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Some observers believe that the widespread talk of a weakness
of the dollar and the agitation in some quarters for an increase in the
doller price of gold have led to a withdrawal of foreign dollar holdings.
There is little evidence of such a withdrawal, however; since the )
beginning of the outflow of gold from the United States to foreign countries
in Januery 1958, foreign dollar holdings have risen by $500 million. The
only mejor withdrawal occurred last spring when about $200 million of Swiss
capital was repatriated, probasbly to take advantage of high interest rates
and profit expectations in Western Europe. This withdrawal represented
primarily the return to Europe of funds that had sought a temporary haven
in the6Uhited States in connection with the political and financial crises
of 1956-57

More important than the changes in the flow of foreign private
capital have been the changes in the movement of U. S. private capital.
Here again some observers believe that distrust in the dollar plays an
important role, but again there is no evidence to back up such a belief,

It may well be that the fear of inflastion induces U. S. investors to switch
from fixed interest securities to shares, although the success of various
domestic bond issues suggests that a relatively minor increase in interest
rates 1s regarded by meny investors as a sufficient compensation for the
risk of further inflstion. Speculation as to the price of gold accounts
perhaps for the strength of gold shares and the recent success of a
flotation of an investment trust fund based on gold and gold share holdings.,
These investments, however, are almost negligible as compared with the

bulk of U. S. private capital that is going abroad simply because of profit
opportunities. Not only that economiec activity in many foreign countries
hag been expanding far more rapidly than in the United States, thus inviting
direct investments and share purchases by United States investors; also,
interest rates have consistently been lower in the United States than in any
major foreign financial center, with the temporary exception of the rather
narrow Swiss market, thus making i1t particularly attractive for foreigners
to borrow in the New York money and capital markets.

Policy implications

The policy implications to be deduced from the recent changes in
the U. S. balance-of-payments position depend primarily upon judgment as to
the advantages and disadvantages of a continued re-distribution of inter-
national reserves.

The transfer of $3 billion of gold and dollar holdings from the
United States to the rest of the free world means obviously a deterioration
in the net reserve position of the United States corresponding to the improve-
ment in the net reserve position of the rest of the free world. If our net
reserves are defined as our gold holdings minus our dollar lisbilities to
foreign monetary authorities, they still amount to $12- 1/2 billion, or about
30 per cent of the gold reserves of the free world as a whole. Since this
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year's transfer rate of $3 billion has a strong cyclical element and a
resumption of world economic expansion is likely to increase our exports
end thereby reduce the transfer rate, it may be argued that the Unit:d
States could afford to lose reserves for & gocd many years before our net
reserve position would give rise to any serious financial problem.

Furthermore, it is misleading to look primarily at the movement
of gold and dollar balences. Even in 1958, the transfer of goid and dollar
baleuczs to foreign countries does not exceed the net cutflow of U. S.
private capital. Even neglecting the increase in government claims on
foreign countries, the international financial position of the United States
may be sald to have improved rather than deteriorated in spite of the outflow
of gold and dollers. The United States has actually exchanged unproductive
gold for productive and profitable investments sbroad. It may therefore
be ergued that the decline in our liquidity has been more than offset by
the increase in our resl wealth.

Obviously, if this optimistic appraisal of the current situation
is accepted, nothing at all need be done to correct the situation. However,
many observers believe that even in a cyclical situation like the present
one, an outflow of gold and dollars of $2 billion in a single year is
excessive. The main justification of this view seems to me psychologicel.
Anything that shakeg confidence in the stability of the U. S. dollar is
detrimeatal to the economic welfare of the free world: not only because it
might result in large international shifts of "hot money," leading to a
meldistribution of capital resources; but primarily because the Ui.ited
States dollar is the main international reserve currency. The agitation
in some quarters to raise the price of gold is continuously at work to
undermine this international reserve position of the dollar. A prolonged
continuation of U. S. gold losses might well make that agitation sufficiently
effective to endanger international financial stability.

Whenever means to cut the outflow of gold and dollars are dis-
cussed, the first reaction usually is a suggestion to do away with foreign
ald. Whatever arguments may exist for eliminating at least some forms
of foreign aid, the balance of payments of the United States is not one of
them. Most of our foreign aid is intimately connected with exports; for
instence, in the case of our agricultural surplus disposal and the export
credits of the Export-Import Bank. A reduction in aid would, therefore,
lead to an almost identicel drop in our exports, and the only effect on
our balance of payments would be by means of the general anti-inflationary
consequence of a corresponding reduction in our budget expenditures.
Furthermore, such part of our aid as consists of giving awsy our agricultursl
surplus does not affect our budget, since the budgetary burden is incurred
by acquiring the agricultural surplus commodities rather than by disposing of
them. Quite apart from all political objections, a cut in foreign aid would
therefore be an inefficient way of trying to reduce the outflow of gold and
dollars.

NOT FOR PUBLICATION




~-8- Recession and Balance of
International Payments

A second possible way would be an attempt to reduce our imports.
Obviously, if this means merely improving the competitive position of our
import-competing industries,there could be no objections to this method.
However, if increased tariffs or quota restrictions are suggested, one
snswer -- which need not be elaborated at this place -- would be that any
such attempt would immediately lead to retaliation by our trading pertners,
whose protectionist tendencies are being kept in check mainly by the
relatively liberal trade policy of the United States. The result would
presumably be a larger drop in our exports than in our imports.

A third alternative would be an attempt to reduce our capital
outflow, Again there are some ways to avoid an excessive capital out-
flow which wculd not heve undesirable side effects; one such way is to
regigt efforts to keep interest rates in the United States artifically at
such a low level as to make domestic fixed-interest assets uncompetitive
with those in other financial centers. However, suggestions to erect
statutory obstacles to & free flow of United States capital abroad would be
contrary to the best interests of the United States as well as of the rest
of the free world, since the position of the United States as a world banker
depends on freedom in international financial transactions. Furthermore,
many private capital trensactions are tied in with exports so that a
reduction in the outflow of some types of U, S. capital would result in a
reduction in exports rather than in a reduction in the outflow of gold
or dollars.

‘ The only remaining way to improve the balance-of-payments position
of the United States is, therefore, an increase in exports. Such an
inerease presumably will occur in any case as soon as the cyclical
situation abroad improves again, and it will also be fostered by the con-
tinued development of underdeveloped areas., However, there are two ways
in which the United States policy could help to speed that process.

First, the United States should continue to press for the
abolition of discriminatory restrictions against dollar imports. Since
the rest of the free world has been in continued surplus in relation to
the United States ever since the deys of the European Recovery Program,
these discriminatory restrictions have lost any justification they might
have had in the first postwar years. The second way is to avoid policies
that would cause a genuine deterioration in the competitive situation of
United States exporters. It is easy to forget how fast a country can lose
a position of international leadership if it permits its domestic economy
to deteriorate. This applies not only to a drop in technological efficiency
but also to a financial deterioration due to inflationary developments.

The record of our struggle against inflation has not been as poor
as some critics contend., However, the experience of 1958 is a timely warning
that the United States is no more immune than any other country from external
repercussions of its domestic economic developments; if inflationary forces

I' really gained the upper hand in this country, we should soon experience the
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me external difficulties that other vietims of inflation have

~ experienced before. The struggle against inflation thus takes egual
- priority with the struggle sgainet world recession ag & vital problem
of the balance of payments of the United States.
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Exports (non-militery)
- Total

Crude foodstuffs
Manuf. foodstuffs
Crude materials
Semd -manufactures
Finished manufactures

Imports for consumption

U. 8. Foreign Trade, 1

1956-58

Total

Crude foodstuffs
Manuf. foodstuffs
Crude materisls
Semi-manufactures
Finighed manufgctures

Balance
Total

Crude foodstuffs
Manuf. foodstuffs
Crude materials
Semi-manufactures
Finished manufactures

Source:

{In millions of doll

Lars )

1956 1956 1957 1957 1958
lst half 2nd half 1st half 2nd half 1st half
8,289 8,89%  10,1k2 9,133 8,231

645 683 733 597 599
605 665 620 547 564
992 1,520 1,655 1,455 1,076
1,341 1,432 1,84k 1,393 1,111
4,076 L, 594 5,290 5,141 4,881
6,237 6,279 6,398 6,523 6,249
1,075 961 1,010 1,009 1,013
605 562 624 6l 731
1,552 1,535 1,52k 1,663 1,387
1,479 1,526 1,514 1,406 1,285
1,526 1,695 1,726 1,801 1,833
+2,052 +2,615 +3, Thh +2,610 +1,982
-430 -278 -277 412 ~Lak

0 +103 -l -97 -167
-560 -15 +131 -208 -311
-138 -9k +330 -13 -17h
+3,180 +2,899 +3,564 +3,340 +3,048

U. S. Department of Commerce, World Trade Information Service.






