and Javits.

"~ Also present : John W. Lehman, deputy executive director and clerk;
and Emile Despres, Lorie Tarshis, and William Salant, staff con-
sultants. ' :

Representative Rruss. The Subcommittee on International Ex-
change and Payments will be in order.

Because of a hearing now being conducted by the Appropriations
Committee on the budget of the Joint Economic Committee, most of
my brethren are detained.

I note the appearance here of a panel of four distinguished inter-
national economists. All four have submitted papers.

Copies of the paper by Mr. Harry Johnson of the University of
Chicago have unfortunately been delayed in the mails so that we were
unable to make it available this morning.

I think what I shall do is to order that all four papers, including
Mr. Johnson’s when it arrives, be admitted to the record at these hear-
ings. In order that we may have a discussion of the points raised by
the papers, I would like to ask each of you to give the substance of his

. paper from the panel table.

I will leave it entirely to you how fully and to what extent you wish
to do that.

Mr. Johnson’s paper, I am told, is fairly brief and, because we do
not have copies here, I would appreciate, Mr. Johnson, if you would
read rather fully from your copy of the paper so that we can get the
full benefit from it.

We should have some sort of time target, since we are on for 2 hours
this morning. You gentlemen are busy, and I do want to excuse you
after that. I think we ought to have at least an hour for dialogue,
which comes to something like 15 minutes each. You aren’t going to
be killed if you use a little more or a little less, but I think we should
have something to shoot at.
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Would you start out, Mr. Danielian, since you are on the right, and
give us the benefit of either your full presentation or a summary of it ?

Mr. Danterian. Mr, Chairman, I expected to be the last on this
panel, for a very selfish reason. However, I shall be delighted to take
on the introductory statement.

I do want to make one point. My prepared statement is somewhat
longer. than 10 minutes. Perhaps I could plead for some tolerance,
because in so many of the committee’s hearings many hours have been
devoted primarily to presentation of a central banking and monetary
point of view, and not enough attention has been given to the basic
industrial and economic factors. I shall not ask for equal time, be-
cause that would be unfair to the committee, but I would like the op-
portunity of reading as much of this statement as you would show
indulgence for.

Representative Rruss. Surely, although you understand that the
entire paper has been admitted in the record and will appear in our
committee hearings and reports. -

Mr. DaNtELIAN. Yes. o

Representative Reuss. Proceed, Mr. Danielian. .

Mr. Danierian. I shall try to skip parts that are not necessary to
the argument. :

(The statements referred to are as follows:)

STATEMENT OF N. R. DANIELYAN BEFORE THE SUBCOMMITTEES ON INTERNATIONAL
EXCHANGE AND PAYMENTS

I appear today in my individual capacity. None of the ideas expressed in this
paper have been submitted, cleared, or approved by any member of the Interna-
tional Economic Policy Association. I do not know if they will condone or con-
demn my appearance and expressions here. But I feel strongly that, in the
national interest, some of the issues confronting this country in its international
economic policies are so serious that they deserve a candid appraisal. .

I shall, therefore, confine this brief discussion to an analysis of the causes for
the balance-of-payments deficits of the United States, their effect upon our re-
serve situation, and the applicability of the remedies being recommended.

We are all familiar with the conditions which bring this inquiry into
focus. The United States has run cumulative balance-of-payments deficits from
1950 to 1960 inclusive, of over $23 billlion. Of this, over $6 billion have been
taken out in gold. In the same interval, the gold reserves of the country have
diminished from about $24.1 billion to less than $18 billion. Of the remaining
gold supplies, about $12 billion are committed to sustaining the reserve require-
ments of Federal Reserve deposits and notes, leaving a little less than $6 bil-
lion of free gold to pay outstanding international short-term claims against the
United States under our gold exchange standard. In the meantime, these claims
against the United States have increased to over $20 billion.

The wonder is not that these things have happened, but that we have allowed
this situation to develop without taking corrective action. In June 1959, 1
urged the Treasury Department to speak out on this subject at a conference our
organization gave in Washington on “The U.S. Economy and International
Relations.” There was understandable reticence; for, in September 1959, when
the Secretary of the Treasury warned the meeting of the Board of Directors of the
International Monetary Fund of the dangers of this developing situation, and in
October 1959, the Development Loan Fund established the policy of U.S. pro-
curement, there was unanimous criticism by the press, the academic profession,
reasearch organizations, and even by spokesmen for other departments of the
Government. As a result, even the Treasury Department became gun shy—
until after the November 1960 election. ’
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Anyone traveling in foreign countries in 1959 and 1960 could have easily
anticipated the impending crisis. After such a trip, a garden variety economist
like mystelf was able to predict it.!

But U.S. economists and financial leaders alike chose to underplay the problem
until the eye-opening gold crisis of October and November 1960. Since then,
we have been besieged by a plethora of panaceas.

The reason we failed to anticipate and take corrective action is that the
analytical tools that are applied are no longer applicable to the present-day con-
ditions. And, of course, influential vested interests have developed for continu-
ance of the policies that were originally designed to resolve the postwar dollar
shortage abroad. We economists have abdicated to public relations experts, and
they have become purveyors of academic platitudes which even we have come
to believe, and the decisionmaking power in our Government it often paralyzed.

EXPENDITURES ABROAD

The first step toward better understanding would be to recognize the fact that
the United States, as the Secretary of the Treasury stated on Monday, is going
through a transitional period in its international economic and financial rela-
tlons. In the immediate post-World War II period, the primary, recognized,
international economic policy of the United States was the reconstruction and
rehabilitation of our former allies and some of our former enemies. This was
the period during which dollar shortage and dollar gap were the focal points
of attention, and to correct this, we adopted certain economic and financial
policies, all of them designed to put dollars into needy countries, such as:

(1) Transfers of massive amounts of U.S. dollars through Government
grants and loans;
(2) Offshore procurement by U.S. governmental agencies;
(8) Military expenditures abroad;
* (4) Reduction of tariffs by the United States to permit other countries
to sell here and acquire dollars.

Foreign economic aid from July 1, 1945, through December 31, 1960, amounted
to $50 billion ($49,939 million) ; military expenditures abroad, 1946 through-
1960, are reported to be $30 billion ($29,821 million) ; military assistance, of
which it is said that only 10 percent is procured offshore, $28 billion ($27,842
million). The Government spent another $334 billion for miscellaneous serv-
ices abroad. The total in these categories alone amounts to $1113%, or roughly
$112 billion.? .

It will be said that much of the foreign aid and military assistance was pro-
cured in the United States. This was certainly true in the early years, when
this country was almost the sole available supplier, and it is still true as far as
military assistance is concerned (except for the 10 percent which the executive
departments admit is still procured abroad). As for economic aid, it is quite
clear from the record that a diminishing proportion has been spent on U.S. pro-
curement. From 1954 to 1960, the proportion of ICA expenditures, Just to cite
one example, spent in the United States, went down from 74 to 37 percent® Of
course, most of the direct U.S. military expenditures abroad has been a net out-
flow of dollars. The result, of course, has been large contributions to our
balance-of-payments deficits which, since 1950, have amounted to $23 billions.

The task that the United States set out to accomplish in 1945 has been sur-
passed. Bui our concepts liave not adjusted to the cha ging circumstances.
There is a tendency, in economic thinking in this country, to apply the concepts
of free trade, or so-called liberal trade policies, to procurement under these mas-
sive outpayments of dollars by Government. But there is nothing free or volun-
tary about the decisions that lead to these expenditures. They are forced sav-
ings, through the taxing power, and the form and area of application are moti-

1Before the Foreign Affairs Committee of the House, Mar. 3, 1960, on the mutual
security program :

“We have an obligation as the world’s banker to maintain the strength of the American
dollar. If continued gold outflow leads dollar-holding nations to even suspect that we
may face devaluation of the dollar at some future date, we may find those nations stepoing
up their gold withdrawals.”

2 [.S. Department of Commerce, “Foreil%n Grants and Credits by the U.S. Government,”
December 1960 quarter, table 1A. U.S. Department of Commerce, “Balance of Payments
Statistical Supplement,” 1958, p. 13. U.S. Department of Commerce, “Survey of Current
Business,” November 1959, p. 15. U.S. Department of Commerce, “Survey of Current
Business,”” December 1960, p. 20. .

sU.S. Department of .State, “An Act for International Development, A Summary
Presentation,” June 1961, p. 175, table 2.
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vated purely by political and military considerations. It is only when the
question of procurement comes up that there is a hue and cry about “liberal
trade” policies, and ‘““‘the most effective utilization of resources,” two currently
favorite cliches. .

There is no economic theory and no precedent that covers this entirely new
and unequaled undertaking by the people of the United States since World
War II. It is unique; it is gigantic in dimensions, and it is completely unprece-
dented in history.

In 1960, alone, U.S. direct payments abroad, exclusive of unrecorded trans-
actions, and not including any Public Law 480 or other aid money spent in the
United States and exclusive of Government purchases through subsidiaries of
foreign corporations or importers, amounted to $4.6 billions.

There is no economic theory, or principle of international trade and finance.
that addresses itself to this question: How does a people, a country, or a gov-
ernment, transfer massive amounts of purchasing power from its shores to other
countries, for military, political, or humanitarian reasons?

The paucity of economic theory to cover this new activity by Government is
due to the fact that economic theory on international trade and finance, as it is
taught today, antedates World War IT; indeed it goes back to 19th century
British economic thought in its sources and inspiration.

What has happened, certainly since 1950, is that the ordinary pricing mechan-
ism, the competitive relations between countries, and the existing financial in-
stitutions, including the gold exchange standard, have not been able to absorb
the impact of those governmentally motivated programs of massive transfers
of purchasing power from the United States to other countries.

As you well know, there has been and there still exists a highly critical atti-
tude toward U.S. procurement under our Government aid programs. There is
a tendency to consider these illiberal and retrogressive. Yet a reading of the
recommendations of economists working in this field does not reveal a practical
program of accomplishing this transfer of massive amounts of purchasing power
or capital from the United States to other countries, except the traditional one of
bringing about a recession in the United States in order to depress prices to
a level competitive with the rest of the world. Of course, they do not call for a
recession ; they call for an adjustment of prices and wages to a level that would
be competitive with other countries. The classical method of bringing this about,
of course, is outflow of gold in response to balance-of-payments deficits; high-
interest rates and contraction of credit at home, curtailment of industrial ex-
pansion, with attendant unemployment, in the hope that prices and wages will
decline to a competitive level.

The only trouble is that even this will not work in the United States, because
of the inflexibility of both the wage and price structures, not to mention the
fact that it would be both humanly and politically unacceptable. It does not
work abroad, either. Classical theory would call for expansion of credit and
inflation and rising prices in balance-of-payments-surplus countries which
receive our gold exports. This has not happened, because governments abroad in
fact have discouraged expansion of credit.

The question that really confronts this committee is, therefore, to decide
whether (assuming that the classical solution of price and wage readjustments
as the answer to this problem is found impractical), the proposals being advanced
with regard to elimination of the monetary reserve requirement, or the reforms
of the International Monetary Fund structure, will in any way accomplish the
desired result, and permit us to continue these massive outpayments of dollars
without the requirement of procurement in the United States as one of the con-
ditions of such programs, and without redistribution of milltary expenditures.

In the end, we must realize that the only way a country can continue to trans-
fer purchasing power abroad is in gold, goods, or other evidences of property
ownership. TUltimately, these are the only forms in which a country can export
purchasing power or capital.

If other countries will not buy current production, there are two alternatives;
to buy gold or to buy evidences of indebtedness or investments. The proposals
before this committee are designed to solve this problem by making more gold
available for export, or by making it more desirable for those who acquire
dollar reserves to invest them in the United States. I submit that these alterna-
tives cannot be continued indefinitely; they may only buy time, perhaps 4 to 5
years. In the end, we are still going to be faced with the same fundamental
question ; how to continue to transfer massive and growing amounts of purchas-
ing power. Only last week the administration launched its “decade of develop-
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ment” of foreign aid, in addition to continuing commitments on military ex-
penditures abroad. I think we must face the basic question and have an answer
to fit. If the traditional concepts of the competitive price mechanism and the
gold exchange standard will not absorb these massive transfers of purchasing
power, as<has been the case since 1950, what alternatives are there?

Exports of gold, or transfer of ownership into foreign hands of evidences of
indebtedness or investment, are not responsive to the challenge of the present
day. The struggle in the world is between productive systems. The United
States must prove to the rest of the world the supremacy of our competence and
genius in this field. Our aid and investment programs abroad must make our
productive capacity, factories and labor alike, to accomplish the tasks that the
President has laid out for the Congress in his foreign aid message. In.the long
run, it can be done no other way.

Unfortunately, this basic truth is not fully recognized even today. Witness
section 604, the procurement section of the foreign aid bill now before Congress,*
and the continued channeling of the U.S. aid funds through international in-
stitutions, each one of which has a charter provision which prohibits the agency
from designating the sources of procurement in the use of its loans.’

CHANGING TRADE PATTERNS

There is a second major change taking place in our international economic
relations which is inadequately recognized by students of economics. This is
the changing pattern of our international trade, particularly in exports and im-
ports. On the import side, as time goes on, the United States is going to need
more and more imports of raw materials in order to supply its industrial ma-
chine. Whether this can be controlled by the development of substitutes re-
mains a matter of national policy of highest priority. The fact is, in the mean-
time, that since World War II, we have developed a very large negative in-
fluence in our balance-of-payments situation because of growing dependence on
imports. Again, in the field of exports, the tendency toward regionalization of
trading blocs and the localization of productive units to serve proximate mar-
kets, such as the Common Market in Europe and emerging free trade areas in
other parts of the world will continue to change these patterns of trade, and I
am not sure that this influence will be in the direction of improving our balance-
of-payments position. These changes already appear in certain major industry
categories.®

It is said that the changing composition of our foreign trade should not
necessarily mean a handicap, in the long run, because new and improved
products will always take the place of old markets lost. But this is a pure
assumption. With improved education and communication, high degree of
mobility of capital and management, and even identical and perhaps better
technology being established in some of the other advanced countries, are there
any valid grounds to assert, as a basic theoretical underpinning of national
policy, that we are always going to be in the vanguard in quality and variety
of products and costs of production, in sufficient numbers of items and in large
enough markets, to earn the necessary foreign exchange, to pay for our mili-
tary expenditures abroad, and the foreign aid, and the necessary imports, which
will be of growing dimensions. Again, I do not believe we economists and
those that are advancing the measures being considered here have really con-
fronted this revolutionary change in international competitive conditions arising
from the transferability of capital, technology, management, and the more
widespread educational efforts to train personnel and workers everywhere
around the world.

‘When the art of economic thinking (I hesitate to call it a science, as it is so
individual, as this paper proves) was developed in 19th century England, and
free trade based on “comparative advantages” became accepted doctrine, England

- 48, 1983, 87th Cong., 1st sess., sec. 604(a), pp. 33, 34. “Funds made available under
this act may be used for procurement outside the United States unless the President
“determines that such procurement will result in adverse effects upon the economy of the
United States or the industrial mobilization base, with special reference to any areas of
labor surplus or to the net position of the United States in its balance of trade with the
rest of the world, which outweigh the economic or other advantages to the United States
of less costly procurement outside the Gnited States.”

5 A typical provision is that in the World Bank charter. repeated In substance in the
charters of other international agencies: “(e) The Bank shall impose no conditions that
the proceeds of a loan shall be spent in the territories of any particular member or
members.” ‘Articles of Agreement,” p. 6.

6 See tabulations in appendix,
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was in a unique position; it had a substantial control on both capital and
technology, and was discerning in the export of both. We have an entirely
different outlook. We are engaged as a national policy in positive steps to
export capital, know-how, management and technology, by both private and
governmental agencies. °

We did this with Western Europe and Japan. The long-range consequences
of this development on our balance of payments is only now gradually emerging.
The successful culmination of the Common Market during this decade, and
the possible acceptance of England and perhaps other members of the Free
Trade Association into it, giving, in addition to technology, management and
capital, also the advantages of large-scale production, encouraged and pro-
moted by U.S. national policy, will have, inevitably, pronounced effects upon
our balance of payments, and even, perhaps on our balance of trade. The
classical adjustments, here, too, are not available—recession, decline of prices
and wages. The concept of the Atlantic union, perhaps the most promising
from a political and military viewpoint as a defense of Western civilization,
founder upon the shoals of incompatible economic theories.

‘We have adopted in this country theories of trade without accepting the
basic conditions and premises which must go with them to make them valid.
I feel a sense of envy toward the European economists who drafted the Treaty
of Rome, because they realized that free or liberal trade amongst their coun-
tries insure not only transfers of capital and technology, but acceptance of all
the underlying conditions, such as freedom of movement of labor between
countries, uniformity of regulations and legislation in the treatment of labor,
with the ultimate expectation that this would result in uniformity of basic
conditions of employment.

Here, therefore, I pose the second question. Will the proposals before this
committee resolve the possible long-range discrepancies that may arise in our
trade relations because of the transferability of capital, technology and skills
without the attendant adjustments in labor and wages which would retain or
regain our competitive advantage?

This again, poses the problem of whether such uniformity of wage levels,
say between the North Atlantic Alliance and the United States, would be accept-
able politically. In the absence of necessary mobility to bring about competi-
tiveness of costs, we shall face, in the long run, the problem of balance-of-trade
deficits. I do not share the enthusiasm of some statisticians about our balance-
of-trade surpluses, because upon examination, you will find that agricultural
surpluses sold under Public Law 480 and ICA, as well as other Government-
induced exports through grants, aids, and subsidies, are included in the Depart-
ment of Commerce export surplus figure. Therefore, the export surplus that
is touted monthly in statistical press releases from the Department of Commerce
are not dollar earning surpluses necessarily. In fact, in 1959, after deducting
these Government-induced exports, we probably had a substantial balance-of-
trade deficit.

In economic theory, the principle of comparative advantage, developed in
19th century English thought, was based on locational and climatic advantages
for natural resources, or upon technological advantages in manufactures that
were jJealously guarded. We are going to see the technological advantages dis-
appearing, and this situation will become even more severe when the Communist
bloc comes into world markets. Present-day economic thinking has not faced
this issue, and I am quite sure that the proposals being advanced before this
committee do not in themselves supply long-range solutions to this problem.

DEVELOPMENT OF UNDERDEVELOPED COUNTRIES

There is a third factor which is now entering into this picture. It is, in
fact, an extension of the second issue just mentioned, but it will become much
more severe as time goes on. This is the announced policy of a decade of
economic development in underdeveloped countries, to be brought about through
Government aid, by the export of U.S. and Western technology, know-how,
and capital. I have supported and I continue to support the principle of
aiding underdeveloped countries, and I believe that giving them opportunities
to create wealth through enterprise is the best means of improving their
standard of living. However, if we transfer the most up-to-date technology,
know-how, and our own capital resources to achieve this, under our trade policies
as they stand today, we are going to be confronted with the return flow of
those goods to the United States. There will be a wide range of products
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that can be produced in these underdeveloped countries, but under labor and
cost conditions far lower than in the United States.

Here again, the classical theory; namely, outflow of gold, credit restriction,
depression of price and possible unemployment, with a view to lower wage
costs, to a level where American labor can be competitive with labor in under-
developed countries, is simply unacceptable politically and economically in the
United States. The solution suggested—readjustment of labor through Gov-
ernment-subsidized retraining and relocation programs, does not answer this
problem, because as time goes on, more and more U.S. industries are going to
be under such pressure from imports coming in from underdeveloped countries,
and the solutions offered either in readjustment or unemployment compensation
merely cause an increase in the cost of production, either through taxation or
inflation. It is, therefore, no way to become more competitive in the world
markets, particularly with competitive industries developed in low-wage coun-
tries with our aid.

The dilemma of our development and trade policies toward underdeveloped
countries is perhaps best illustrated by the predicament in which the Under
Secretary of State for Economic Affairs found himself this week. He testified
before the committee on Monday :.

“It is essential that the less-developed countries obtain enlarged markets in the
industrial countries for their traditional exports. This means lowering existing
trade barriers and resisting pressures for new ones. Moreover, the industrial
countries must find constructive solutions to the problems that have arisen, and
will inevitably grow more pressing, as a result of the economic advances of the
less-developed countries. The fruits of economic development will appear, in
part, as new exportable products, increasingly in the field of manufactures.
These products represent hard-won economic gains, to which our taxpayers have
contributed their money and our Nation its influence. If markets cannot be
found for them, much of the common effort will go to waste.”

Tuesday morning’s papers carried the story that he, the Under Secretary,
was hopeful of securing a voluntary quota limitation of 30 percent on the exports
of textiles from Hong Kong to the United States. If the economic theory enun-
ciated in general statements is good, and valid, why ask Hong Kong or Japan
or any other country for voluntary or even mandatory quotas. If the theory
is not valid, why keep enunciating it instead of developing a new and more appli-
cable concept. It is interesting that Hong Kong does not get U.S. aid, and
therefore the industries are established on a purely commercial basis. Many of
the workers are refugees from Communist China. If any condition deserves our
sympathetic approach, it is the situation in Hong Kong, and yet, there seems to
be something unworkable in our professed theories that puts a very sincere and
devoted advocate of liberal trade in an embarrassing position of asking various
governments not to practice what he preaches.

This situation will become more general as the decade of development of this
Government expands to encompass much of the underdeveloped world. Mr. Paul
Hoffman stated last week that there are 1,300 million people (plus 700 million
in Red China if they should ever come into free world associations), in these
countries that must be helped at an estimated total cost of $7 billion a year
for 10 years. Nearly every speaker in the Conference on World Economic and
Social Development, including the President and the Secretary of State, took the
position that we can do this job in the coming decade, and help underdeveloped
countries into sustained economic growth.

This is the great challenge of this decade, and it is a tribute to the humani-
tarian ‘instincts of the American people that this thinking has become, under
the leadership of the President, national policy. One can only pray that peace
will last long enough to make our maximum contribution to the improvement
of human welfare, and if disarmament should ever become a reality, more and
more capital would be available to devote to this challenging enterprise.

The difficulty, however, is that we have not developed an economic theory
which will make it possible for us to export these growing amounts of capital
to help develop self-sustaining industries in underdeveloped countries, then
supply them with markets, and, at the same time, insure the strength of the
U.S. economy. Today this problem afflicts us in the textile industry; tomorrow
it will be aluminum when the projects in Africa are developed. If ever there
is discovered iron ore and coal in economic conjunction in any underdeveloped
country, and the steel industry is subjected to massive competition under condi-
tions of differential cost advantages, then I think the United States would
certainly have something to worry about under its present trade policy concepts.
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Is the problem of textile imports an exception coming to the front because of
political pressures, or is it a generic economic problem that the country is going
to face in industry after industry as the underdeveloped countries progress with
our help. It is reassuring that the Secretary of Treasury, before the Ways and
Means Committee, admitted that there was a problem here, and that the
administration is looking into it. Until we develop a set of rules that will have
universal application, we are going to find ourselves professing one thing and
practicing another. In the meantime, the balance-of-payments situation of the
United States will continue to deteriorate. Will the proposals to create greater
liquidity in international payments resolve such a problem without a more
fundamental resolution of the issues we face in the coming decade?

CONCLUSION

I conclude, therefore, that economic theory, as practiced and advocated today,
has not solved the problem of massive exports of capital under foreign aid
programs, and outpayments for military expenditures abroad. It has not -yet
solved the problem of the increasing import needs of this country, and the
necessary means to pay for them. It falls far short of solving the problems
raised by.a reequipped, resurgent, Western Europe and Japan, including the
Common Market and Free Trade Association. And it has not confronted the
inconsistencies between our foreign economic aid programs in the development of
industries in underdeveloped countries, and our trade policy.

Within this context, to say that our primary need is liquidity, and that this
liquidity can be achieved by permitting the export of all our gold supply, or by
making it desirable or almost even compulsory for other countries to keep
part of their growing dollar earnings in investments through the IMF, or
directly in U.S. Government bonds and other assets, does not solve the basic
imbalance that has already asserted itself and will continue to grow if we
follow the present policies. They may gain us time; they may lull us into
complacency, but I view the primary issue before Congress as the resolution
of these inconsistencies in international economic policies, because if we do not
confront this issue today, we are bound to complicate our international financial
situation; create greater instability for the dollar, and perhaps even create
conditions of crisis for our economy and possibly political reaction, with
undesirable consequences.

I express no opposition to these devices that are proposed; I only say that
they are not solutions to the issues that confront the country in this field. They
anesthetize the symptoms ; they do not cure the causes.

APPENDIX

TABLE 1.—Animals and animal products, edible—Exports and imports:1956—60

[In millions of dollars)
Imports | Exports | Net im- Imports { Exports | Net im-
ports (—) ports (—)
376 235 —141 || 1957 ... 539 372 —167
430 384 —46 781 294 —487
369 263 —138 || 1959 822 341 —481
424 254 —170 |} 1960, to Dec. 1..... 668 315 —353
325 283 —42
434 332 —102 Total. ... 5,629 3,477 -2,152
431 404 —-27

Source: U.S. Bureau of the Census, *“Statistical Abstract of the United States,” 1955 and 1960,
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TABLE 2—Animals and animal products, inedible—Ezports and imports: 1950—-60
[In millions of dollars]

Imports | Exports | Netim- Imports | Exports | Net im-
ports (=) ports (—)
365 139 —226 || 1957 . eeoaa 303 299 —4
408 180 —228 321 260 —61
292 157 —135 423 208 ~125
270 202 —68 1960 (to Dec. 1)..._ 369 292 77
246 244 -2
287 277 -10 Total____..__ 3,594 2,637 ~957
310 289 =21

Source: U.S. Bureau of the Census, “Statistical Abstract of the United States,” 1955 and 1960.

TABLE 3.—Automobiles including engines and parts—Ezports and imports:
1946-59*

[In millions of dollars]

Imports | Exports | Net ex- Imports | Exports { Net ex-
ports (+) ports (+)
1946-50 average. ... 16.2 821 -4-804.8 || 1956____- . 144.7 1,357 | +1,212.3
1950 23.0 723 337.2 1,309 +971.8
37.8 1,191 554.4 1,083 +528.6
56.9 987 843.8 1,136 +292.2
52.9 963 N
53.3 1,036 +082.7 Total,
84.8 1,238 | 41,153.2 1950-59_._-. 2,188.8 11,023 | +4-8,834.2

1 Excludes military exports.

Source: Department of Commerce, “Statxstxcal Reports,”’ pt. 3, No. 60-6, and U.S. Bureau of the Census
“Statistical Abstract of the United States: 1960.”

TABLE 4.—Chemicals and related products—Exports and imports: 1956-60

{In millions of dollars]

Imports | Exports | Net ex- Imports | Exports | Net ex-
ports () ports (+)
170.4 710.7 +-540.3 275.8 1,398.4 | +1,122.6
300. 6 980. 9 -4680.3 282.0 f 1,363.7 | +1,081.7
243.9 801.3 -+557. 4 347.1 1,491.1 | 41,144.0
202.9 800. 2 +507.3 323.3 915.8 +592.5
249.3 983.0 +733.7
255. 1 1,077.4 +822.3 3,014.6 | 11,773.0 | +4-8,758.4
274.2 | 1,250.5 +976.3

Source: U.S. Department of Commerce, “Statistical Reports,” Total Export and Import Trade of United
States, January-December 1956 and 1959.

TABLE 5.—Copper and manufacturers—Eaxports and imports: 1946-59
[In millions of dollars)

‘Imports | Exports | Net im- Imports-| Exports | Net im-
ports (—) ports (—)
1046-50 average._-. 186 88 -—08 502 266 —236
1950 243 88 —155 384 299 —85
280 101 —179 246 214 —32
411 156 —255 297 107 —190
433 117 —316

363 © 199 —164 Total,

455 218 —237 1950-59_.... 3,614 1, 765 —1, 849

Source: U.S. Bureau of the Census, ‘‘Statistical Abstract of the United States: 1960.”
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TaBLE 6.—Cotton—Unmanufactured exports and imports: 1950-60

[In millions of dollars}
Imports | Exports | Net ex- Imports | Exports | Net ex-
ports (+) ports (+)
43 1,024 -+981 62 1,059 +997
42 1,146 +1,104 25 661 --636
40 873 833 29 452 +423
42 521 +479 26 847 +821
29 788 759
42 477 +435 404 8,577 +8,173
24 729 -+705

Source: U.S. Bureau of the Census, ““Statistical Abstract of the United States,”” 1955 and 1960.

TasLE T7.—Cotton—Semimanufactured exports and imports: 1950-60

[In millions of dollars]
Imports | Exports | Net ex- Imports | Exports | Net ex-
ports (+) ports (+)
16 36 +20 6 60 +b4
12 87 +75 6 46 -+40
8 58 +50 6 51 +45
7 57 +50
8 52 +44 1) o D, 12 49 +37
9 51 +42
7 54 +47 Total.__.____ 97 601 +-504
Bource: U.S. Bureau of the Census, “Statistical Abstract of the United States,” 1955 and 1960.
TABLE 8.—Cotton manufactures exports and imports: 195060
[In millions of dolars]
Net Net
imports imports
Imports | Exports — Imports | Exports -
exports exports
) +)
64 227 +163 136 253 +117
68 390 4322 149 233 -4-84
59 312 +253 202 223 421
73 272 ~-199
76 265 --189 234 210 —24
123 242 +119
154 240 -}-86 1,338 2,867 +1, 529
Source: U.S. Bureau of the Census, ‘‘Statistical Abstract of the United States,”” 1955 and 1960.
TABLE 9.—Iron ore exports and imports: 1938 and 1950-60
[In mijllions of gross tons and millions of dollars]
Imports Exports Net imports
Gross tons Value Gross tons Value Gross tons | Value (~)
1938 2.1 $5.3 0.5 $1.9 1.6 —$3.4
1950 8.3 44.0 2.6 15.7 5.7 —28.3
1951 e e 10.1 59.5 4.3 31.0 5.8 —28.5
1952 9.8 82.9 5.1 37.4 4.6 ~45.4
1953 11.0 96. 8 4.3 32.4 6.8 —64.4
1954 e a2 15.8 119.4 3.1 24.8 12.6 —04.7
1955, - 23.5 177.3 4.5 37.0 19.0 —140.3
1956 .l 30.4 250.5 5.5 49.0 24.9 —201.7
1957 - - 33.6 285.1 5.0, 49.0 28.6 —235.7
1958 27.6 231.6 3.6 34.9 23.9 —196.8
1859 o el 35.6 312.3 2.9 33.9 32.6 —278.5
Total. e ccciaeacaes 205.7 1,659. 4 40.9 345.1 164.5 -1,314.3

Source: Department of Interior, reprint from ‘“ Bureau of Mines Yearbook,"” 1953, 1955, 1957, and 1959.
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TaBLE 10.—Iron and steel—Mill products exports and imports: 1946-59

[In millions of dollars]
Net im- - Netim-
Imports | Exports | ports (=) Imports | Exports | ports (—)
exports exports
(+) )

19 625 --606 305 1,075 +770
140 472 -+332 313 1,377 +1, 064
363 611 +248 328 665 +337
238 621 383 735 538 —197
283 495 +212
156 516 4360 Total, 1950-59..... 3, 060 7,188 +4,128
199 818 +619

Source: U.S. Bureau of the Census, *‘Statistical Abstract of the United States,’” 1860.

TasLe 11.—Machinery—Electrical apparatus exports and imports: 1950-60

{In millions of dollars]
Imports! | Exports?| Net ex- Imports! | Exports?| Net ex-
ports (+) ports(+)
................ 9.4 443.0 +433.6 143.5 | 1,020.8 +886.3
- 18.0 636.9 +618.9 166.7 | 1,020.0 +4-853.3
- 27.3 751.8 +724.5 245.6 954. 5 -4-708.9
- 43.8 893.2 +8490.4 243.8 915.8 +672.0
- 46.0 869. 6 +823.6
- 55.7 843.3 -}-787.6 Total .___._-. 1,099.3 | 9,374.4 | +8,275.1
................ 99.5{ 1,016.5 -+917.0

1 Imports include: Electric lamps, electric household equipment, machines having electrical elements as
essential features.

1 Exports include: Generators, batteries, transforming and converting apparatus, transmission and dis-
_tribution switch gear, electrical measuring and testing instruments, electrical motors, portable electric
tools, electrical household equipment (irons, refrigerators, stoves), electronic equipment and parts, tele-
phone and telegraph apparatus.

Source: U.S. Department of Commerce, Statistical Reports, total export and import trade of United
States, January to December 1956 and 1959.

TaBLE 12—Petroleum and products ewports and imports: 1946-59
[In millions of dollars] ’

Net Net
Imports | Exports |imports (=) Iwmports | Exports {imports (—)
exports () exports (+)
1946-50 average. - 379 559 +180 1,286 766 - —520
1050 592 499 —93 1,548 994 —554
601 783 +182 1,625 558 -1, 067
692 793 101 1,529 480 —~1,049
762 692 —-70

829 658 —171 Total,

1,026 646 —380 1850-08...f 10,450 6, 862 ~3,821

Source: U.S. Bureau of the Census, Statistical Abstract of the United States: 1960.
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TABLE 13.—Vegetable products—Inedible ewports and imports: 1950-60

[In millions of dollars}

Net Net
imports imports
Imports | Exports (=) Imports | Exports -
exports exports
) +)
886 601 —285 733 1,196 +463
1,278 812 ~—466 638 1,071 +433
1,042 650 —392 884 1, 280 396
729 761 432 780 1, 304 4524
628 815 +187
809 935 +126 9,177 10, 483 -+1, 306
770 1,058 -+288

Source: U.S. Bureau of the Census, Statistical Abstract of the United States, 1955 and 1960.

TaBLE 14.—Wood and paper—Wood pulp exports and imports: 1950-60

[In millions of dollars]

Imports | Exports | Net im- Imports | Exports | Net im-
ports (—) ports (—)
240. 2 0 —240.2 273.4 0 —~273.4
352. 4 0 —352.4 277.5 0 ~277.5
271.8 0 —271.8 314.6 0 -314.6
263.1 0 —263.1 284.0 0 —284.0
251.7 0 —251.7
277.3 0 —277.3 Total . ...._.. 3,103.5 0] —3,103.5
297.5 o —297.5

Source: U.S. Department of Commerce, Statistical Reports, total export and import trade of United
States, January to December 1956 and 1959,

TABLE 15.—Wood and paper—Newsprint exports and imports: 1950-60

[In millions of dollars]

Imports | Exports | Net im- Imports | Exports | Net im-
ports (—) . ports (—)
453.0 0 —453.0 0 —657.0
513.3 0 —513.3 0 —613.9
571.8 0 —571.8 0 —665.7
505.0 0 —595.0 0 —630.0
595.4 0 —595.4
613.3 0 —613.3 0] ~6,596.2
687.8 0 —0687.8

Source: U.S. Department of Commerce, Statistical Reports, total export and import trade of United
States, January-December, 1956 and 1959,

TaBLE 16.—Wood and paper, paper base stocks, exports and imports: 1950-60

[In millions of dollars]

Imports | Exports | Netim- Imports | Exports | Net im-
ports (—) ports (—)
273.8 16.0 —257.8 317.5 102. 5 —215.0
414.1 50.6 —363.5 310.2 84.1 —226.1
325.8 38.5 —287.3 346.1 102.6 ~243.5
301.1 27.5 —273.6 313.0 150.2 —162.8
289.0 66.9 —222.1
319.3 97.3 —-222.0 3,552.2 826.3 { —2,725.9
342.3 90. 1 —252.2

Source: U.S. Department of Commerce, Statistical Reports, Total Export and Import Trade of United
States, January-December, 1956 and 1959,
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TABLE 17.—Wood and paper, paper and manufacturers, exports and imports:
1950-60

{In millions of dollars]

Imports | Exports | Netim- Imports | Exports [ Net im-
ports (—) ports (—)
473.5 90.3 —383.2 7.9 221.1 —496.8
546.1 179.1 ~367.0 674.6 219.7 —454.9
602.1 154.5 —-447.6 743.3 234.5 -508.8
635.5 125.2 -510.3 699.0 232.6 —466. 4
637.3 161.7 ~475.6
665. 6 194.6 ~471.0 Total________ 7,144.8 | 2,011.1 | —5,133.7
749.9 197.8 -552.1

Source: U.S. Department of Commerce, Statistical Reports, total export and import trade of United
States, January-December, 1956 and 1959.

STATEMENT BY HARRY G. JOHNSON, PROFESSOR OF Ecowomics, UNIVERSITY OF
CHICAGO, ON THE INTERNATIONAL LIQUIDITY PROBLEM

The present international monetary system is a gold exchange standard, under
which the leading trading countries maintain fixed exchange rates by holding
reserves in the form of gold and holdings of national currencies convertible into
gold. Both historical experience of the collapse of the gold exchange standard
in the interwar period and the recent balance-of-payments problems of the
United States illustrates that this form of international monetary system has two
serious weaknesses: its reliance on a national currency—the U.S. dollar, and
to a lesser extent the pound sterling—to provide international reserves, and its
reliance on newly mined gold plus further expansion of reserve currency hold-
ings to provide for growing liquidity needs. The use of a country’s currency as
other countries’ reserves exposes that country to the risks of sudden and sharp
balance-of-payments deficits on short-term capital account prompted by interest-
rate differentials or speculative factors, risks which limit its freedom of domes-
tic action. These limitations could have a seriously crippling effect on the eco-
nomic strength of the United States in future, both because confidence in a
reserve currency tends to be governed by superficial judgments of a strongly
conservative kind rather than by rational economic analysis, and because in the
next decade the United States will have to make substantial economic adjust-
ments to the industrial recovery of Europe and the spread of industrialization
around the world, adjustments which could be seriously impeded by the need to
command foreign confidence and retain foreign short-term capital in the coun-
try. Dependence on further growth of reserve currency holdings to satisfy
growing liquidity needs involves the risk that reserves may not increase ade-
quately, so threatening the constriction or collapse of the nondiscriminatory
multilateral system of trade and payments that the United States has been
seeking to reestablish since the war.

There are two alternative measures that would solve or remove both weak-
nesses simultaneously. One is the traditional solution of the gold standard, an
increase in the world price of gold. The objections to this solution are that the
resulting increases in reserves would be most inefficiently distributed, that it
would give undeserved permanent income gains to the gold-producing countries,
and that it would confirm in the international sphere a principle deliberately"
abandoned in the domestic monetary management of all advanced countries—-
that the supply of money should be governed by the quantity of gold. The other
solution would be to abandon the system of adjustable fixed exchange rates in
favor of floating exchange rates. There is much to be said for this solution.
especially from the standpoint of U.S. national interests; but since it would
amount to replacing the present international monetary system, I judge that it
lies outside the scope of the subcommittee’s inquiry.

There is a variety of unilateral actions that the United States could take to
strengthen its international financial position and the international monetary
system. These include removing the anachronistic 25 percent reserve require-
ment against Federal Reserve notes and deposits; using the existing U.S. credit
with the International Monetary Fund and U.S. drawing rights on the Fund as
international reserves; altering the presentation of its international accounts
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to give a clearer picture of its international banking position ; and strengthening
the inducement to foreign monetary authorities to hold dollars by offering se-
curities carrying a gold guarantee and special rates of interest. To remedy the
two main weaknesses of the present international monetary system, however,
would require some form of international collaboration.

With respect to the weakness resulting from the use of national currencies as
international reserves, there is a choice between two approaches—strengthening
the reserve currencies in question against the dangers of short-term capital
outflows, and replacing national currency reserves by international credit re-
serves. The first approach could be informal, through a strengthening of present
collaboration between the leading central banks; this would include coordination
of interest rate policies to avoid giving interest-rate incentives to outflows of
short-term capital from reserve currency centers, and the lending back to the
reserve currency centers of accessions to reserves resulting from such capital
outfliows. Reliance on such collaboration would involve entrusting central banks
with a great deal of power; and past experience suggests that it would be dif-
ficult to achieve and likely to break down in a crisis, since it requires that the
central banks of nonreserve currency countries accept and approve the monetary
and economiec, policies of the reserve currency countries. Some of these difficul-
ties would be avoided by a more formal approach on the lines of the Bernstein
plan, according to which the leading countries would oblige themselves to lend
substantial amounts of their currencies to the International Monetary Fund, to
be relent to a reserve currency country suffering an outflow of short-term
capital. )

Both close central bank collaboration and the Bernstfein plan have the prac-
tical attraction of recognizing the crucial fact that what matters in international
monetary affairs is the behavior of the handful of large international trading
and reserve-holding countries. But this fact itself points to the limitations of
this approach: the holding of a country’s currency as an internatjonal reserve
gives it financial and economic leadership in the world economy ; and to ask other
nations to strengthen its position by guaranteeing to keep their funds invested
with it is to ask them to recognize and support its dominance, a request which
commercial rivals are unlikely to find congenial, especially when their relative
economic strength is growing. -

The alternative approach is to substitute an international credit currency for
holdings "of national currencies as reserves. This approach seems preferable,
hoth because it would avoid the dangers and potential conflicts inherent in the
use of national currencies as international reserves, and because it would con-
stitute another step toward the replacement of the gold standard by a more
sensible ‘and manageable international monetary standard. Ombe possibility
would be the formation of an Atlantic Payments Union, on the lines of the now
defunct Buropean Payments Union. This scheme would conform to present po-
litical and military alliances, but it would involve the creation of yet another
international institution and might in practice foster division between the ad-
vanced and the underdeveloped nations. A scheme more likely to be feasible,
because it starts with an already established international institution, is
Triffin’s proposal to convert the International Monetary Fund into a genuine
international reserve bank, in which members would undertake to deposit 20 per-
cent of their reserves and be induced to deposit more by the offer of interest,
and to which they would transfer their reserve holdings to key currencies, in
return being permitted to draw more liberally on the Fund for settling interna-
tional balances of indebtedness. The main objection to this scheme is the sur-
render of sovereignty to the International Monetary Fund that it would entail,
together with the loss of influence by the reserve currency countries; but some
surrender of sovereignty is the inevitable price of binding other countries to
cooperation, and the influence achieved by international banking can easily prove
a snare and delusion.

The second major weakness of the present international monetary system is
its dependence on new gold production and the growth of reserve holdings in
national currencies to provide the increasing reserves required by expanding
world trade. The International Monetary Fund study to the contrary, these
sources of additional international reserves look like being inadequate to the
needs of the next 10 years. Reserves might be increased above prospective
levels by a determined effort by the leading countries to squeeze gold out of non-
monetary uses; but the quantitative results would probably be small, and the
methods required might have undesirable side effects, including the stimulation
of speculative gold hoarding. The expansion of international credit reserves
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is a much more promising solution. The Bernstein plan calls for enlargement
of quotas in the International Monetary Fund. But enlargement of the Fund
in its present form would be inefficient, because various countries would be likely
to obtain the gold required by drawing on dollar and sterling balances and be-
cause quotas in the Fund as presently operated are not fully equivalent to gold
and dollar reserves. If the Fund were reorganized on Triffin’s lines, additional
reserves would be provided by annual open market purchases by the Fund. But
in the course of time event a fund so reconstituted might run into difficulties,
since the 20-percent reserve requirement on members would still allow gold to
be drained from the Fund. If a shortage of gold began seriously to threaten
the liguidity of the international economy, the logical solution would be to
demonetize gold and base national currencies on inconvertible deposits in the
Fund.

STATEMENT OF TIBOR SCITOVSKY, PROFESSOR OF HcoNoaics, UNIVERSITY OF
CALIFORNTA, BERKELEY, CALIF., ON THE SUPPLY OF INTERNATIONAL RESERVES

In the modern world, where economic growth and full employment have
become important aims of national economic policy, one must reconcile oneself
to the virtual absence of market forces that would tend automatically to main-
tain or restore balance-of-payments equilibrium. Today, deliberate economic
policy is the main instrument of balance-of-payments adjustment; and it usually
takes the form of fiscal, monetary, and foreign trade policies. Under these
circumstances, to have an adequate and adequately growing supply of inter-
national liquidity seems essential, more essential than it has been in the past,
although every sign indicates that over the past half century the supply of re-
serves has become progressively more inadequate to meet the fast growing need
for reserves.

Needless to say, an adequate supply of international reserves would not, ipso
facto, solve this country’s balance-of-payments problems. It would, however,
ease the problem, lessen the danger of similar problems recurring; and there
is at least one way of adding to the supply of international reserves that would,
in my opinion, provide a partial solution to the present U.S. balance-of-payments
deficit. I should like to concentrate, therefore, on the problem of international
liquidity.

An adequate supply of international liquidity would have two advantages.
First, it would provide deficit countries with more time in which to frame and
carry out policies designed to eliminate their balance-of-payments deficits. There
are many different ways in which to improve the balance of payments; and the
more satisfactory ones are usually also those that need the most time to be
implemented and become effective. Hence the advantage of the longer breathing
space provided by larger reserves.

Secondly, an adequate supply of international liquidity would create an in-
centive for the surplus countries to share and thus lighten the burden of ad-
justment of the deficit countries. Since this advantage is seldom discussed or
even mentioned, I should like to enlarge upon it a little. )

A balance-of-payments surplus indicates that part of the country’s productive
resources is used neither for current consumption (public or privaté) nor for
investment in its economic growth, but is used instead for accumulating inter-
national reserves. This is useful as long as the country’s already existing
reserves are considered inadequate; but sooner or later they will reach a level
considered adequate. To continue running a payments surplus and accumulat-
ing reserves beyond this level is a waste, very similar to that incurred by a per-
son who builds up his checking account way beyond what he needs for con-
venience and safety. He loses what might otherwise have been interest on
savings deposits, or dividends and capital gains on equities, or the gain and
added convenience of owning instead of renting his house. A country that ac-
cumulates excessive reserves uses unproductively resources that could otherwise
be used to promote faster economic growth, assure a higher standard of living,
or combat inflationary pressures.

An idea of the orders of magnitude involved can be gained from the example
of Western Germany. Over the past few years, she has been adding an annual
DMS billion to her international reserves, which is over 2 percent of her na-
tional income and well over 10 percent of her private capital formation. It is
true that even so she achieved the fastest rate of growth in Western Europe;
nevertheless, having started from a low level and still having far to go, she can
undoubtedly find good and productive use for an additional DM3 billion in her
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domestic economy as soon as she has accumulated enough reserves. For it is
up to the Germans themselves to decide when their international reserves are
adequate, and when, accordingly, they should start taking measures designed
to end their balance-of-payments surplus and thus increase the availability of
resources for domestic use.

With the present world supply of international reserves, countries cannot
build up external reserves to levels they consider adequate without thereby
drawing down other countries’ reserves to dangerously low levels. One pur-
pose, therefore, of expanding the world supply of reserves is to enable them to
do so. An adequate world supply of international reserves can be defined as
the sum of what in each country is considered an adequate supply of that coun-
try’s reserves. If the world supply of reserves were adequate, the drawing
down of some countries’ reserves to unduly low levels would be matched by
some other countries’ excessive accumulation of reserves, and the desire to elim-
inate balance-of-payments deficits in the former would be matched by the
desire to eliminate surpluses in the latter. To bring about such a situation,
in which surplus and deficit countries are equally concerned over balance-of-

- payments disequilibrium and equally anxious to pursue policies aimed at elimi-

nating it, is the most important argument in favor of increasing the supply
of international liquidity.® This is so, because simultaneous action by deficit
and surplus countries is the most hopeful way of dealing with the balance-of-
payments problem. Such action would greatly reduce each country’s burden of
adjustment ; moreover, since more and better means of adjustment are available
to surplus than to deficit countries, it would restrict world trade very much
less than if deficit countries alone were making adjustments. ’

This is well known, of course. Already in the 1930’s, the tremendous reduc-
tion in world trade and the great economic difficulties of the deficit countries
were generally blamed on the surplus countries’ failure to do their share in
eliminating the balance-of-payments disequilibrium. The lessons of the 1930’s
were incorporated in the scarce currency provision of the International Mone-
tary Fund Charter, which was designed to compel surplus countries to cooper-
ate in eliminating their surplus, but which failed to achieve this aim. The
political pressure brought to bear on surplus countries by the U.S. Government
not so long ago has also failed. Hence, my belief that the best chance of
achieving this aim is to increase the supply of international reserves.

At present, international reserves consist of gold, key currency assets, and °
the availability of gold or foreign currency loans from the International Mone-
tary Fund, although these latter, the so-called second line of reserves, are not
reserves proper.

The inadequacy of the world’s supply of monetary gold needs no discussion
here; neither will I repeat the arguments against raising the price of gold.
Key currency reserves, which supplement gold under our present gold-exchange
standard, have the sole advantage of having been developed and accepted by
the banking community. They are also supposed to have the further advan-
tage of increasing spontaneously, in response to increasing demand; but this is
not quite so. Key currency reserves increase or decrease in supply, depending
on whether the key currency countries happen to be running balance-of-pay-
ments deficits or surpluses and quite independently of the growth in need or
demand for international liquidity. Even the persistent and substantial U.S.
deficit of the last 10 years has increased combined gold and currency reserves
only at the very insufficient average rate of 114 percent per annum; and our
success in reducing or eliminating this country’s de