














policy reason for treating foreign private dollar holdings generally as
the equal of foreign official holdings.

This consideration would lead to measuring our payments position
on the so-called "official settlement" basis, i.e., by the changes in
gross reserves minus liquid claims of foreign monetary autherities on us.
There is only one drawback to using this comcept in determining our policy
goal. While foreign private holdings are in general genuine working
balances, there still are important cases in which a central bank, for
good or bad reasons, may increase or decrease its dollar reserves by
acquiring the dollar holdings of the country's commercial banks or by
shifting its own dollar holdings to the commercial banks, On the official
settlement basis, such purely internal transactions of a foreign central
bank would affect U.S. payments policies, although they may have obviously
nothing whatsoever to do with U.S. international transactions.

For these reasons it might be preferable to aim at stabilizing
U.S. international net liquidity on the broadest possible basis: considering
on the liability side changes in liquid claims on the U,S. financial system
of both foreign monetary authorities and foreign non~official holders;
but similarly on the asset side changes not merely in U.S. official reserves
but also in liquid claims on foreigners of U.S. private financial
institutions. As long as foreign private dollar holdings rise in harmony
with an increase in U.S. liquid claims on foreigners--say, because a U.S.
bank and a foreign bank establish mutual accounts; or because a U.S.
investor acquires a foreign money-market instrument or a deposit with
a foreign bank; or because a U.S. bank makes a short-term loan to a
foreigner --the U.S. net liquidity position is not substantially altered,
and there is usually no reason for such a transaction to influence U.S.
policy. Similarly, if a foreign central bank shifts some of its dollar
holdings to a commercial bank, or vice versa, the U.S. payments position
has not changed and U.S. policy should not usually be affected. 1In
contrast:, 1f aggregate foreign liquid dollar holdings rise without a
comparable rise in U,S. liquid claims on foreigners--say, as a result of
a U.S. deficit on current account, or because U.S, public and private
long-term investments abroad exceed our surplus on current account--then
the U.S. payments position seems indeed to suffer from a disturbance which,
if large or persistent, would require correction.

It is interesting to note that the cumulative payments deficit
for the period from mid-1963 to the spring of 1964 has remained substantial
both on the conventional and the 'official settlement" basis but has nearly
vanished on the "total net liquidity" basis. 2/ And whereas U.S. payments
statistice have adhered toan outdated method, U.S. policy has perhaps=-~un-
consciously~-recognized the validity of the broader basis. Ever since the
successful tightening measures taken in July 1963, both fiscal and monetary
policies have returned to an expansionary rather than restrictive posture.
Thus it may be argued that the authorities have in fact acknowledged the
virtual disappearance of a disruptive payments deficit.

2/ See the appended table,



Tools of payments policy

Still, as long as we must face the possibility of a renewed
deterioration of our payments balance, and thus the reappearance of a
deficit also on the "total net liquidity" basis, the question of the
best way to correct such a deficit remains important. Barring changes
in government expenditures abroad--which should be reduced to the minimum
compatible with the requirements of U.S. military and diplomatic goals,
regardless of our payments balance--there are only two ways in which our
payments deficit can be corrected: by increasing our surplus on current
account, and/or by decreasing our deficit on capital account.

Obviously, a necessary but not sufficient condition for an
adequate surplus on current account is a domestic stabilizing policy,
designed to maintain oxr improve our international competitiveness.
Assuning such a policy, however, our imports will depend basically on
the pace of our domestic economic expansion; and our exports on the
level of economic activity abroad. Surely, nobody would recommend policy
measures that would seriously retard domestic economic expansion; and
there is hardly any way for domestic policy to raise the level of ecomomic
activity abroad. Hence--always taking generally stabilizing policies for
granted--our current accounts are not easily susceptible to rapid improve-
ment by specific policy action.

Thus, the main burden of measures seeking rapidly to correct
the payments balance may well, at least in the short rum, fall on capital
movements. If the preceding analysis is correct, short-term capital
movenents, which create liquid assets as well as liquid liabilities, are
of little longer-run importance. Adverse short-run effects, including
disturbances in the exchange markets and losses of gold reserves, can
easily be averted by policies affecting interest-rate differentials,
and especially by such instruments of international financial cooperation
as the Federal Reserve swaps. Longer-run measures may well focus mainly
on avoiding excessive outflows of long-term credits and investments.

The proposed interest equal ization tax may be considered as
a tool of such a type of policy. The proposal has been attacked both
as a disguised form of exchange controls and as a barrier to free
international commerce. The first criticism seems unwarranted. Taxes
are different from direct controls in that they keep the market mechanism
in force., If a foreigner is willing to borrow in the United States at
an effective interest rate one per cent higher than he would have to pay
otherwise, he remains free to do so., The proposed tax is, in substance,
a tariff rather than an import quota,

It is true, however, that the tax tends to curtail inter-
national capital movements--in fact, it is purposely designed to do so.
But this curtailment seems to be less objectionable than a curtailment
of the free movements of goods.
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Import duties or export subsidies are harmful because they
impair not only the optimum international division of labor but also
the optimum distribution of domestic resources, Import duties, for
instance, protect some less efficient domestic industries by raising
the costs of the other more efficient industries, including those of
the nost efficient export industries. Thus, they tend to reduce
domestic national production and income below their potential maximum,

A tax on capital exports may impinge upon the optimum inter-
national allocation of capital but it does not substantially discriminate
among domestic industries. To the (negligible) extent that it tends to
lower the costs of capital-intensive industries more than those of
laborr-intensive industries, it would usually favor the most modern and
most rapidly expanding and thus probably most efficient industries. And
even internationally, such a tax need not hamper the optimum division
of labor in those cases in which capital may be attracted to foreign
counf:ries not because of higher productivity but on account of a higher
degree of domestic protection, less equitable tax systems, or a dis~
tribution of the national income favoring capital over labor.

But if policies designed to speed adjustment to payments
imbalance were to shift their emphasis from current account to capital
account, many problems would have to be solved. In fact, virtually no
work has yet been done on the questions under what conditions such policies
would seem to be necessary or advisable; under what conditions they might
be expected to be successful; how they could be made administratively
effective; and what side-effects they might have on domestic and inter-
national econmomic activities, and especially on the relation between
fiscal and wonetary policy.

Any attempt at such policy reorientation may well prove
impracticable. But if ways could be found to make such a policy operative,
it might become possible not only to improve the correction of inter-
national imbalance but also to free our domestic policy, and especially
our domestic monetary policy, from some of the restraints imposed by a
payments deficit. Thus, we might be better able to concentrate our
efforts on the main task of monetary policy, to promote, under conditions
of price stability, "maximum employment, production, and purchasing
power."
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