124

EMPLOYMENT, GROWTH, AND PRICE LEVELS

HEARINGS =

BEFORE THE

JOINT ECONOMIC COMMITTEE -
CONGRESS OF THE UNITED STATES

EIGHTY-SIXTH CONGRESS
FIRST SESSION
PURSUANT TO

S. Con. Res. 13

JUNE 29, 30, JULY 1, AND 2, 1959

PART 5—INTERNATIONAL INFLUENCES: ON
THE AMERICAN ECONOMY

Printed for the use of the Joint Economic Committee

&2

UNITED STATES
GOVERNMENT PRINTING OFFICE
38563 WASHINGTON : 1959

For sale by the Superintendent of Documents, U.8. Government Printing Office
Washington 25, D.C. - Price 80 cents



jk45171
Text Box
124


JOINT ECONOMIC COMMITTEE

(Created pursuant to sec. 5 (A) of Public Law 304, 79th Cong.)

PAUL H. DOUGLAS, Illinois, Chairman
WRIGHT PATMAN, Texas, Vice Chairman

SENATE HOUSE OF REPRESENTATIVES
JOHN SPARKMAN, Alabama RICHARD BOLLING, Missouri
J. W. FULBRIGHT, Arkansas HALE BOGGS, Louisiana
JOSEPH C. O'MAHONEY, Wyoming HENRY 8. REUSS, Wisconsin
JOHN F. KENNEDY, Massachusetts FRANK M. COFFIN, Maine
PRESCOTT BUSH, Connecticut THOMAS B. CURTIS, Missouri
JOHN MARSHALL BUTLER, Maryland CLARENCE E. KILBURN, New York
JACOB K. JAVITS, New York WILLIAM B. WIDNALL, New Jersey

STUDY OF EMPLOYMENT, GROWTH, AND PRICE LEVELS

(Pursuant to S. Con. Res. 13, 86th Cong., 1st sess.)

Orro EcEsTEIN, Technical Director
JorN W. LEHMAN, Administrative Officer
JamEs W. KNOWLES, Special Economic Counsel
1



CONTENTS

WITNESSES IN ORDER OF. APPEARANCE .
William Diebold, Jr., director of economic studies, Council of Foreign
Relations, Inc., New York City, N.Y . ... -
Walther Lederer, Office of Business Economics, U.S. Department of Com-
TOETCR - — - e e e e e e e emmmmmmm—em e mme—— oo
Wilson E. Schmidt, associate professor of economics, George Washington
University - oo oo emmei o m——mee— e
Charles P. Kindleberger, professor of economics, Massachusetts Institute
of TechnolOgY - - o o oo e mecmmeei oo oo
Robert E. Baldwin, professor of economics, University of California,
Los Angeles_ .. e
George W. Ball, Washington, D.C_ ...
Emile Despres, professor of economics, Williams College_._______ e
Tiléorscitovsky, professor of economics, University of California, Berkeley,
Alif e m e m e mem—— oo
Reynold E. Carlson, professor of economics, Vanderbilt University___.___
Raymond F. Mikesell, professor of economics, University of Oregon.._...
Simon Rottenberg, professor of economics, University of Chicago._....__

STATEMENTS AND EXHIBITS

Baldwin, Robert E., professor of economics, University of California,
Los Angeles. o e
Ball, George W., Washington, D.C_ ...
Exhibits:

European Common Market—Overall tariff level changes (in-
ternal and external) during the transition period, January 1,
1958, to January 1, 1970, or not later than January 1, 1973__.
Fixed capital formation_ _ _ _ . .-
Indexes of industrial production, metal produets._.________..__.

Indexes of industrial production, 1953=100:
Chemicals. _ - e e
Manufacturing}i _______________________________________
Institutions of the European Communities. . ... _-..___..

Population and gross national produet . _ - _ ... :

Representative industrial production___ .. ____.____________..

Trade among the European Coal and Steel Community Countries_

Carlson, Reynold E., professor of economics, Vanderbilt University_____.
Diebold, William, Jr., director of economic studies, Council on Foreign
Relations, Inc., New York City, N. Y. __.__ .. . _______.__
Exhibit: Letter to chairman, and enclosure re counterpart funds._ ...
Despres, Emil% professor of economics, Williams College________..___.

Kindleberger, Charles P., professor of economics, Massachusetts Institute
of Technology._____.___.__ U U UL R
Exhibits:

Equilibrating influence of income__ .. .. -
Gold and U.S. dollar settlements, 1950-58_ ___ . ___ . _-_-_
_ Monetary reserve position of the United States.._ ... -
Shares in world exports of manufactures_._____._________._.__
U.S. assets abroad and foreign assets in the United States_._-__
U.S. exports as share of world total, 1950-58___ ...
U.S. imports and the gross national produet_ ... _.____..-

Page
889

933
945
950
972
1018
1037
1053

1058
1066

972
991



v CONTENTS

Kindleberger, Charles P.——Continued
Exhibits—Continued
U.8. private capital outflow and U.S. Government transfers
abroad . . _ e ___
. U.S. surplus on trade and current account, 1950-58_ .. ________
Lederer, Walther, Office of Business Economics, U.S. Department of
Commeree_ _ - _ oo
Gold reserves and liquid dollar holdings of foreign countries and
international institutions__ _______________ . _______________
U.S. balance of international payments__.____________________
U.S. balance of international paymentsin 1958 _______________
Mikesell, Raymond F., professor of economics, University of Oregon______
Exhibit: Net imports of primary products in Western Europe and
North America, 1953-55 and prospective 1973-75
Rottenberg, Simon, professor of economics, University of Chicago
" Exhibits: .

American investments in Latin America._____________________
Percent of total U.S. imports originating in Latin America______
Selected comparative physical data_ _________________________
Schmidt, Wilson E., associate professor of economics, George Washington
University . . e
Scitovscky, Tibor, professor of economics, University of California, Berke-
ley, Calif . .

ADDITIONAL INFORMATION

Implications of the shift in the U.S. balance of payments, by Randal
Hinshaw, Oberlin College . ... __________________________________
International position of the U.S. dollar, by Edward M. Bernstein, formerly
an assistant to the Secretary of the U.S. Treasury and until January
1958 Director of Research and Statistics at the International Monetary
Fund_ e

Page
968
968

933
942
941
939
1058

1073
1066

1070
1069
1066

945

1037

959




EMPLOYMENT, GROWTH, AND PRICE LEVELS

MONDAY, JUNE 29, 1959 -

Coneress oF THE UNITED STATES,
: Joint Economic COMMITTEE,
Washington, D.C.

The committee met, pursuant to notice, in room P-63, the Capitol,
at 10 a.m., Senator Paul H. Douglas (chairman of the committee)
presiding.

Present: Senators Douglas, Sparkman, and Bush; Representatives
Bolling, Coffin, and Widnall. ~

The Cmamrman. Gentlemen, the hour of 10 o’clock has arrived,
and Mr. Diebold is ready. I think we'can proceed. ‘

We are very-glad indeed to have you here, Mr. Diebold, and we.
appreciate your coming. We are starting this week, as you know,
a series of hearings in international influences on the American
economy. We are under constant pressure to impose tariffs and im-
port quotas upon various commodities, and have in fact done so.
The charge is also being made that American goods are being progres-
sively priced down in the world market because of high pressure
groups here at home. : -

These are only two of the many questions which we would like
to explore this week, and we are very glad to welcome you as the
initial witness. The other members of the committee are coming
along in just a few minutes, but I think we should not wait for them,
but should proceed. : -

Once again I wish to welcome you and say we are greatly interested
in your testimony. : ' ’

STATEMENT OF WILLIAM DIEBOLD, JR., DIRECTOR OF ECONOMIC
STUDIES, COUNCIL ON FOREIGN RELATIONS, INC, NEW YORK
CITY, N.Y.

Mr. Diesorp. Thank you, Senator Douglas. '

I should make it clear at the outset that I speak only for myself.
I am directdr of economic studies at the council on Foreign Relations
in New York. The council is a private nonprofit organization that
takes no position on matters of public policy, and anything I say is
said only in my private capacity. : o

You asked me to submit a written statement, which I find is some-
what too long to read in the half-hour that you have allotted me, so
if it is agreeable to you, I will go through the statement, staying
within that time limit, calling attention to the main points that are
made in the statement, rather than attempting to summarize it in any
greater detail. A
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890 EMPLOYMENT, GROWTH, AND PRICE LEVELS

As I understand the purpose of this morning’s session, it is to pro-
vide an introduction for the more specialized sessions you will be
having during the next 3 days. The request you made of me was
to survey broadly the position of United States in the world economy
in order to open up the more specialized studies of the common mar-
ket, undeveloped areas, et cetera, that will be coming up.

I found this, frankly, difficult to do with any kind of balance.. I
have as a result come out with a statement that, I think necessarily,
is very general in its tenor. I am not trying to persuade you to
one or another course of action. I do not have a single, monistic
explanation of things which would make it possible to organize all
my remarks around it. To cover as much ground as possible, I have
avoided statistical demonstrations, and I have not tried to work out
a series of projections. Rather, I have called attention to clusters
of problems that seemed to me likely to be with us for a number of
years to come, looking beyond what may happen in the next 6 months
or even the next year.

In a way, this is a framework for further investigation more than
it is a clear and concrete statement of where we stand.

I think it is necessary to start something of this sort by looking at
the fundamental political and strategic position of the United States.
I think you can make a long catalog of the factors in the world econ-
omy that influence the U.S. economy and still not come to anything
that is as influential as the basic political position.

In this respect one needs only look at the level of arms expenditures
in the United States, the Soviet Union, and the rest of the world, or
the number of resources of all kinds that have to be put into military
endeavors. It is therefore clear that any major change in the political
and strategic relations of the world will have important consequences
on the American economy.

After all, a lO-gercent change in our military budget is equal to our
total foreign aid budget, and a 5-percent change is equal to our non-
military budget. But even if there is not a great change in the po-
litical relations, even if we assume a continuation of the cold war—
and the necessity to maintain maximum military preparedness—there
will still be major economic effects, because as I think we have seen
in the last 15 years, changing military technology can spell the rise
of one industry and the fall of another; it can change the importance
of patterns of trade, of domestic production, and even of the attrac-
tiveness of investment opportunities abroad.

I am in no qosition to judge the effect of changes in strategy or
military technology on the budget. There is a tendency in some quar-
ters to believe that the military budget can be reduced .because the
striking power is now so concentrated. But if one were to accept the
recommendation that we be prepared to fight conventional wars all
the way around the world, and this would not be a substitute for main-
taining a nuclear deterrent but an addition to it—so far as I can see—
there 1s at least as likely a development of larger military budgets
than smaller ones, given no disarmament and no war.

Another element in basic American-Soviet relations that affects our
economic policies is our growing concern with the relative rates of

rowth of the two countries. You have a subcommittee that is work-
ing on this problem. I think I can add nothing to it at this point. I
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would only say in passing that it is important, it seems to me, since
we shall have this problem with us for a long time to come, that we
sharpen our concepts of growth and that we get a little clearer than I
think we always are about the relation of economic size to political
and military strength. .

I think also that, important as the comparison of American and
Soviet growth is, we need always to bear in mind that we are only in
a position to influence one side of that equation in any major fashion,
but that our side of the equation involves not only the United States
but large areas of the non-Soviet world that have great growth poten-
tial.

Also, the issue of growth is not just a matter of a race with the So-
viet Union, and we need therefore to see problems of American eco
nomic growth in a broader setting as I think we mostly do.

This brings us to the most recent development in Western and Soviet
relations, and that is the increased use by the U.S.S.R., and to some
extent China, of aid and trade as a weapon of foreign policy. Seo
far, the activities of the Communist countries have been fairly limited.
They have gained a good bit of success by concentration In certain
areas where they are now formidable. They have gained a certain
amount of political success simply by coming into a field where there
already was extensive Western activity, which had inevitably devel-
oped certain frictions and other difficulties which the Soviet policy
is designed to exploit. - :

There can be a good bit of argument as to how far and in what
direction these policies on the Soviet side are likely to go. I think it
is perfectly clear that they have the capacity to expand their activi-
ties of this sort quite a great deal. They may not. After all, they
have not expanded them as rapidly since this program began as many
people thought was likely 2 or 3 years ago. However, I think the
only safe assumption in considering the future problems of the Amer-
ican economy is that this Soviet program will expand, and therefore

we have to give our attention to a whole series of questions concern-

ing, among other things, the relation of American aid to Soviet aid,
the difficulties that may exist of enabling the underdeveloped coun-
tries.to take advantage of this aid—which, after all, is perfectly real
in most cases—while at the same time safeguarding themselves against
the pressures that may go with it and against dependency on the
Soviet bloc.

Finally, in terms of East-West relations, I think we are going to
have to reexamine once more a problem that has given us quite a few
headaches since the end of the war; that is, direct trade between
Western Europe, Japan, and perhaps also the United States, and the
Soviet bloc. So far as I can see, this is developing in Western
Europe. It is not developing very rapidly in Japan, because it is all
tied up with difficult political problems. I do not see that the de-
velopment of this trade is likely to be of decisive economic impor-
tance to the United States, but I think we shall find that if the
Western European countries engage in it more fully American pro-
ducers and exporters will quite naturally raise questions about their
possible role. I think therefore that we need to consider what the
conventional distinctions between the strategic and nonstrategic goods
mean in the present setting; whether it is of importance to Soviet
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growth that this trade goes on; what, if anything, the Government
ought to be doing about it on political grounds.

If I turn now to a second wide area of problems, those connected
with the underdeveloped countries, I can only touch on a few things,
leaving to your later sessions such problems as the rate of private
investment, the relation of private and governmental action, and the
knotty problem of population growth.

Under this heading I would call attention first to what I think are
two basic points. One is, it appears to me that within the last few
years this country has reached the point of coming to accept the fact
that, one way or another, it will be involved in the processes of eco-
nomic development around the rest of the world for a long time to
come. We, therefore, need to reexamine the way we approach this

roblem and our machinery for handling it. A good bit of what we
Eave done has been done on the assumption that we were involved in a
shortrun activity, or was even improvised to meet particular cir-
cumstances. I think we need now to look and see whether we are well
equipped for the long haul.

At the same time, I think the words “economic development” some-
times confuse us. They are, after all, shorthand for a very wide
range of problems, and the problems are not only those of lack of de-
velopment ; they are often those that come with the acceleration of
development. I think some of the worst problems that are being

_ faced 1n some of the countries of Latin America are due to the infla-
tionary pressures, the balance-of-payments difficulties, and the like,
that come when growth speeds up, not from slowness of growth which
we find elsewhere.

I think from this it follows, if I am right on these two points—that
we are dealing here with changing problems and a great complex of
problems which will continue for a long time—then we require a broad
base for whatever kind of aid or other activity the Western World
undertakes, a wide range of instruments and devices at our disposal,
and an understanding which permits us to make full use of them and
not an approach in terms of formulas or with the belief that a sharp
and massive effort for a few years will solve the problem.

I think there have been some favorable developments recently in
this regard. I think the increasing use of the Development Loan
Fund, the efforts to use the International Development Authority
talks to bring the Western European countries more fully into the
picture, the combination of activity by international agencies and
American agencies and European agencies in a series of cases, are
all very promising developments in this respect.

I think the other side of this, a matter which we often leave out
when we talk about economic development, is that aid is only a piece
of the problem. The largest part of development has to be done by
the people in the underdeveloped countries. One of their main assets
is the ability to export. I think that in our own trade policies and
those of Europe, a greater consciousness of the relation of the export
of raw materials to economic development is necessary.

In this regard, there are some things, such as technological change,
which obviously are not primarily matters of policy. I note that
rubber, silk, and tin, which used to make up 50 percent of our imports
of raw materials, were less than 20 percent last year. We actually
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import less of each of these materials, with our greatly expanded
economy, than we did 20 years ago. You cannot dictate technological
change according to the needs of underdeveloped countries, but you
can at least have a look at what is likely to happen and prepare for
some of the consequences. -

I need only mention in passing, raw material protectionism in the
United States. The issues that have come up there are too complex
to go into in general terms, but I argue only that they are part of the
economic development problem as well as part of the problem of the
domestic economy. :

This leads to the whole question of raw materials stabilization. I
have in my paper raised a few questions that indicate the complexity
of this. I would say that it is important to realize that this is not
something about which the economists are fully agreed as they some-
times seem to be on certain other issues of public policy; if there were
no political difficulties, I do not think the economists would be able to
rush in with pat solutions. It is a very troubled area of analysis:
how you deal with shortrun fluctuations without distorting longrun
indicators, how you in fact stabilize instead of just putting a floor
under things and getting surplus stocks which cannot be disposed of
on a rising market because of political pressure—a whole series of
problems of that sort make this difficult.

I think it is important that the mdtter of stabilization be given
close and continuing attention. I think it is good that American
policy within the last 2 years has shifted away from a negativism
about this, which had reasonably good intellectual grounds but was a
poor diplomatic posture, in that these problems were very urgent for
a number of countries. It makes a good deal more sense to explore
possibilities with them rather than to say, “Well, we have thought it
through and it does not work.” Because there are, after all, many
possibilities of emergency action even if there are no satisfactory
longrun solutions,

I think in looking ahead we had better bear in mind that it is not
only raw matérials that underdeveloped countries export. The manu-
facturing industries of a number of these countries are expandin
reasonab%y rapidly, particularly in such fields as textiles. Some o
them are already exporting to neighboring countries, a few to wider
markets. It cannot be very long, I think, before we will find larger
quantities of Indian and Pakistani textiles, for instance, and other
goods as well, being offered on world markets. The basis of a good
bit of this kind of export will, of course, be low wages which will pre-
vail in the underdeveloped countries for a long time to come. We
therefore need to look ahead to a series of problems, not only for the
United States but for Western Europe, comparable to those which we
have had with regard to Japanese goods for a number of years.

I do not feel we have gotten awfully far in solving the problems of
providing a lasting solution to the Japanese trade problems, but I
can only suggest that we will have these somewhat multiplied. I am
not talking about next year or the year after, and I cannot put a
number on this, but, say, over a decade, I would think that we could
expect to see more difficulties of this sort. ‘

f we turn away now from the underdeveloped countries to the
problems of Western Europe, the broad picture is by now a familiar
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one: a very great improvement in the European economy. It is very
different from what 1t was 10 years ago. We are now 14 years after
the end of the war; 14 years after the end of the first war was 1932.
The picture is very différent indeed from that one. The measures of
convertability adopted last year fall short of complete convertability,
but are still sort of a crown, to the degree of development and pros-
perity that is something new for Europe.

Some of the consequences of this of course, are found in the com-
petition that American exporters have met in various world markets,
this is in part the result of the revival of Western European produc-
tion. The gold that has flown out of the United States has ended up
in Western European reserves. This is one of the signs of European
improvement that I mentioned. As a longrun matter it looks as if it
were a gain for all concerned, because it seems to me that the more
the problems of Europe can be regarded as problems that are solved
by more or less normal methods and by adjustments that are not emer-
gencies, the more likely it is that we shall be able to deal with the con-
tinuing problems in the rest of the world more effectively and on a
more nearly joint basis with the countries of Europe.

I have already mentioned the drawing-in of the European countries
to the J)rocesses of aiding underdeveloped countries. They are al-
ready doing a good bit. %t laoks as if they could do more. This is
certainly a desirable direction for events to move.

The next problem that comes up is whether this increased ability of -
the Western European countries to meet financial burdens means that
there should be a reexamination of the relative shares of Western
Europe and the United States in meeting the various military bills
for, at least, Atlantic strategy. This obviously raises problems going
far beyond my competence and far beyond economic policy, but I
think the evidence is at least that the question should be raised and
examined.

This suggests a whole line of problems concerning defense eco-
nomics and the extent to which our economic policy 1s to be deter-
mined by defense consideration. Part of the question is what we
mean nowadays by talking of the defense essentiality of an industry.
To what extent can this be judged entirely on a national basis? The
familiar issue of trying to draw a line between Canada and the United
States on strategic grounds for raw materials when you do not draw
it for air defense is, I think, a fairly obvious one, but the problems are
broader than that. I have mentioned some of these in the paper.
There is, I think, no time to run through them in greater detail.

Along with the improvement in the European economy has gone a
change 1n shape; that is, the creation of the Common Market. The
first year of the Common Market has been surprising in the sense
that, so far as I can see, business reaction has outrun the stimulus of
the initial changes. In many fields businessmen appear to be acting
as if the full Common Market were virtually going to be in effect next
year or the year after, rather than in the 15 years or so that the
schedule would permit. This raises interesting questions as to whether
we may in fact see a speeding up of the processes of creating the
Common Market in Europe.

For the United States, there are obviously immediate problems;
that is, direct problems. They are not very pressing immediately,
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but they have to be tackled immediately if one is to deal with them—
of the level of the European external tariff and of the effect on Ameri-
can exports of the creation of the Common Market. If one believes
that the Common Market will contribute substantially to European
growth, then the tariff issues will fall into second place. But they are
still there. '

In the interest of both promoting American exports and of working
out the best pattern of allocation of resources between the United
States and Western Europe there should be effective tariff bargaining
on these matters. The Europeans have indicated that they are inter-
ested in this. T get the distinct impression that how serious the results
will be depends, first of all, on the United States.

The problem of the free trade area I assume you will get into later
this week. It raises troublesome issues as to the interest of the United
States in a broader area of low tariffs in Western Europe versus a
spread of the various forms of discrimination against American ex-
ports that are inherent in this kind of an arrangement.

The Crarman. Did you say that the creation of a free trade com-
munity would increase discrimination against American exports?

Mr. Dieeorp. I meant this: That if a free trade area is created
according to the original British proposal, this enlarges the area
within which there are no trade barriers, but it also enlarges the area,
the size of the market, in which American goods are outsiders’ goods
as opposed to insiders’ goods. In other words, American exports to
Britain will not be treated in Britain are German exports are if there
is a free trade area. . :

The Crarman. Then the absolute tariff against American goods
would not be increased ¢ : :

Mr. Dresorp. Presumably not, if the original proposal for a free
trade area were adopted. But as nearly as I can see from following
these proceedings, the chances are at least as good of something that
does not conform to the original British proposal of a simple free
trade area, but that instead creates a series of special arrangements.
Something will have to be done about the relation of the Common-
wealth to the free trade area and there may be special treatment for
certain goods.

As I say, the United States has to strike a balance between avoiding
the splits in Europe that might come about if there were no agreement
and deciding whether the pattern of agreement, if it is a compromise
agreement, i1s in fact damaging or advantageous. This actually is a
similar problem to one I think we shall face elsewhere in the world
over the next 10 or 15 years. There is a growing interest in regional
arrangements. I do not think that the European pattern can be fol-
lowed very closely in very many parts of the world. I think in the
underdeveloped parts the gearing of regionalism to investment and to
development is apt to be much more important than simply the
removal of trade barriers and the creation of payments arrangements.
Therefore, some of the dirt problems that we face in Europe may
not come up. But very rarely is this kind of regionalism based on
simple economic logic. These are not usually problems for which a
region is a natural area. It is a pragmatic argument that usually
dominates. If these countries can, by getting together, move further
ahead in arranging for a better allocation of resources than they can
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either individually or if you wait for a global agreement, then some
kind of regionalism makes a lot of sense.

But I think it is important that we also maintain a perspective
on these things which tries to fit whatever regional arrangements are
developed into a set of rules that look at it from the global point of
view, just as the GATT rules established certain limits as to what
can be done in a common market or free trade area. Not only the
rules but the processes of examining these things initially and then
periodically thereafter in a global form seem to me of considerable
importance to avoid the kind of distortions that otherwise can come
about if it is always possible, within a regional organization, to make
compromises by throwing the burden on the outsider.

There are problems, of course, of how far the United States should
be involved in any of these things. The Inter-American Develop-
ment Bank is an initial case. I do not think there will be many such
cases, but there are problems that need to be thought about there.

I would conclude only by saying that I have obviously left out as
much as I have put in, and I do not think this kind of survey lends
itself to the drawing out of anything that one can even call a con-
clusion. Perhaps I have said enough to indicate that there is a great
amount of change going on in the world which has a direct effect on
the American economy; that some of the mainsprings of this change
are outside the United States so that consideration of the impact on
us must be added to the familiar story of the impact of American
changes on the rest of the world; that we can influence.the course of
events quite a lot in many cases, but there are very few instances in
which we can in fact control them by our policy.

We are faced with a series of decisions regarding economic develop-
ment, regarding regionalism, regarding East-West trade and other
things. Apart from those in which power-political issues of the
East-West sort dominate, these decisions tend to have in common the
fact that one course is the course of economic adaptation and flexi-
bility and the other course is that of rigidity and the preservation of
an existing pattern. :

It is not possible to judge all these things in general but I should
think that in most cases the course of flexibility is the one which com-
bines our own economic welfare, seen in long-run and general terms,
and the strengthening of our foreign policy interests. The line of
flexibility is apt also to be the one that strengthens the whole free
world economy and not just that of the United States.

I think these are very familiar principles for Americans. I think
we all know that one of the main strengths of the American economy
has always been its flexibility, and in fact we accept remarkably large
shifts and changes in the domestic economy over the years from all
sorts of factors without seriously trying to impede them. But we have
not often applied these rules as easily to our foreign economic rela-
tions—partly, I am sure, because of the traditions; partly simply
because of the high visibility of the problem when it crosses an inter-
national line. For instance, the tariff looks much more important to
certain industries than it really is compared to domestic changes
from, say, competing products or regional shifts within the United
States. But it is visible and a target is offered, so to speak, which is
not offered in our conventional thinking about internal matters.
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Thank you, Mr. Chairman.

The CramMaN. Thank you.

The discussion will be opened by Congressman Bolling.

Representative Boruing. Yours is a very interesting paper, Mr.
Diebold.

I agree, I think, with virtually everything you said as to the prob-
lems that we have ahead of us, not short-run but long-range. In
thinking about many of them over the last several years, I have come
to a tentative conclusion that perhaps neither the executive nor the
Congress are organized in such fashion best suited to meeting this
complex of problems in a consistent, anticipatory planning way.

I wonder if you would care to comment on the problem of struc-
ture—the way in which various aspects of the economic problem are
handled by compartments of the executive, and by compartments of
the Congress. In meeting a complex of different difficult problems,
is it not necessary somehow to create institutions and government
that deal with the problem as a whole, as on occasion the Joint Eco-
nomic Committee attempts to do? This committee is unique, having
a broad overall purview, but even that is of limited impact on plan-
ning since we do not have any legislative authority.

Mr. Dieeorp. I am some distance away from firsthand familiarity
with how the executive branch works in these things. The problem
certainly was fully recognized in the latter part of the war and the
early postwar years. Efforts were made within the executive to
work out through a structure of interdepartmental committees, and
0 on, this kind of joining of the complex issues.

Like any committee, those had their difficulties, but it seemed to me
that this was a rather good approach.

I am always a little hesitant to take a firm stand on any kind of an
organizational change when I have not been fairly close to the prob-
lem, because it has been my experience that what an organization
looks like on paper, or from the outside, may not be the way it works,
and that some that look fragmented work rather well, and some that
look neat are fragmented inside. So I do not have a clear view on
whether a new department, new committees, or anything of that sort
would be the best way to do this.

I do agree entirely with your fundamental point that we are now
handling not only a wider range of things, but that the conventional
range of things we handle have wider impact, simply because the
American economy is such a large part of the world economy that
issues that we used to be able to decide on strictly internal bases now
have foreign repercussions. We can choose to ignore them if we wish,
~ but we at least ought to know that they exist.

I did mention that our machinery for dealing with economic aid
to the underdeveloped countries was due for reexamination simply

because it had been put together by a series of separate decisions. If

my view is correct that we are engaged in this now for a long time
to come, I think we want to be sure that either we have specially
designed machinery or we have succeeded in adapting the old, which
we do fairly easily in our system sometimes.

On the other hand, I have been a little worried about some of the
recommendations people have made for unified and simplified aid
administration, because there tends to be also an adoption of certain
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limiting criteria. I think that one or two criteria are almost bound
to be too narrow for the problem, and that we are therefore in the

osition of either depriving ourselves of useful instruments or of

alsifying what we do by saying it falls under this set of standards,
when in fact it does not. I think we need a variety of means of giv-
ing foreign aid. I think when, for instance, aid to Turkey comprised
about four different kinds of American aid and three different kinds
of international aid, this was good adaptation of existing machinery.
I am sure it took a lot of work, but it is this kind of consideration
which makes me hesitate to come down flat for any kind of organiza-
tional proposal I have not been closely involved in.

Representative Boruixg. I am, of course, not ready to come out
flatly with any kind of organizational proposal. My basic point was
really somewhat negative. If I understood what you were saying, it
was that we were going to have to plan for longer periods of time
than has been done 1n the past and that our present institutions were
not established for such long range planning; that this planning in-
volves a series of different types of economic problems, all of which are
basically interrelated and effect each other; and that, to a very con-
siderable degree, our control of this situation is getting less and less.
Our precision will therefore have to be greater and greater if we are
to be effective.

The question I was raising was, in effect, whether our present struc-
ture was sufliciently coordinated and adapted to long-range planning
to be adequate to the increasing need. One of the elements in answer-
ing this question must be to ask the question whether the institutions
that now exist are adequate to meet his kind of an overall situation ?

Mr. Dieeorp. I would certainly agree with that.

Representative Borring. That is all, Mr. Chairman.

The Crarrman. Senator Bush.

Senator Busa. Mr. Diebold, do you feel it is advisable for the
Unitf;d States to make tax concessions to encourage foreign invest-
ment ?

Mr. Drsowp. I think I did not say orally, but I said at the begin-
ning of my written statement that I hoped you would not expect me
to take positions on bills that were currently up, with the kind of
quick review I was able to undertake for this purpose.

I have been interested in the whole question of tax concessions. I
feel that concrete proposals that are before the Congress require a
more careful statement that I have been able to prepare for this ses-
sion. On the general problem of tax concessions for private invest-
ment abroad, Ighave followed a reasonable amount of the discussion,
but I have not studied it closely, and I believe I am far from.clear
whether we really can expect a major increase in what is done in the
volume of investment by this method.

If we can, then I think there are pretty good arguments from the
point of view of the usefulness of private investment both to foreign
policy and to the development of the free world economy so that such
measures make reasonably good sense.

I have been a little puzzled by some of the arithmetic that I have
read in connection with these discussions, and I simply am not clear
on it. To go to many parts of the world, an American company must
find a higher rate of profit than it finds either at home or 1n another
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part of the world, not merely because of political risks, but because
of all the complications that are involved in working in strange places.
Therefore it is logical to suppose that measures affecting profits may
have some results.

Senator Busa. We are beginning to run into political problems
with American investments abroad, who are manufacturing goods
and shipping them back into this country. I wondered if you had
any comment to make about that particular problem that we face.

Mr. Dmporp. No, except that it seems to me that this is a natural
line of development for the American economy. That is to say, if
the private businessman judges that this is the pattern of activity
that conforms best to his needs, he ought to pursue it. After all, if
he buys a component from a foreign producer or if he becomes a
foreign producer of his own components, this is in some respects very
similar.” I would not say he ought to be barred from buying some-

- thing abroad if that is more advantageous, and therefore I think it is

fairly hard to say that he should be hampered in producing abroad.

I have suggested in my written statement that one aspect of private
foreign investment that has not been as fully examined as it should
be is the relation it has to American exports and American imports.
We are familiar with the fact that a large proportion of private in-
vestment abroad is geared to producing raw materials for American
needs. This development you mentioned of producing manufactured
goods abroad for the American market is one of a series of related
things that give me a sense that the role of private foreign invest-
ment in the whole American process of production and consumption
needs a closer investigation than it has had. I think that it is related,
too, to our concepts of the American economy which needs to be broad
enough to include the part of the economy that functions outside the
frontiers. : : '

Senator Busu. Let me come down to a little more specific problem.

The problem of exports and imports is a real problem. We want

to encourage exports all that we can, and I think we would like to
ancourage Imports as much as we can without adversely affecting in
toto the growth of our country and our employment factors.
- Do you believe in the use of quotas in connection with working
out trade agreements and arrangements between countries respecting
imports and exports? The establishment of quotas, numerical or per-
centage quotas: so many dozen, or such and such a, percentage of the
market ? : ‘

Mr. Drerorp. I think the case for quotas is a case for precision;
that is to say, both businessmen and officials have at various times
said that quotas were admirable devices, because then you knew ex-
actly where you were, what was coming in, what was going out.

Senator Busn. Do you think that is desirable?

Mr. Dresowp. I think the argument on the other side, then, is the
economic argument, which is that if you are going to have barriers,
a quota is a worse barrier than a tariﬂ}: precisely because it is definite.
That is to say, the rigidity of the quota, which may recommend'it to
the administrator, certainly to the businessman who wants protec-
tion and who wants to know as closely as possible where he stands, is
also one of the reasons it is economically objectionable. I think the
generally accepted economic argument has been that a tariff is al-
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ways preferable because, even though it puts in an obstacle, it per-
mits flexibility above that obstacle, market conditions permitting.

It seems to me that to say that quotas are a good thing requires
an assumption of a great deal of wisdom that we most of the time do
not really have. I think if you have a nice, neat little problem, or if
you are in the process of moving out of a protected situation, then I
think quotas may have a place, suppose we were moving from one
condition to another, and that we have decided that in order to make
the transition easy it should be by stages, but that there is no doubt
we shall really make the transition, then one could make a case for
quotas that would be Iimited in time and that might change from year
to year. Or quotas might be useful in exceptional circumstances, and
everyone agrees that it is an emergency, that this is not something
that you keep for the long run.

Senator Busa. The main point is that you do not exclude the use.
of quotas as a proper device for regulating imports and exports.

Mr. Dmxeorp. They are there. I cannotexclude them.

Senator BusH. I know you cannot exclude them. But you do not
think we should ?

Mr. DizBorp. I think the distinction betwen quotas and tariffs that
has been made in most international agreements, such as GATT,
and that was part of the general policy that the United States
adopted at the end of the war, that we aimed to remove quotas and
to reduce tariffs, created a desirable distinction. By and large quotas
should not be used. I would admit their use as being an acceptable
arrangement in exceptional circumstances. I do not think that they
are desirable for the purposes that most of the people who advocate
quotas want them to be used. .

I agree they are effective, and that is one of the reasons I think the
are an example of the choice of rigidity instead of flexibility that%
was talking about before. So I would say they have a limited place
and, in general one should try to get rid of them.

The CHAIRMAN. Congressman Coffin ?

Representative Corrin. Thank you, Mr. Chairman.

Mr. Diebold, I too have been interested in this catalog. I think I
share our common frustration that at the moment all we can do is
define the problems. Mr. Bolling raised the question, how do we pur-
sue the consideration of these in the context of all the others?

I would like to make a comment there that one of the most valuable
parts of your statement from my point of view is your discussion of
economic development aid abroad, where you make the point which
I have not seen made before in as articulate a way, that 1t is a prag-
matic kind of approach. There is no such thing as the proper ap-
proach to economic development. It depends on the local problem.
And this is a very helpful observation.

One specific question: You did not mention in your discussion of
the common market the new Nordic Market. Would you make some
observation about that and its implications for us?

Mr. DieBorp. Yes, sir. I think the situation at the moment is that
the proposals for a Nordic Common Market are necessarily in suspense
pending the solution of the problem of the free trade area. The re-
cent origins of the Nordic Common Market predate the development
of the Common Market of the Six, the European Economic Commu-
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nity. They were an attempt partly to solve some local problems,
partly to push liberalization farther than it was going in the OEEC,
which was the forum up to that time. Once negotiation of the Com-
mon Market of the Six got underway, the Nordic activity was speeded
up, and what I think was generally accepted as a workable arrange-
ment had been worked out, accepted quite widely, but not given its
final political acceptance. There were fairly important compromises
with regard to Norwegian industries on the one hand and a Danish
agriculture on the other.

Representative Corrin. Did this idea of the Nordic Common Mar-
ket antedate the Treaty of Rome?

Mr. Drmeorp. Oh, yes. There were serious discussions, and they
had in fact formed a common parliamentary group that was discussing
all of these things and had taken steps on such matters as social se-
curity, other labor arrangements, and a whole variety of nontrade
things before this. It took them a long time to iron out their trade
problems. -

Then, just about as they came to the point where they had a work-
able system, the problem of the free trade area came up, and imme-
diately there was a sort of a doubledecker problem, because the Scan-
dinavian countries other than Finland were to be an important part
of the free trade area with Britain, Austria, and Switzerland. It was
pretty hard to carry out negotiations at two levels or to have a small
Nordic Common Market within the free trade area, and therefore
it was put on the shelf for the time being while they worked out plans
for a free trade area. ' :

Representative Corrin. But now plans for free trade are at logger-
heads, are they not? .

Mr. Dieporp. That is right.  And the latest stage has been that the
Scandinavian countries, Britain, Switzerland, Austria, and Portugal
have a proposal that will come up this summer, for a free trade area
of their group which they hope will be a basis for bargaining with
the Common Market countries.

This, again, as far as I can see, necessarily leaves the Nordic Mar-
ket in abeyance, because it is a larger thing. One can conceive, if
they get a free trade area, that the Nordic countries will wish to go .
somewhat further. There is one special matter, and that is that Fin-
land certainly cannot go into the Common Market. Whether it can
join a free trade area or not is unknown. It has so far been able to
participate in the negotiations for a Nordic arrangement. Therefore,
if only to make it possible to tighten economic ties of Finland with the
other Nordic countries, there might be something to be said for this
apﬁroach.

epresentative Corrin. This is probably impossible for you to an-
swer, but you discussed in your paper a military problem, the prob-
lem of economic development in underdeveloped countries and prob-
lems of raw material stabilization and private investment. Is there
any priority? . .

Mr. DreBorp. I do not think we can have a priority. I think all
these problems face us. I think we have to work on all of them all of
the time. At any given moment one problem may give worse trouble
than the other and has to have priority, yes, but taking the kind of
perspective I have tried to take here, one of some years, I know no
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way to do this. Naturally the basic military, or strategic-political
problem, is fundamental. You cannot cut that to economic conven-
lence; you have to make fyour decisions by themselves and accept the
economic consequences of them rather than the reverse.

The Caamrmaxn. Mr. Diebold, we are constantly being asked to im-
pose more severe restrictions upon the importation of Japanese tex-
tiles, plastics, and other products. I would like to ask you what effect
you think the adoption of such a policy would have upon the foreign
position of Japan. Would it not fend to cause Japan to seek a market
i Communist China, and hence lead to a rapprochement between
those two countries?

Mr. DieBorp. That is certainly one of the likely consequences of
such measures.

We are currently carrying on at the Council of Foreign Relations
a study of American-Japanese trade relations. The work on that is
not complete. We hope that it will produce a book that we can pub-
lish early next year. I would hesitate to anticipate in any detail the
conclusions because the man who is doing the study is writing it this
summer. However, having participated in this work I am in a better
position than I might otherwise be to note one or two of the aspects
of the problem.

If you make a survey of Japans’ export markets and their possibili-
ties for expansion, the American market continues to look as 1f it were
one of the very most important for longrun growth of J apanese
exports. :

This year Japan is in rather good shape, compared to bad shape
last year. But so far as I can see, this'is primarily the result of
import restrictions.

The Cramuax. Ifimports were shut off or greatly restricted, where
would Japan turn?

Mr. DieBorp. She can try the possibilities of southeast Asia, of
Latin America, and of Europe. In Europe she encounters precisely
the same kind of difficulties as she encountershere. In Latin America
and southeast Asia she has, first of all, smaller markets, because of
lower income; secondly, in many fields she encounters the develop-
ment of local industries, which also tend to be protected. Therefore,
the Communist Chinese market remains attractive to many J apanese.

At the moment there seems to be less interest in this in Japan than
there was a year ago when the trade problems were worse. 1 think
this supports your point that it is partly a function of the general
condition of Japanese foreign trade. However, this year’s improve-
ment in the Japanese balance of payments seems to rest on import
restrictions rather than a great improvement in exports, and therefore
the longrun trade problem may only be masked.

The one other out that Japan has—and this is something that she
will have to do in the long run anyhow—is to continue the line of
development that has already started in Japanese industry and ex-
ports, and that is the increased emphasis not on the traditional exports
of textiles, pottery, paper goods, et cetera, but on highly processed
manufactured goods, often components—the transistor story—and
with high quality as in the case of optical goods, and so on.

The CuamrmaN. If Japan feels forced to turn to China as an outlet
for its manufactured goods, will not China require in return that
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Japan cut or reduce its political ties with the United States and the
Western Alliance?

Mr. DeBorp. This would seem likely, because I think that if Japan
were going to China because of Japan’s difficulties, the Chinese could
not fail to take advantage of the bargaining position they would be
in, and from their point of view the political gains are important, I
would assume.

The CrarMAaN. This would be a great weakening of the free world
in its relationships with the Soviet bloe, would it not?

Mr. Dieporp. I think so; yes.

The CuarrmaN. Congressman Coffin ?

Representative Corrin. I take it by your last comment that it de-
pends on whether Japan is in a position of bargaining from strength
or from weakness?

Mr. Diesorp. I agree.

Representative Corrin. If it is forced to trade with China as being
the only way out.

Mr. Dmepop. The economic question of Japanese-Chinese trade is
something else, which involves more careful study than I have given
it. But there 1s an example in what happened a year or so ago, when
there was to be some expansion of Japanese-Chinese trade, and then
the Chinese did make political difficulties, but the Japanese were then
in a position to break off the negotiations (or let the Chinese break
them) and say, “All right, we are not having any of it.” As long
as Japan is in that kind of position one can consider what the trade
should be on a very different basis from that of the conditions sug-
gested by the chairman.

The CuarMaN. Senator Bush?

Senator Busa. Ihave no questions.

The CrarMaN. You have spoken of the recent adoption by Russia,
and to some degree by China, of foreign aid. I would like to ask just
how serious you think this is, what forms it takes, and whether you
think it requires any change in American policy ? :

Mr. Dmsorp. I think it is serious. I think it requires a change in
American policy to the extent of knowing that something new is going
on that was not there before, up to 5 years ago, and that, insofar as I
can see, is likely to go on for the indefinite future.

If we assume that there is no war, it is fairly clear that one of the
ways in which the U.S.S.R., and China too, can hope to spread their
influence in the underdeveloped countries, which are very important
to them, is through the development of an aid and trade program.

The Cuamman. Do I understand that this thus far has taken the
form exclusively of loans?

Mr. Diesorp. Predominantly of loans, I think not exclusively. 1
think there are certain grants, but that grants are very small com-
pared to loans; that the loans are sometimes in the form of providing
a credit over a period of years which covers the construction of, say,
the Indian steel mill, in which the actual construction is carried out
. by the Soviet Union. There are a number of such cases, not always
carried out by the Soviet Union, but often by the East European
satellites. The Czechoslovakians and the East Germans play a great
part in this. Sometimes the Soviet loans are simply to cover the
delivery of industrial goods of one sort or another. Then, of course,
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another fairly important element has been one that looks like trade
but is in effect a kind of aid, and that is the purchase—or barter,
really—of raw materials surpluses, the payment for which is then
made over a period of years. This, of course, is really a credit from
the underdeveloped countries to the Soviet Union, but in terms of
relieving economic pressures it looks like aid to some of them.

As to the size of this program, I do not have the figures in my head.
Last year the Council on bForeign Relations published a book that
studied the first several years of this program, a study by Joseph Ber-
liner, called “Soviet Economic Aid.” Berliner estimated the actual
use of this aid spread out over a period of years. That is to say, the
Indian steel mill is going to take, as I recall, 5 or 6 years to build, but
the total Soviet aid was announced as a sum in 1955. If one esti-
mates how much aid was probably used per year and gives the figures
on the same basis as our own statistics, in actual delivery, then the
amounts of the Soviet aid program fall considerably below what many
people have believed them to be.

Thg Cramrman. What would you estimate it as being on an annual
basis?

Mr. Dieorp. I hesitate to give a figure, but I seem to recall that
by last year it was something like $300 million a year, including an
estimate for military aid, which is again a difficult one to value.

The Cramaran. Perhaps a third of the amount, then, that we give.

Mr. Dresorp. I would really be happier if I would look that figure
up and send it in to you.

Representative Corrin. Yes.

(Mr. Diebold subsequently submitted the following statement:)

Berliner estimated that the utilization of total Soviet bloc credits in 1957
was between $160 million and $200 million. This did not include military aid.
It could be presumed that the figure for 1958 would probably be somewhat higher
sin:;)substantial amounts of credit remained unutilized (*“Soviet Economic Aid,”
P The Department of State estimated that by the end of 1958 total utilization
of Soviet aid came to a little under a billion dollars, including military aid.
A roughly comparable estimate by the State Department for the period up to
February 1, 1958, suggested utilization of a little under $700 million up to that
time. This would yield a figure for 1958 of something on the order of $300
million, including both economic and military aid (‘“The Sino-Soviet Economic
Offensive in the Less Developed Countries,” Department of State Publication
6632, May 1958, pp. 21-23: “The Communist Economie Threat,” Department
of State Publication 6777, Mar. 1959, pp. 9-10).

Mr. Diesorp. What Berliner did was to take each known case of
Soviet bloc aid, take the year in which the credit was given, and con-
sider the purpose of the credit. Some of it, of course, was used
right away, when goods were delivered. But if they were building
something, he worked out the period of years that one could apply
to this by normal standards and projected it ahead to get an esti-
mate of actual use. There has been some increase from year to year
but not a sharp increase, as I recall.

Again, one has to look at this very closely, because in making their
propaganda, the Russians have a more effective system of makin
it sound as if they were giving aid than we always do. As I recall,
for instance, they offered Indonesia several years ago a hundred mil-
lion dollars. It took a year or two for the Indonesians to agree to
take this. This was twice the aid that was announced, and I think
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it is only within the last 6 months that the first project has actually
been commissioned, and this is announced again. This is advan-
tageous from their point of view.

The Crairman. What is the average interest rate which the Soviet
charges? .

Mr. Dreporp. I think they have had a firm practice of charging
2 to 2.5 percent.

The CaamryMAN. When we make loans, what is our interest rate?

Mr. Diesorp. I think we have several rates. Loans repayable in
dollars and loans repayable in local currencies carry different rates.
I rather think that the local currency rate runs around 4 percent.

The Cratrman. And the dollar rate?

Mr. Diesorp. And the dollar rate is a bit lower. I think it is often
3.5 percent. Some loans are made at higher or lower rates. Export-
Import Bank rates tend to be higher that ICA or DLF rates. World
Bank rates now I guess are Jower than 5 percent.

It is perfectly clear that the Soviets have gained considerable ad-
vantage in terms of the receptivity of their program by this 2.5 per-
cent rate, and there has been a good bit of speculation as to how they
arrived at it. There are some people who fﬁld it geared to their do-
mestic practices, others who think it was just a rate that was picked
to make it embarrassing for us, since they stressed the fact that they
give loans and not grants, on the ground that this is more business-
like.

The CaamrMaN. In other words, they are 1 to 1.5 percent below the
American rate and 2 percent below the World Bank rate? '

Mr. Diesorn. Something like that.

The Cmarrman. And what is the International Monetary Fund
rate? :

Mzr. DizBorp. I do not know.

The Cramman. Congressman Coffin ?

Representative Corrin. There are some people who say, I think
probably most people in Congress feel, that the loan idea as it started
in the Development Loan Fund, is a good new approach. There are
others who say that because of the accumulation of local currencies
that this produces in the countries, it is not a good thing and there
should be outright grants. Others say there should be a complete
overhaul of the whole foreign aid program—overhaul to what we are
not often told; or if we are, it is phrased in a monolithic type of
assistance. ' ‘

Based upon this colloquy between you and Senator Douglas on the
Russian system, which is more narrow than ours, and which covers a
wide variety of aid, do you have any observations as to where we
should put our emphasis?

Mr. Dizporp. I have been concerned with this problem. I am try-
ing now to come to some clear conclusions about the problems which
the Soviet program poses for us and to what extent we should adjust

~ our policies to meet this competition.

I have tentatively come to the conclusion that there are not many
cases .in which we ought to be deciding what our policy should be
because of the fact that the Russians are doing thus and so. I think
that we are interested in larger gains. They are late comers to the
field of aid and trade. They are going to make certain political gains

"
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from the fact that they can take advantage of things we are doin
either mistakes or friction incidental to perfectly sound measures.
think there are a number of cases in which we can usefully change
some of our practices in ways that will reduce this impact. I do not
think this should be our primary concern. I think we have first to
look at what it is that we are doing in giving aid, then we can tell
how much attention we should give to adjusting our policies because
of what the Russians do. KEconomic development can be carried on
in a variety of ways. I think that our greatest single defense against
the sI})lread of Soviet power via a trade-and-aid program is by reduc-
ing the vulnerability, of all sorts, of the free world. The better we
make the free-world economy function, not the less aid and trade
there will be from the Soviet Union, but the more easily it can be
absorbed in constructive fashion. After all, the Indians are getting
the steel mill. This is not fake, the Soviet aid and trade.

As to the specific problems of local currency, interest, grants versus

loans, and so on, I think we are heading for some very serious prob-
lems on the accumulation of local currencies. They are useful up to
the steel mill. This is not fake, this Soviet aid and trade.
a point. That is, they are a way of helping local government, a re-
celving government, mobilize its local capital up to a point. It makes
a great difference how the local currency is created, of course, whether
it 1s simply put down in the books or whether it in fact represents
something real or not.

The Crarryan. Congressman, may I follow up on that point?

Representative Corrin. Certainly.

The CramrMan. On this very point, Senator Long, of Louisiana,
made a very important speech on the floor of the Senate some weeks
ago which was not noticed in the press, and really has been unobserved.
He charged that the Greek experience, in which a hundred million
dollars of locally accumulated currencies were used, not for domestic
improvement but to pay off a portion of the Greek public debt, was
not an isolated affair, and that in fact $2.5 billion of locally accumu-
lated currencies had been used by the State Department or the CIA
to E)a,y off the local debt—national debt.

approached him subsequently and asked him if he were sure of
his facts, and he said he was. He is a member of the Foreign Rela-
tions Committee, and therefore presumably has access to classified
information which is not normally available. These facts tend to be
sealed off, you know, from Congress, but we frequently find that people
in New York have better access to them than the Members of Con-

ess.

ng wondered if this statement of Senator Long seemed to you to be
correct.

Mr. DiBorp. I do not know. If the figure is—did you say $2.5
billion ¢

The CuammaN. Yes.

Mr. Diesorp. Then it must include the Marshall plan counterpart
funds.

The CratrMAN. Yes. .

Mr. Dmesorp. Which are a somewhat different matter, after all.

The CramrMan. Yes; it does include the counterpart funds as well
as the funds accumulated under Public Law 480.
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Mzr. Diesorp. I do not know about this question, Mr. Chairman. I
know that during Marshall plan days this was a great issue in West-
ern Europe. And as I recall, a stipulation was made after several
years that the counterpart funds were not to be used to reduce public
debt, although there was a very good argument that if they were to
be used generally for anti-inflationary purposes there were times and
places when this would be a helpful thing to do.

The CHATRMAN. If used to reduce the public debt, what they pri-
marily would do would be to help the individuals who owned the pub-
lic debt, is that not true, and make their holdings more secure than
would otherwise be the case? -

Mr. Diesorp. It would of course depend on the character of the debt
structure of the particular country.

The Cuamrman, Is it not true, nearly always, that the public debt
tends to be held by the group which has a surplus income, and there-
fore, tends to be held by the wealthy group withing a community, the
predominance of the debt ?

Mr. Dizeorp. I think, sir, that a lot of the public debt in postwar
Europe was owed to the Central Bank. It was part of the inflation-
ary problem.

The Cuairman. If it reduced the privately held debt.

Mr. Diesorp. If it reduced the privately held debt you would have
a different result. It was my impression that this was not done
under the Marshall plan.

The CuamrMaNn. You do not know whether Senator Long’s state-
ment that $2.5 billion have been so used is correct, do you?

Mr. Dresorp. I would have to look that up.

The Cmarman. I think this is a highly important point, because
it bears upon the whole question of local currency. I personally
hoped that these local currencies would be used to carry out construc-.
tive domestic work, and in the countries where there 1s idle labor it
seems to me that the use of these funds for these purposes would not
cause inflation but would put idle labor to work with materials that
would otherwise not be utilized, and hence would build up real na-
tional income and also the capacity for future growth.

If it be true that these counterpart funds have been used instead
primarily to reduce the grivatelﬂ eld public debt, it seems to me it
was a grave mistake, and one which deserves the closest scrutiny.

Representative CorriN. May I interject?

The CHAIRMAN. Yes, indeed. :

Representative Corrin. The target has been made, and I would like
to have you give some attention to it in your answer to Senator Doug-
las, that there are times when—and I have no expertese in this prob-
lem—but the argument has been made that the most helpful way of
using local currencies in some countries at some times, and the most
noninfflationary way to use them, is to pay off the national debt or

art of it. :
P The CrmamrmaN. I would like to say to my good friend and colleague .
this is an argument which is very popular amongst those people who
hold the public debt in these countries.

Mr. Dmsoro. I can only say that the use now of the new local cur-
rencies is a different matter. They are in a different legal position
from the Marshall plan counterpart money . The United gta.tes made
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grants to Western Europe. The European Government was required
under the aid agreement to put up the counterpart in a fund, the use
of which was determined by the United States and the local govern-
ment together.

The Public Law 480 funds and other kinds of local currency are in
fact owned by the U.S. Government. ‘They are payment received for
goods delivered which are called sales and which are not grants of the
sort that were made in Western Europe. There are certain arrange-
ments between the U.S. Government and the local gvernments as to
how these should be used.

I am not privy to these arrangements. I know only what I see in
the statistics on their use, and it appears to me, first of all, a very large
part of them remains for a long period unused, because they are apt
to be accumulated at considerable rates, and also not with any rela-
tion to development needs. That is, in many cases the Public Law 480
sale has no relation to possible uses of local currency.

The CuarMAN. I do not wish to be sardonic but I would like to
request that probably since this information is more available to or-
ganizations in New York than to Members of the U.S. Congress, you
might apply your best efforts to find out what has actually happened
to these counterpart funds, and whether in fact they have been used
in these quantities to reduce the internal debt of these countries.

(The following was subsequently received for the record :)

CoUNCIL oN FOREIGN RELATIONS, INC.,
New York, N.Y., July 7, 1959.
Senator PAuL DoUGLAS,
Senate Office Building,
Washington, D.O.

Dear SENATOR Dovueras: When I appeared before the Joint Economic Com-
mittee on the morning of June 29, you asked me some questions about the use

of counterpart funds to repay national debt and suggested that I might wish to

file a supplementary statement after looking further into the matter. In par-
ticular, you referred to a recent statement by Senator Long which I had not
seen. I have now looked into these matters and feel that I do not have enough
to add to what I said on the 29th to warrant submitting a formal statement or
memorandum. I hope this letter will seem sufficient to you.

The main facts about the use of Marshall plan counterpart funds to retire
debt in Europe are set out in a State Department memorandum prompted by
Senator Long’s statement and inserted in the Congressional Record by Senator
Fulbright (June 9, 1959, pp. 9293-9296). My testimony was faulty in that I
mentioned the ban put on the use of counterpart for debt retirement just as the
Marshall plan was ending but did not stress, because I had forgotten, that this
practice had accounted for an important part of the use made of counterpart
funds before that time. Since then debt retirement from counterpart funds has
been limited to certain special cases covered by legislation. ICA reports show
that in fiscal year 1958 about $112 million was used this way in Austria and
$114.5 million in Greece. These appear to be the only cases since fiscal 1956, to
which the figures in the State Department memorandum cited above run. I find
no record of the use of counterpart to retire debt in other parts of the world.
The question does not come up with regard to local currencies owned by the U.S.
Government as a result of Public Law 480 sales and similar transactions. These
are to a considerable extent lent to the local governments and so create debt.

So far as the wisdom of using counterpart funds to cancel debt is concerned,
it seems to me that one can hardly generalize. Without the chance of making a
careful study of the whole experience, I think I should stick to-what I said in my
testimony, that the matter depends on the character of the debt and on the
economic and fiscal condition of each country at the time. It is easy to see that
there can be cases where some kind of sterilization of the counterpart funds (or,
for that matter, U.8.-owned local currency) would contribute to checking infla-
tion. Whether the mext step, their obliteration, would be desirable seems to
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depend on circumstances. It looks to me as if the debt retired by the use of
counterpart was often the equivalent of the debt created in setting up the
counterpart funds. The debts repaid out of counterpart in postwar Europe
seem to have been principally debts to the central bank, and perhaps in some
countries other debts resulting from Nazi-dictated financial practices of the
time these countries were occupied. Perhaps the same results could have been
achieved by other means. To determine whether it was useful to retire this
debt out of counterpart seems to me to require an investigation that would
carry one quite far into national fiscal practices and into an appraisal of the
situation in each country at the time. For that reason I cannot now add sig-
nificantly to what I have already said.

So far as the proposed cancellation of debt in Greece is concerned, which
gave rise to the recent controversy, I can pass no useful judgment since I know
too little of the circumstances. The issues seem clearly drawn in the statements
by Mr. Dillon and Mr. Long.

Sincerely yours, .
‘WiLLiaM DIEBOLD, Jr.,
Director of Economw Studies.

(Dictated by Mr. Diebold, but signed in his absence.)

(Material referred to in above letter of William Diebold, Jr., to
Senator Paul Douglas, chairman, Joint Economic Committes :)

[From the Congressional Record, June 9, 1_959]',

Hon. J. W. FULBRIGHT,
Chairman, Committee on Foreign Relations,
U.8. Senate.

Dear Mr. CHAIRMAN : During the hearings before the Foreign Relations Com-
mittee on May 4 Senator Long requested additional information explaining the
situation in Greece which has led the executive branch to propose that section
516 of the Mutual Security Act be amended to permit the use of counterpart for
debt retifement when any other use would adversely affect economic and finan-
cial stabilization. The purpose of this letter is to supply the additional back-
ground information requested. )

‘When the United States provides commodities to a foreign country as grant
aid, that country is required to deposit into a special account an amount of its
own currency equivalent in.value to the commodities furnished. As the com-
mittee is aware, these local currency deposits are called counterpart funds.

Counterpart funds, with the exception of a small amount set aside for U.S. uses,
are the property of the foreign government concerned. Nevertheless, by agree-
ment between the United States and the other government, they may be used
only to further the purposes of the mutual security program, and their use for
specific expenditures must be agreed upon by both governments.

A counterpart account was established in Greece at the beginning of the
Marshall plan and has continued to exist until the present time. The use of
the counterpart account has been the subject of continuous discussion between
the two governments as contemplated by the legislation.

To put the matter into perspective, it is useful to recall the policy covering
the use of counterpart funds in the days of the Marshall plan when aid to Greece
was very substantial. The question of counterpart uses was considered at some
length by the Congress, and in particular by the Senate Foreign Relations Com-
mittee, during that period. In its Report No. 935 (80th -Cong., 2d sess.) the
committee recorded its view that appropriate uses of these funds would include:

“(a) Immobilization of the local currency, in whole or in part to assist in
measures of financial reform and currency stabilization ;

“(b) Use for retiring the national debt so as to promote the most rapid achieve-
ment of financial stability.”

The Greek Government was at that time confronted with the extremely dxfﬁ-
cult problem of reconstructing and restoring a country and an economy ravaged
by invasion and civil strife. It was compelled to make very heavy expenditures
of Greek currency, which in turn led to serious inflation. The effort of the
United States throughout this perlod was directed toward support of Greek
efforts to restore sound economic and financial conditions. In this connection,
the ability of the U.S. Government representatives to control the expenditure of
counterpart funds, thereby immobilizing or sterilizing large amounts, was one
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of the most useful devices to preclude more serious. inflationary pressure. Thus,
sterilization of a considerable portion of the counterpart funds was an important
tfactor in restoring economic stability.

It had been originally contemplated that these sterilized counterpart funds
might ultimately be used to retire some of the very substantial debt incurred
by. the Greek Government to its Central Bank. Action to this effect was delib-
erately postponed pending further improvement in the Greek fiscal situation.

However, in 1953 Congress enacted legislation which prohibited the use of
counterpart funds for debt retirement. This prohibition (now sec. 518 of the
Mutual Security Act) of course did not mean, nor was it intended to mean,
that counterpart funds should be spent for uses which would be contrary
to the objectives for which aid had been provided. In other words, there re-
mained a responsibility to see to it that counterpart funds would be used to
promote economic and fiscal stability.

In recognition of the fact that release into the Greek ecomomy of a large
amount of counterpart funds would be unwise the executive branch proposed
and Congress enacted a proviso to section 516 which enabled us to reach an
agreement in 1957 with the Government of Greece to cancel about $115 million
of Greek Government debts to the Bank of Greece. This authority was lim-
ited, however, to very special circumstances, and is not applicable to the remain-
ing counterpart funds now under discussion. We are now talking about 3.6
billion drachma, equivalent to $120 million, which still remain on the books
unreleased. This represents about 18 percent of the total of more than 20
billion drachma generated during the history of the program.

To inject this additional amount of local currency into the money supply
of the Greek economy would, in the opinion of both Governments, have serious
inflationary consequences. It would simply increase the amount of money
available without increasing in any way the amount of goods or services avail-
able for purchase. The obvious effect would, of course, be to increase prices
and costs for all concerned. Rather than benefiting the individual Greek citi-
zen it would have directly opposite results since inflation hits first and hardest
at the low-income groups.

The Greek Government itself has been faced with considerable internal pres-
sure to spend these funds but in view of the obvious inflationary consequences,
the Government has courageously withstood these pressures and made plain
its intent to maintain this account as a sterilized one.

This is the situation in which we are asking for the amendment. If the
amendment is not adopted we anticipate that, since both Governments are
agreed that expenditure of the counterpart funds would be inflationary, the
counterpart funds would continue to be sterilized. Such sterilization could con-
tinue for several years to come. However, if the amendment is adopted, we
expect that the major portion of the funds will be used to cancel an equivalent
amount of the debt which is carried on the books of the Greek Central Bank.
This is not debt which is owed to individuals, nor does it constitute a burden
on the Greek Government which must be retired at some future date from
current revenue. The proposed use is, of course, neither inflationary nor de-
flationary since it merely amounts to a cancellation of a nominal government
asset and an equivalent nominal government liability.

It may be added that our economic programs in Greece have been directed
toward promoting development within the framework of a sound economic and
financial policy. These efforts have been eminently successful, as may be seen
by reference to the presentation materials submitted to the Congress. For ex-
ample, between 1952 and 1958, real gross national product increased by nearly
50 percent, consumption rose by 40 percent, and private investment increased
by 50 percent. These results, we believe, fully justify our adherence to sound
economic and fiscal policy as the basis for economic development which has been
truly beneficial to all the citizens of Greece.

As you know, the new director of the International Cooperation Administration
ig Mr. James W. Riddleberger who, as a result of his assignment as American
Ambassador in Greece, is thoroughly familiar with this situation. As soon
as he assumes his new duties, I will ask him as a matter of first priority to
review carefully this matter. In any event, no action will be taken prior to
the completion of this further review.

. Sincerely yours, ’
, Acting Secretary.
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MEMORANDUM

This memorandum is in response to Senator Fulbright’s request for examples
of cases where, in the past, counterpart funds have been used for debt retire-
ment or other financial transactions similar to that which will be undertaken
in Greece, if section 516 of the Mutual Security Act is amended as requested.

The clearest examples of the use of counterpart funds for debt retirement
occurred in the countries of Western Europe during the Marshall plan period
from 1948 to 1952. As Mr. Dillon pointed out in his letter of May 14, 1958,
it was a basic policy of the Marshall plan program, understood and approved
by the Congress, that counterpart funds derived from Marshall plan aid would
be released only if the use proposed for such funds would not have a dan-
gerously inflationary effect, and that ‘counterpart funds might be used to off-
set Government deficit financing or other internal inflationary pressures. In
some circumstances, it was recognized that the most effective way of accom-
plishing this latter objective would be through debt retirement. .

The importance attached to the avoidance of inflation and recognition of the
danger that injudicious releases of -counterpart might compound an inflation-
ary situation were reflected 'In the requirement on ICA to consult the Na-
tional Advisory Council on International Monetary and Financial Problems be-
fore agreeing to any releases of counterpart. HEvery program for the release
of counterpart had to be considéred  with this body, which is chaired by the
Secretary of the Treasury, and which, under the law, still exercises these ad-
visory functions.

Throughout the Marshall plan period, when the reconstruction of Western
Furope was the primary objective of our economic assistance program and when
the establishment or maintenance of monetary and economic stability was rec-
ognized to be essential to reconstruction, the effect of National Advisory Coun-
cil review was frequently to suspend, limit, or withhold the release of counter-
part in situations where its release would have increased the demand for the
available resources of goods and services and thus have been dangerously in-
flationary. . . ‘

As the reconstruction of Europe was completed, the emphasis’ in economic
assistance programs shifted to other parts of the world, where the financial
and administrative organization of government and private enterprise was in
many instances less well developed and less experienced than in Europe. There
were more instances where countries were confronted with problems of a de-
velopment or defense nature for the first time in their independent history.
The common assumption grew that, wherever possible, all counterpart funds
would be allocated as rapidly as generated to finance development projects and
to provide support to budgets, both civil and military. This pattern was ac-
centuated as we began to deal with a number of countries in which the pri-
mary need of aid is to finance local currency expenditures rather than to pro-
vide foreign exchange to maintain essential imports. Since the passage of
legislation in August 1953 prohibiting the use of counterpart funds for debt
retirement, the effort to.establish financial stabilization by withholding the
use of the counterpart of aid, or sterilization, as a. direct offset to inflation-
ary pressures has become less and less common.

We have provided this brief review of the background of the problem of
debt retirement in order to explain the importance ‘accorded to financial ob-
jectives in the Marshall plan period and to. account for the fact that the
examples which are discussed in the enclosed statement are all from .West-
ern Europe and from the period before fiscal year 1953.

The use of counterpart funds to retire a Greek Government debt to the Na-
tional Bank of Greece is the only transaction now under consideration for which
the new legislative authority we have requested is necessary. Because of the
form the economic aid program- has taken in the past several years, few such
cases are likely in the future. Nevertheless, circumstances do arise from time
to time in which U.S. objectives are best served by withholding the expenditure
of counterpart funds, and thus (to put the matter in purely monetary terms) us-
ing grant aid to offset inflationary pressures which already exist, as distinct
from those which might derive from the expenditure of counterpart. In such
cases, a8 in the Creek case now under consideration, the wisest use of counter-
part funds may be to retire a government debt. This is another instrument, in
addition to those with which existing legislation arms the administration, for
achieving the basic purposes for which foreign aid is given.
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THE INTERNATIONAL COOPERATION ADMINISTRATION—THE USeE oF LocaL Cur-
BENOY COUNTERPART FOR DEBT RETIREMENT, 1948-52

The economic cooperation agreements with countries participating in the
Marshall plan, originally signed in 1948, and as amended later, generally in-
cluded expressions of intent by the participating governments to exert their
best efforts for certain economic and financial objectives, among them to create
or maintain a stabilized currency, internal financial stability, and confidence
in their monetary systems. The listing of purposes for which the special coun-
terpart account might be drawn upon specifically included the effective retire-
ment of the national debt, especially debt held by the central bank of other
banking institutions.

The agreements in Europe required the deposit in a special counterpart ac-
count of local currency commensurate in value with all the grant aid received.
No distinction was drawn as to whether there were actually sales proceeds gen-
erated directly by the aid, as was provided under the Mutual Security Aet of
1954.

In the course of the first 4 years of operation of the aid program after the
passage of the Economic Cooperation Act of 1948, approvals to release local
currency counterpart for debt retirement amounted to the equivalent of
$2,510.8 million plus an additional $72.5 million of Austrian local currencies
arising under prior legislation for which the Economic Cooperation Administra-
tion had assumed responsibility. A summary of the cumulative total of these
actions by country appears below. All the basic considerations of issues and ap-
proval of the action proposed took place before the end of fiscal year 1952, and
for the most part before the end of fiscal year 1951. The table, however, is
arranged to show the time when the withdrawal from the special accounts took
place:

INTERNATIONAL COOPERATION ADMINISTRATION

Counterpart funds withdrawn for debt retirement by fiscal year
[Millions of dollar equivalents]

Fiscal year
Country Cumulative
June 30, 1956
1949 1950 1951 1952 1953
Total. . 2,583.3 798.8 315.2 | 1,075.3 260.4 | . 1133.6
Austria, total . ... 85.0 <13 1 30 PR (SR P I

Netherlands.._. -
Norway._......._.. —
United Kingdom_______.._._......__.

I Withdrawn in July 1952, but approved for withdrawal in fiscal year 1952.

Nore.—Dollar equivalents have been figured at the exchange rates in effect when the withdrawals were
made. IOA data covers actions of predecessor agencies.

UNITED KINGDOM

Two-thirds of the debt retirement releases of local currency counterpart for
debt retirement were approved for the United Kingdom where such withdraw-
als totaled 529 million pounds sterling. The physical destruction wrought in
the United Kingdom by the Second World War was accompanied by the deterio-
ration of its international financial position which had shifted from net assets
to major liabilities, making the United Kingdom a large-scale debtor. During
this period the United Kingdom was making a strong effort to rebuild the war-
time destruction of the country and to increase productivity and output. There
was the strongest interest in building up export earnings to offset the deteriora-
tion of the international financial position and to reduce the need for aid. The
domestic economy was beset by inflationary pressures generated during the war
and in the early postwar period.
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As an aspect of the reconstruction efforts, positive measures were taken to try
to prevent the generation of further inflationary pressures and strenuous efforts
were made to plan for and to achieve a surplus in the central government budget.
The advance assessments of what could be undertaken and what the budget
could afford were drafted in terms of the resources expected to be available as
a result of domestic production and from the assistance provided. Efforts were
made to limit domestic consumption and to hold domestic capital expenditure
to the level that could be supported by the physical resources available, bearing
in mind the competing urgent necessity to increase exports. In the effort to
reinforce the confinement of private and public undertakings to the level which
the resources effectively available would allow, the United Kingdom had begun
to follow a practice of using the local currency receipts developed as a result
of foreign aid to retire public debt even prior to the commencement of the
European recovery program and the assistance rendered under the Economie
Cooperation Act. In consideration of maintaining as close a balance of avail-
able resources with desirable uses as possible, the initial decision, first taken in
the summer of 1948, to continue this practice of debt retirement and to apply
withdrawals from the special local currency counterpart account to the repay-
ment of United Kingdom treasury debt held by the Bank of England was re-
affirmed in each of the following 3 years but always after a fresh review of the
prevailing situation. .

- NORWAY

During the wartime occupation of Norway by German forces the Government
of Norway was obliged to provide funds to Germany to pay the cost of the occu-
pation of their country. The reflection of this action took the form of a debt
by the Government of Norway to the Central Bank of Norway. At the beginning
of the European recovery program the Government of Norway was faced by
latent infiationary pressures which it was making strong efforts to control
through budgetary and administrative measures and through blocking accounts
in order to prevent their use from increasing the level of demand within the
country. A policy of gradually wiping out the overhang of the old occupation
accounts was begun and followed, with periodic reconsideration and reaffirma-
tion of the suitability of this action, for most the period 1948-52. The Govern-
men of Norway was also using its own blocked funds and certain tax resources
for this purpose.

In 1950, for example, the review of the financial and economiec situation noted
that the Government of Norway was contemplating a cut in the investment pro-
gram to limit its inflationary impact and an anticipated budget deficit. There
was also great concern to prevent a deterioration in the balance of payments
and to facilitate Norwegian participation in the OEEC trade liberalization pro-
gram, which an increase in inflationary pressure would hinder. The greater part
of the counterpart funds were thus used for retirement of the occupation account
as a deliberate factor in controlling the expansion of the money supply and the
pressure of inflationary demands upon the limited existing resources. The first
action to include also some direct support for investment and defense in the
counterpart program was taken only late in 1951 when the degree of stabiliza-
tiotz} maintained and the existing priorities appeared on balance to justify the
action.

DENMARK

The first significant program for the use of counterpart was presented by the
Government of Denmark in 1950. Prior to that time the funds had been steri-
lized in the special counterpart account. During the period of the wartime
occupation, the payment of German occupation costs was reflected by an increas-
ing debt of the Government of Denmark to the Danish National Bank. After

of an effective net surplus in the budgets of the central government and local
administrative units, through capital levy, through internal stabilization loans
and through sterilization of the counterpart of foreign assistance. '

In the Danis]:g consideration of policy the Droponents of debt retirement had to
balance the desires for investment against the concern for stability. The coun-
terpart use proposal of 1950 involved a permanent sterilization of part of the
accumulated counterpart account through its use to reduce the occupation ac-
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count debt of the Government of Denmark to the Danish National Bank. It also
proposed the use of a smaller amount of counterpart funds to support invest-
ment.

Similar considerations involving the calculation of the level of activity which
could be supported by the physical resources available and the concern to prevent
inflation were involved in a further proposal of the same kind made in the latter
part of 1951. 'This called for assignment of half the projected release to debt
retirement of the same kind as in 1950 and the balance for investment and de-
fense uses. It was considered that to release any more funds for current use at
that time would place too great a strain on the internal financial situation in
Denmark. In consequence the Economic Cooperation Administration approved
the release and the debt reduction was again undertaken.

NETHERLANDS

The use of counterpart by the Netherlands was keyed to the physical avail-
ability of resources and the continuing concern to limit the impact of inflationary
developments and to maintain an effective internal stabilization. As a result,
beginning in 1948, a considerable volume of the local currency counterpart gen-
erated by the aid program had in effect been temporarily sterilized. In 1952,
as a part of its proposal for the use of counterpart made at that time, the Gov-
ernment of the Netberlands proposed to retire some of its debt to the Nether-
lands Bank, which would in effect make permanent the temporary sterilization
of that portion of the counterpart account. The debt which it was proposed to
eliminate had arisen when the Government of the Netherlands took over from
the Netherlands Bank, in exchange for Treasury bills given to the bank, accounts
accumulated by the bank during the Nazi occupation of the Netherlands during
the Second World War and which had subsequently become worthless. During
1951 there had been a rapid improvement in the Netherlands, offsetting the in-
flationary situation which had built up following the outbreak of war in Korea.
However, with the contemplated increase in defense activity and counterpart
expenditures still to be completed under programs previously approved and
contemplated under the release proposed, it was considered that to press a larger
expansion of current activity than that already projected would be unwise and
might endanger the stabilization achieved.

AUSTRIA

Determinations on the use of local currency counterpart in Austria in the
fall of 1948 involved the most serious consideration of issues involved in assur-
ing an appropriate balance of the pressure demand against existing resources of
goods and services. The fear of inflationary consequences of overextension was
paramount and the effectiveness of releases for investment and for industrial
development were dependent upon a satisfactory fiscal and monetary program
as a whole. Under these conditions, the Austrian Government planned to use a
significant amount of counterpart funds under ECA control and also of local
currency from other sources for reduction of the Government debt to the Aus-
trian National Bank.

In essence the technical action which reduced the debt of the Government of
Austria as reflected in the books of the Austrian National Bank made perma-
nent the temporary sterilization of counterpart account which it had been neces-
sary to effect in order to avoid the inflationary consequences of a further increase
in theé level of demand within the country. The Government of Austria was
heavily dependent upon assistance to carry out its official commitments. The
most careful review, step by step, of economic and financial developments was a
regular part of the operations of the U.S. Economic Cooperation Misgion in
Austria. The Austrian Federal budget was already in deficit and anticipated
inereases in revenue were expected to meet only part of the increased need. It
was clear that however desirable the investment programs, they would only be
frustrated by the mere release of additional funds to compete with existing
demands for the available goods and services. Under these conditions it was
agreed that the use of local currency counterpart for debt retirement would
help to support the program to control and limit inflation and prevent the
undermining of the confidence of the country in its financial leadership and
in the stability of the currency.
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FRANCE

France faced most serious economic difficulties in 1948. In September of
1958, following a succession of governmental crises, the Prime Minister sub-
mitted to Parliament a program of economic and fiscal measures looking to
increase Government revenues, to check inflationary credit, to effect economies
in expenditure, to undertake investments aimed at improving the balance of
payments, and seeking to expand exports. The basic question at issue under-
lying this concern was the commitment to the total level of activity involved
in the actions of the Government and private enterprise compared with the
availability of resources from domestic production and from the imports
financed through assistance. '

Under the circumstances which prevailed at the time, the contemplation
of the counterpart program had to take into account more than merely the
direct uses which could be supported. - In consequence the decisions as to the de-
gree to which investment could be supported had to be balanced by the restraint
which would be effected by allowing part of the release to be used for debt re-
tirement to counteract the inflationary pressures which would otherwise re-
sult from the Government’s reliance on central bank financing. As a conse-
quence, in both fiscal year 1949 and fiscal year 1950, approvals for release of
counterpart for debt retirement were given and approval of releases for invest-
nent expenditure were limited to-a degree-consistent with the objectives of
maintaining or restoring a degree of financial stability in France.

During this time the economic situation was moving quite rapdly and it was
necessary to follow the situation in close detail over the intermediate term as
well as for longer periods of foresight in the attempt to maintain a balance.
of inflationary and deflationary forces. The retirement of the public debt, as
an offset to inflationary financing already in prospect, would neutralize the
inflationary advances to the French Government and would result in the per-
manent sterilization of the counterpart. Debt retirement was, therefore, the
closest reflection of the real situation and he inabiliy to impose any additional
requirements for expansion which would be beyond the resources available.

The Caareman. Does that meet with your approval?

Senator Searkman. Mr. Chairman, I think it is fine to ask this
witness to dig into this, because it is something that we are far re-
moved from here. But it occurs to me that we might very well have
Mr. Dillon, or someone who actually does the spadework on this, come
up and give us the story. .

The Cramman. We were told it was classified information which
the Department of State refused to give to Congress.

Senator Spareman. We had a statement given to us in the Foreign
Relations Committee, and I thought it was made public. I am not
certain.

We might also inquire of the Foreign Relations Committee’s staff
as to whether or not that information did have a classified status,

I think it is an interesting problem, and it is one that I certainly
would not try to pass judgment on, because I am not a fiscal expert.
I do note that the whole question of the counterpart parts and of
local currencies—perhaps one of the local currencies, primarily, has
become quite a problem for our Government.. I think it is more in
the case of local currencies that have accumulated under Public Law
480 sales and other transactions of a similar type, that it has become
a problem, because loans are made to us in local currencies, and. they
actually go into the Treasury of the United States.

But 1n the case of counterpart funds, they stay there and, except
for 10 percent, I believe it is, that we are able to use for meeting our
own expenses In those countries, they stay there subject to joint con-
trol of the two countries, and ordinarily are supposed to be used for
projects that will improve the economy of the local country.
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The Cuamman. That is what I had always thought.

Senator SpareMAN. So it is a two-headed problem.

I think it would be interesting, even if some of the evidence may
be classified, to have someone testify to give us as much information
as possible on the record, and perhaps in executive session we might
find out even more.

The Cramman. I wonder if you would be willing to submit a sup-
plementary statement on this point which might aid the Congress in
this matter.

Mr. Dzsorp. Sir, I do not in fact think I am in a position to find
out anything you are not. I shall be perfectly happy, if you wish,
to submit a brief statement to you.

I have looked into what the statistics show, but not into details
country by country. The Department of Commerce regularly pub-
lishes figures which show the rate of accumulation of the local cur-
rency funds and their use. Some of the use is for American expenses
abroad, and an important use is the relending, as Senator Sparkman
has indicated, of some of these funds to the local government for
development projects. They can be used to finance the local currency
cost of some projects financed froam abroad, and now it is possible
to link some of those with Export-Import Bank loans. One of the
uses that the International Development Authority that is being dis-
cussed would make of these is to supplement the hard currency with
aid that comes from outside.

I did not see the statement of Senator Long that you referred to.
I had not heard an allegation about paying off the public debt with
local currency funds. I think there is a special problem of the coun-
terpart funds, and of local currency funds of all sorts, in those coun-
tries where American aid in the form of agricultural products or
other civilian goods is being used, as it is in Spain, to provide the
financing for local base building or, as in Vietnam or other places, for
troop pay or things of that sort. Here I think, one might well en-
counter not only classified information, but degrees of complexity in
the process that I, certainly, sitting on the outside, would have no
hope of fathoming without going and looking over somebody’s shoul-
der, which I am not in a position to do.

Representative Corrin, I just want to come back to the end that is
left dangling. My question, as a matter of cold economics, is whether
there would be times when reducing the national debt of another
country through the use of local currency or counterpart would be a
sensible thing to do.

Mr. Dmsorp. Yes, sir. It depends, it seems to me, entirely on the
debt structure of the country.

Representative CorriN. Who holds it?

Mr. Dizsorp. Well, if, for instance, there is debt which is bank
lending, which serves as the basis for further credit, and if there is an
inflationary situation, then the use of the local currency to reduce the
Government’s debt to the Central Bank, if that wipes out an account
which multiplies through the credit system, will be deflationary and
will be useful. To what extent such a situation exists or can be dealt
with in that way in any given country, I am in no position to say.

Representative CorrIN. Are you familiar with the Straus report,

the three-man report?
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Mr. Dieorp. I have read it. I am familiar with it in that I have
studied some of its recommendations, but not in the sense of being
able to recite on the whole thing.

Senator Searkman. I could speculate on different situations that,
as far as I know, do not exist, but suppose that we accumulated a
surplus holding of-local funds of some particular country, we simply
hold it here in the Treasury because it is dead, for all practical pur-
poses. Suppose that particular government does have a rather tight
position with reference to its public debt and it finds itself in difh-
culty in getting additional funds. Would it not be possible by using
some of those local funds to reduce the national debt, to loosen up
conditions with the management of the debt of that particular coun-
try; and in that event, instead of being inflationary it would really
be stabilizing and anti-inflationary?

Mr. Diegorp. - I think actually in many of the underdeveloped coun-
tries, the whole financial mechanism is also underdeveloped, so that
the same kinds of questions would not always arise as arose in West-
ern Europe about the use of the counterpart funds. For instance, I
think it could be argued that in Europe, even if you had a general
rule against using counterpart funds to reduce public debt and only
used the counterpart funds for a legislatively approved objective, this
might in turn free local funds that could be used to reduce the public
debt. It was often a problem to decide just what some of these trans-
actions amounted to. . :

I think that while there is always this possibility in any situation,
the main use that people have anticipated for local currency funds in
the underdeveloped countries is not to exercise an influence on the
fiscal position of the government, but to aid in the mobilization of
local resources for development. You have underemployment in
most of these countries, and if you can, draw this into the productive
process, you are more apt to do it by lending this money to the local
government than to use it in some fashion to reduce debts.

-1 think these countries are for the most part not overly burdened
with national debts. I think their problem has been to get more, and
one thing that they need to look for is ways and means of in fact
drawing 1n real local savings. You have the familiar problems that
because of the absence of domestic financial mechanisms, you some-
times have savings in the form of bullion or jewelry, or savings may
be put not in any local obligations but in foreign obligations. There
is often money in Swiss banks or American securities.

One of the problems that a lot of the underdeveloped countries have
is in mobilizing more of this privately owned domestic capital. There
may be situations in which reduction of the public debt serves the
general purpose of development. I doubt one can generalize about
this. Until you made this statement, Mr. Chairman, I had not heard
of any great concern about the use of the local currencies in under
developed countries in connection with public debt. The concern has

Tather been with all this piling up. I think there is something like

$2 billion so far unused. When can you use it without creating in-
flationary pressures or balance-of-payments pressures? Because after
all, you bring people into the productive processes, they have income,
what they are producing in the way of dams and so on is not going
to show for sometime to come. They eat more; they want more. You

38563—59—pt. 5——3
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have a further strain This is what you have to do; this is why de-
velopment is a strenuous process.

The CrARMAN. That is what we had hoped these funds would be
used for. .

Mr. Dmeorp. I think they are to a very considerable extent, sir.

The Caamrman. If I may return to the line of questions which I
started when I spoke about Japan, there is a strong movement for us
to impose more rigid quotas or tariffs upon crude oil and residual oil
which was affected by the situation in Venezuela. What effect do you
think this would have on the orientation of Venezuela?

Mr. Dieeown. I do not know. The largest part of the Venezuelan
export, I guess, is controlled by American-owned companies, and I
assume that up to some point, unknown to me, they are in a position
to direct exports toward one market or another. I am simply not
familiar enough with the details of the very complicated structure
in oil.

The Cmairmax. Have you studied the Latin American political
situation at all?

Mr. Dizgorp. In general terms, yes.

The CrarMan. 1f Venezuelan exports to the United States dimin-
ished, it would diminish the total national income of Venezuela, would
it not ?

Mr. Dreeorp. Unless there are equally good alternative markets.

The CEAmRMAN. What effect do you think this would have upon
the policy of Venezuela toward the United States on the one hand, and
toward the Soviet bloc, on the other ? .

Mr. Dieeorp. I think it cannot have a good effect from our point
of view. How bad an effect I am not in a position to judge.

The CuarrMaN. To what degree do you think quotas on lead and
zine will affect some of the Latin American countries? I believe Peru
is one. '

Mr. Diegorp. I think Mexico in particular is hit by this, and I think
that this is clearly damaging. I hope that we are dealing here with
a situation in which it is not a matter of the Mexican Government
saying, “Now, we must turn to someone else.” This is, however, one
more pressure, in my opinion bound to have undesirable political
effects, in a situation in which it would be possible to promote both
our foreign policy interests and the general economic health of the
free world by other courses of action. It is that kind of a case, I
think, from my limited knowledge of the lead and zinc situation.

The CuarrmaN. Congressman Coffin has been one of the leaders in
the movement to establish greater economic cooperation between Can-
ada and the United States. Perhaps we like to follow this question up
with some reference to what differences there have been 1n creating
relations between the United States and Canada.

Representative CorriN. Thank you, Mr. Chairman.' T will just say
that our United States-Canadian interparliamentary group just came
back from 3 or 4 days in Canada this past week, and in one of the
working groups, that has as its subject natural resources, lead, zinc,
and oil were subjects of discussion. The Canadians are, of course,
taking off the barriers on lead and zinc, and the oil situation has been
at least temporarily velieved, but I think that this warrants a great
deal of study, particularly in relation to our own Western Hemisphere
neighbors.
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The CHAIRMAN. With the advent to power of the Castro govern-
ment in Cuba and some suspicion that Communist elements have a
foothold in his government and in the new army, there is a movement
started to restrict the importation of sugar from Cuba and to increase
the proportion of the domestic consumption either from Puerto Rico
or—perhaps, I should say, and—increase the share of domestic con-
sumption, domestically produced, both of cane and beet sugar.

Hgve you given enough thought to the Caribbean situation to give
us advice as to whether that would be a wise policy or not? It is a
position we may have to face very quickly in the next few weeks.

Mr. Dreorp. No. But I should have thought that one of the argu-
ments that might be involved here is not a general political argument
but the question of how one handles the nationalization of sugar land
in Cuba. .

I remember that at the time of the nationalization of oil in Mexico,
there were efforts, rather modest as compared. to what might be done
now, to penalize Mexican oil exports to the United States as a means—
I think it was thought of as a means—of improving the terms of com-
pensation or something of that sort. There may well be a problem
of this sort with regard to Cuba. ‘

How far one can get by this kind of pressure I do not know. I am
inclined to be a bit skeptical about it. :

I think there is an alternative problem that has to be considered
with regard to Cuban sugar. If the analysis is correct that the land
reform will in fact reduce production, then we may face a situation in
which Cuba does not meet the sugar quotas it already has. But I
think it is a very difficult judgment as to when trade pressure will-
produce desirable political results and when it will produce undesir-
able ones.

The Caamrman. As a general rule, when pressure is applied, it is
more effective if applied quietly and privately than publicly.

Mr. Diesorp. That has always been my experience.

The CuarrMaN. Senator Sparkman? - -

Senator Spargaan. I have no questions, Senator. )

The CratrMAN. One of the final questions I should like to ask is:
When we started the Marshall plan for foreign aid, Western Europe
was more or less flat on its back. Now Western -Europe is going for-
ward very rapidly, including France, and northern Italy, at least. In
fact, recently it is going forward more rapidly than the United States.

Mr. Dieeorp. That is right. . | ‘ :

The Cramman. I wonder to what degree we should try to perhaps
almost insist that Western Furope should bear a larger share of the
burden of aiding the underdeveloped countries. '

I remember when former Prime Minister Fanfani was in this
country he made an appeal for Western European funds to assist the
Middle East. It seemed to me a very good idea, and I was hopeful
that Italy was suggesting it. : '

Now West Germany has become very prosperous.: I wondered what
the relationship might be as to taking up a portion of the burden which
}S1as now for 14 years rested exclusively on the shoulders of the United

tates. [} 0 .

Mr. Dieporp. I think that is a direction in which things are moving.

To start with, a number of the European countries are doing a fair

I
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amount; that is, the French in particular have been investing rather
impressive sums in French Africa.

The Caamraan. Yes; in their own colonies.

Mr. Dimzeorp. How much this is net of repatriation of capital, I
also do not know. The Italians have done something in Somalia,
their ex-colony. The Germans have provided certain amounts of
credit in various forms. They do not have so much of the running
through the government, except the reparations to Israel, but through
various kinds of commercial arrangements, some with official or quasi-
official banking.

It is certainly my impression that more could be done. You men-
tioned Germany in particular and, as I recall the figures there, the
piling up of reserves and the annual export surpluses far exceed any
amount that is going out in various kinds of credit.

There is, I think, considerable consciousness in Western Iurope
of this problem. I think this is something which the United States
can usefully explore, as I understand we are doing in the conver-
sations about the International Development Authority. There
would probably be advantages in doing more on a joint basis, and
with a certain degree of coordination of activity. I do not think the
idea has to be sold very hard. As I read Western European pertodi-
cals, I see repeated references to it.

You mentioned the Fanfani plan. There have been some dozen
plans proposed in different countries, all reflecting a consciousness of
this, and I think we can expect to see some willingness.

The CramRMAN. In doing this is it not necessary for the United
States to maintain the same volume of foreign aid which otherwise
it would make ¢

Mr. Diesowp. It has, of course, been a great question for a long
time, of how much money can you usefully use in economic develop-
ment. There has been concern with absorptive capacity, and such
things.

I would think that within the practicablé limits, the only limits
that are likely to be tested, there is still room for considerable expan-
sion of aid. And I would hope that if problems of economic devel-
opment are as urgent and as large as they seem to most people who
have studied them carefully, any share of the burden that Europe

could take on would be regarded as a useful net addition, and not as a-

substitute for what is being done in the United States.

The CrarmaN. There is just one final question I would like to ask.

Have you studied the management of the defense support funds
in southeast Asia?

Mr. Dizsorp. Not the management of them ; no.

The CHAIRMAN. It has been charged that American aid has been
given in the form of a favorable exchange rate, where let us say a
dollar would be equal to 30 units of local currency; that the actual
exchange rate would be only one-third of this, and a dollar would
buy a hundred units of local currency. It has been charged, and
I think not denied, that many tens of millions, perhaps hundreds of
millions of dollars, have been pumped into these countries at the offi-
cial rate of exchange, but that governmental officials there, or private
business which have been licensed to take the defense support, have
met their obligations in terms of the domestic exchanges and then
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sold the surplus of American dollars, and then have ‘profited by
two-thirds of the aid which we intended to give.

Have you been able to go into that ? :

Mr. Diesorp. No. I have seen those allegations, and I recall that
some years ago there was a difficulty in Korea which hinged on the
question of the willingness of the Koreans to devalue their currency
i order to make it possible to continue using the official rate, but to
make it more realistic. '

The Crairman. We are very fortunate in having as our two col-
leagues here, members both of the Foreign Relations Committee and
of the House Foreign Affairs Committee. I do not want them to be-
tray any classified information, but if there is any statement they
would like to make in this connection, I think it would be helpful.

Representative CorrFiN. I do not think it is classified. I think the
chief recent occasion has been in Laos. But I understand that during
the past year they have substantially reduced this profiteering and
made progress toward getting the currency on a standard basis for
everyone. I think they have eliminated or are on the way to elimi-
nating most of those abuses in import licenses.

The CmairmaN. In other words, the statement I made was true
there? Wasittrue of Thailand ¢

Representative Corrin. I think in most of the south Asian coun-
tries it has been true to a greater or lesser extent.

Senator SparREMAN. This seems to me to be true in any country
that has a weak currency or one that is changing. I do not see
how you can very well avoid it. _ :

It is true we have had some bad situations develop. We have
checked very closely on it, and I believe considerable progress has
been made in stabilizing the situation. But it seems to me it is almost
unavoidable in a country that has a weak local currency.

The CmamMAN. Is it true that the American Ambassador to one
of these countries refused to take any steps to correct the matter?

Senator SParrkMAN. I do not believe so. I know one was subjected
to some criticism. He appeared before our committee and went
through rather lengthly questioning prior to his confirmation in a
new job, and he was reported out unanimously.

The CratRMAN. Are there any further questions?

(No response.) A

The CrHarMAN. I want to thank you, Mr. Diebold, for coming.

Your written statement will be inserted in the record-at this point.

(The statement referred to follows:)

STATEMENT OF WILLIAM DiesoLp, Jr.!

Not so many decades ago it seemed reasonable to review the relation of the
American economy to the world economy almost entirely in terms of exports,
imports, oversea investment, and foreign debts. For some time now we have
felt that a broader framework is necessary. Important as they are, foreign
trade and payments are largely transmission belts and we need to look beyond
them to the conditions at home and abroad that they connect. There is no
logical limit to the “broad review of America’s position and prospects in the
world economy” that you have asked me to provide, so I have had to rely heavily
on your invitation to “select.” Still, the task remains formidable. Your purpose

1 Mr. Diebold is director of economic studies at the Council on Foreign Relations, Inc.,
New York. The council is a private nonprofit organization. It takes no stand on ques-
tions of national policy. The views expressed in this statement are the author’s only.
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is to obtain a broad background for a series of hearings that will deal with
certain aspects of the economic relations of the United States with the rest of
the world. Therefore, even a selective review must be rather comprehensive.
It cannot also be detailed, and I apologize in advance for the generality of
most of the statements that follow. I am not presenting a statistical analysis
or a series of projections. I am not trying to guess what will happen in the
next few months or the next year. Instead, my statement calls attention to
some broad lines of development in the world economy that seem bound to raise a
series of questions for national policy during a number of years to come. They
will, therefore, have an important influence on employment, growth, and prices
in the United States, even though it is not possible to give precise indications of
their effects in advance.

Because my statement must cover so broad a range of issues, you will not
expect me to comment on pending legislation, appropriations, or other propoesals.
One can do justice to such issues only in more detail than is compatible with
the kind of statement you have asked me to make. For the same reason, I
shall be raising questions and suggesting possibilites, not proposng particular
lines of action. I speak only for myself. I have no authority to speak for the
Council on Foreign Relations or any of its officers, staff, or study groups.

I

The primacy of politics is not something that economists are always willing
to accept, nor should they in every instance. But this survey would be out of
perspective if it did not start with the dominant influence on the American
economy that comes from the need to deter Soviet aggression and to prepare
to meet it. .

‘One has only to look at the level of arms expenditure in the United States,
the Soviet Union, and other countries, and at the proportion of world resources
going into military production, to see that major changes in the relation between
the two great powers would have great economic consequences. But even if
there is neither war nor disarmament we cannot assume that the economic
effect of maintaining a high level of military preparedness will -be constant.
Changing military technology can spell the rise of one. industry and the fall of
another. It can radically alter the demand for particular raw materials and
so affect the domestic economy, trade with other countries, and sometimes the
attractiveness of investment opportunities in different parts of the world.

While the increasing cost of new weapous is well known, one often encounters
the opinion that because destructive power is now so concentrated, the total
cost of maintaining military strength is likely to fall. I am in no position to
pass judgment on this mater, but one need not be an expert to see another pos-
sibility in the offing. There is much discussion of whether the United States
should have the means of fighting sizable wars without the use of large-scale
nuclear weapons and should be prepared to move quickly to fight relatively
small actions in far places. To do this in addition to maintaining an adequate
nuclear deterrent might well raise the cost of military preparedness. The
Soviet threat and the choice of Western strategies can undoubtedly have a
greater effect on employment, prices, and stability in the American economy
than changes in the more obvious elements of our foreign economic relations.
After all, a 10-percent change in the military budget equals more than our total
annual expenditures for foreign aid and a 5-percent change exceeds our whole
nonmilitary aid. The goods and services, for which our annual military budget
provides, considerably exceed our total foreign trade, exports plus imports.

Concern with military potential is only one of the elements in the now
familiar debate about the comparative rates of growth of the Soviet and the
American economies. Your committee already has the matter under study
and I cannot at this point add anything to the detailed discussion of data.
However, since we shall have this problem with us for some time to come, it
would be well to clarify some of our thoughts about it. Some times over-
simplified and rather crude camparisons are set forth which do not help us
to understand these important issues and may prove misleading to people in
the rest of the world. We need to sharpen our concepts of growth and look
more critically at the relation between economic size and military and political
power. We should not leave ont of account either the other countries of the
free world or China and the European satellites. When it comes to drawing
conclusions that may affect national policy, two rather obvious points need to
be borne in mind: First, we can have a major intluence on only -one side of
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the comparison, but that side includes not only the United States but other
countries in the free world that have great potential for growth; second,
while there are important reasons to be concerned with the growth of the
American economy, too much is at stake to permit our policies to be dominated
by comparisons with the Soviet Union. The “growth race” is important, but
there are dangers in letting it acquire excessive symbolic importance.

In the last 5 years the U.S.8.R. and China have added a new complication to
‘our problems of foreign economic policy by offering military, economic, and
technical aid to underdeveloped countries while expanding trade with them.
In these matters the Communist powers are latecomers. They have thereby
gained some political and psychological advantages. Some elements of their
aid and trade policies seem designed to exploit frictions that have developed
during the many years that the United States and other industridlized countries
of the free world have been engaged in this kind of activity. -Concentration
of aid has given the U.S.8.R. a strong position in a few countries, but taken
as a whole the Soviet program is still quite small compared to what the
Western countries are doing. However, the U.S.8.R. has the means of expand-
ing its trade and aid program substantially if it judges the gains to be worth
the effort. To be sure, Moscow may change ‘its policies or make enough mis-
takes to throw away its advantages; Peiping may find its own economic difficulties
too great to permit expanding its outside activities. But it would unwise
to build American policy on any such assumptio_ns. Instead, we had best expect
increased Soviet and Chinese economic activity in international trade and
finance to be a continuing factor in the world.

There will then be continuing problems of what p011c1es the United States
should follow toward this Communist activity. How great a danger, is there in
it? Are there means by which the underdeveloped countries can extract the
maixmum benefits from this additional aid while safeguarding themselves
from Soviet pressure and influence? When should the United States make
counter offers? When: should we stand ready to replace Soviet aid if it is with-
drawn or a country wishes to give it up? Do new problems arise in giving
American aid to a country that also gets aid from the U.S.S.R.? Should the
United States change some of its own aid practices to compete more effectively
with the U.8.S.R.? Do we need new trading agencies to offset some of the
advantages of Soviet and Chinese Government trading? These questions are
only a beginning. Many of them probably cannot be answered in general terms.
But they indicate lines along which our thought will have to move. There is
also a fundamental consideration to be kept in mind: the risks of damage from
Communist trade and aid activity can be reduced by measures that improve
the operation of the economy of the non-Soviet world. By reducing vulnera-
bilities—whether they be inadequate growth, a lack of capital, persistent or
sporadic surpluses, or whatever—we reduce the opportunities for the ‘Soviet
Union to expand its influence by economic means. }

" Along with this new set of problems, an old and familiar one that has given
us headaches in the past will need to be looked at again. There is a growing
interest in Western Europe, Japan, and perhaps the United States, in trade
with the Communist countries.” Some of this is political on the part of people
who believe that trade will reduce tensions. Some of it is clearly commercial.
While the economic importance of this trade for thé United States may not be
very great, there may be some advantages; in any case American producers-
and traders are likely to show some interest, particularly if'they see foreign
competitors establishing regular relations with Communist countries. We shall
probably need some fresh assessments of familiar economic -and political argu-
ments. For instance, im conjunction with our allies, we might well look at
the bearing of this trade on Soviet growth, at its potential economic importance
to certain countries of the free world, at the validity of our distinction between'
strategic and nonstrategic goods, at possible ways of controlling or organizing
trade, and at the political implications of fostering -or discouraging it.

. o } N

The desire for economic unprovement in the tremendous part of the world that
is usually called underdeveloped now has a high place in any agenda of economic
problems facing the United States. The salient features of the problem and the
range of considerations that make it important to the United States are well
known. Later this week you will devote a day to-a discussion of some of the
problems of economic development, and perhaps that session will provide an
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oceasion to raise some of the intricate problems that I shall have to pass over—
such as the means of mobilizing local capital, the possibilities of increasing private
investment, the relation of private and governmental action here and abroad,
and the relation of population growth to economic development. Here I can
only comment broadly on a few loosely connected issues and trends.

In the course of the last few years, we, in the United States, appear to have
come to the point of recognizing that for a long time to come this country is
going to be involved, in one way or another, in the economic development of
foreign countries. We had better be sure, therefore, that our policies and methods,
some of which were introduced on other assumptions, or even improvised, are
reasonably well suited to the long haul. This does not mean that the issues
are not timely, urgent, and critical. They are, but we should be sadly disap-
pointed if we thought that a massive effort by all concerned would solve the
basic problem in a few years. )

Fconomic development is not only a long process, but a complex one that
contains a wide range of problems. As development proceeds, problems change.
Not all the problems result from lack of development or from the failure of an
economy to begin moving rapidly. Quite the contrary. Many of the most difficult
problems come from the acceleration of development. The rapid pace of growth,
not the absence of it, is one of the principal causes of inflation and balance of
payments difficulties in some Latin American countries, for instance. Part of
India’s difficulty in paying for imports results from a boom in the private sector
of that country’s economy.

Several inferences for policy can be drawn from the fact that “economic de-
velopment” is shorthand for a wide range of problems that will last a long time.
One is that we are likely to be misled if we think of economic development in
terms of formulas or patterns. There are many common problems, of course, but
the best combination of measures will differ from country to country and from
time to time. Sometimes the first emphasis should be on agricultural develop-
ment, sometimes on industry. The main need may be to get outside capital into
the country or it may be to find ways of using the capital that already exists
effectively. It follows that effective aid to economic development is apt to require
a wide range of devices; concentration on one or another of the familiar forms
of aid is likely to leave us ill equipped to meet important problems. It is also
very desirable to have a broad base of resources, skills, experience, and interests.
Industrialized countries, other underdeveloped countries, private capital, and
international organizations, all can play useful parts, and do. Though there cannot
be much quarrel with this description of needs, it seems clear that we have not
yet secured the widest base for aid to economic development, provided a full
array of means, or fully explored the possible combinations of methods.

There are however, some recent favorable developments in these respects.
The growing importance of the Development Loan Fund, the inauguration of the
U.N. special fund under Paul Hoffman, the increased activity of the International
Monetary Fund, and the International Bank for Reconstruction and Development
all move in this direction. Discussion of the proposed International Development
Authority seems to be focusing on the means of bringing Western European
countries more fully into the process of aiding economic development. Some of
these countries are already providing aid in one form or another, but it looks
as if many of them have the means to do more. Skills and experience are in-

volved, as well as funds and goods. While multilateral aid is not always pref-

erable to bilateral aid, the increased interest in international arrangements seems
to have a fairly solid basis. A more economical disposition of resources may be
achieved through broader participation. There are increased opportunities for
developing countries to help one another especially through the exchange of
specialists and experience. In some circumstances an international agency
can help greatly in exercising some of the pressure that is necessary for hard
decisions about development. The Fund and the Bank are playing a valuable
part in this. It should not be a surprise, however to discover—as some recent
Latin American reactions remind us—that there are times when it is no easier to
accept the political consequences of financial discipline under international
pressure than under any other kind of pressure.

Though the growing complexity of the free world’s aid-giving machinery has
caused some people qualms, it also has its good aspects. Look, for example, at the
way different kinds of aid were combined to help Turkey and India during 1958.
Britain, Canada, Germany, Japan, the United States, and the World Bank con-
certed their efforts to help India meet its balance of payments difficulties. Amer-
jcan aid to India comprises DLF loans, Export-Import Bank loans, and Public
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Law 480 sales. Turkey was helped by the International Monetary Fund, the
United States, and several Western European countries acting through the EPU.
The American share of that operation involved DLF loans, Public Law 480
sales, defense support grants, money from the contingency fund, and postpone-
ment of installments of past debt. Assuming that it was wise to provide aid in
these cases, it looks as if the multiplicity of forms made it possible to accomplish
things that might otherwise have been very difficult or impossible.

Aid is, of course, only one part of the problem of economic development and
cnly one of the ways it affects the American economy. Crucial as foreign as-
sistance is, the main job of development must be done by the people of each
country. One of the main assets a country has to sustain its own economic
development is its ability to produce goods for export. If the United States
accepts the fact that it has an interest in the growth of the underdeveloped
countries, then it must give at least as much attention to trade relations as to

.ways and means of aid. A strong underpinning in provided by the fact that
a high level of economic activity in Western Europe and the United States auto-
matically produces a strong demand for the principal products of the under-
developed countries. If we assure the continued growth of the American and
Western European economies, we can be reasonably optimistic about the ability
of the underdeveloped countries as a whole to increase their export earnings.
But this does not mean that each and every one of them can count on that, or
that the longrun upward movement will be stable.

Some countries may have trouble maintaining exports while meeting rising
domestic demand. Some commodities may be plentiful enough so that their pro-
ducers may suffer some disadvantage in the terms of trade. Technological
change has a great effect on raw materials markets and can change demand
rather more rapidly than is convenient for suppliers. In 1937, rubber, silk, and

_ tin accounted for nearly 50 percent of the value of U.S. imports of crude mate-
rials (excluding food) ; last year they were less than 15 percent. Though our
economy has expanded greatly, and the value of raw material imports has nearly
tripled, we import substantially léss of each of those basic products than we
did 20 years ago. We cannot gear technological innovation to the interests of
underdeveloped countries, but it is of some importance that we should try to
anticipate the effect of significant changes, especially on countries that depend
heavily on sales of a product that is due for slow or rapid decline.

There is also American raw material protectionism to be reckoned with. The
United States is a major raw material producer. Over a wide range of prod-
ucts domestic output can hold its own with potential imports. But domestic
producers of some raw materials feel threatened by imports. Sometimes only
a portion of the producers in an industry are affected and the level of imports
determines the size of the domestic industry, not its existence. Sometimes the
impact is broader and a large part of the domestic industry is clearly in decline.
Sometimes what is at issue is primarily a price structure. Our record of public
policy has been mixed. Recently, partly under the impact of the recession,
we have extended protection, hotably for oil, lead, and zine. (Ironically, but
not surprisingly, the main effect of this protection is felt after the recession.)
Our agricultural policies make tariffs or quotas necessary on a number of prod-
ucts. In other cases, domestic producers have failed to get the protection they
sought. It would be out of place to enter into the details of particular com-
modities. The general problem is simply that when an issue of this sort is being
considered in the United States, it is important to realize that in addition to
the usual arguments about the pros and cons of protecting high-cost producers,
we ought to take into account the effect of contracting the market for the prod-
ucts of underdeveloped countries and so adding to their problems of economic
development The result is bound to be a series of indirect effects on other
elements in the American economy.

Another set of factors concerning raw material trade bears on the notorious
instability of world markets for these products and the troublesome couse-
quences for the producing countries, especially those which depend heavily on
income from sales of a few products. The decline in raw material pnces after
Suez revived an old interest in possible stabilization measures.” Moved in part
by its concern for the course of events in Latin America, the U.S. Government
has taken a more sympathetic view than it often expressed in the past and
went along with an agreement among producing countries aimed at holding
coffee off the market. Although raw material markets are now improving once
more, we can reasonably expect to hear more of these matters in years to come.
That the U.S. Government should be willing to examine these problems with
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producing countries is certainly desirable. It would be unfortunate, however,
to fool either ourselves or them with the idea that the prospects of effective long-
run action are good. Emergency action may always be possible but whether
acceptable, longrun stabilization measures can be devised is much more doubt-
ful. This is not one of those cases in which the economists have a selection of
good, workable arrangements to propose if only untoward political obstacles
were removed. On the contrary, while there are scores of proposals, there is
little agreement. This is one of the most troublesome areas of economic analysis
marked by great differences as to what is desirable and also as to what can be
accomplished. There is no room here for a close analysis of these matters, but
a few questions will suggest the range of difficulties.

What is to be stabilized? Prices, foreign exchange earnings, or the income
of producers? The problems and the means of coping with them will differ
substantially according to the answer.

Do raw material-producing nations really want “stability” or do they want a
floor put under the markets, without a ceiling? Both the kinds of machinery
that could be used and the willingness of consuming nations to accept such
measures might depend on the answer.

Can effective stabilization measures be devised that do not seriously inter-
fere with longrun changes of price and volume of trade of the sort that are
necessary if markets are to serve their purpose of guiding production?

Buffer stocks have appealed to many as the best way of moderating raw ma-
terial fluctuations, but there is a nagging doubt about the workability of the
neatest schemes in the face of producer pressure to prevent the liguidation of
stocks once they have been accumulated. Some have advocated special loans
to producing countries when surpluses appear that would keep up their current
income and enable them to hold supplies off the market. Because of the difficul-
ties of getting international agreement, national action in both producing and
consuming countries has appealed to others. Countries as different as Ghana
and New Zealand have done reasonably well in stabilizing returns to domestic
producers in spite of fluctuations in world prices. But continued success de-
pends on reasonably good world markets. Some countries are prevented from
taking effective shortrun stabilization measures because they lack storage fa-
cilities. Sometimes a relatively small shift in world demand has greatly mag-
nified effects on the economy of a small nation heavily dependent on one
export. This was part of the difficulty over Burmese rice a few years ago.

The United States is also an important exporter of raw materials and food.
The sale of agricultural surpluses for local currency has become a major form
of American aid. We have been made aware of the difficulties of avoiding the
displacement of commercial trade by these shipments. We may find a growing
problem of the relation of aid shipments of such products as rice and cotton
to the opportunities that underdeveloped countries have to sell their own
expanding output of these products. Our calculus must somehow be large enough
to relate the advantages of giving rice to India and Indonesia, for example,
and the disadvantage of narrowing the market for rice exports from Burma or
Thailand.

We need also to think about the expansion of exports of manufactured prod-
ucts from underdeveloped countries. This trade may first be important in
nearby markets in other underdeveloped countries. However, it is only rea-
sonable to expect that in time sizeable quantities of cheap goods will make
their appearance in American and European markets. Some of this will be
made possible by the low wages that will prevail for some time in most under-
developed countries. We can look forward to problems comparable to those we
have long faced with Japanese goods and that England now faces with textiles
from India and Hong Kong. We are doing nothing more than temporizing
with the Japanese problem by so-called voluntary quotas and the same method
has caught on in Europe. We do not seem rich in ideas about what to do next,
but unless we can find some means of permitting developing countries to make
the most of these assets we shall be further complicating the problems of eco-
nomic development.

Another trade problem concerns protectionism in the underdeveloped coun-
tries. The justification of some protection for an infant industry is widely
accepted by economists and has deep roots in American tradition. But before
the phalanx of factories from San Francisco to Magnitogorsk and from Stock-
holm to Milan, almost every industry in an underdeveloped country may look
like an infant industry and some kind of blanket protection is likely to be
tempting. There is considerable risk that the governments of some under-
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developed countries, under familiar economic and political pressures, will in-
dulge in protection on a scale that will damage their own interests and in the
process slow, or at least distort, their own economic development instead of

~ fostering it. No one has ultimate wisdom in this matter; good fortune and

econoluic expansion may serve to overcome some serious mistakes. GATT pro-
vides some help. The other international agencies are in a position to take
account of commercial policies in their activities in the underdeveloped coun-
tries. The United States and Western Europe have a part to play because of
their intimate links with the underdeveloped countries through aid, trade, and
private investment, Pursuit of good examples is not the most marked char-
acteristic of nations and it would be unrealistic to call on the advanced countries
to conduct themselves as paragons, but their chances of success in thls matter
will be helped if their own protectionism is kept to a minimum.

V . . Ix

" If we turn away from the endless panorama of the problems of the under-
developed countries and look toward Europe we see not the end of a story,
surely, but the end of a phase and the opening of a new stage. The great
European problems of the postwar decade are behind us: recovery, the dollar
shortage, tight restrictions of trade and payments, the difficulties of removing
wartime controls. New heights of production and consumption, coupled with
a great improvement in balances of payments, have now led to a considerable
measure of convertibility. Of course Europe continues to have economic prob-
lems : some recent stagnation or recession; the coal surplus; uncertainty about
the area’s longrun energy position; Algerlas continuing threat to French fi-
nancial reforms; the underdeveloped areas of southern Europe; inflationary
pressures. The big difference is that these problems arise now against a back-
ground of prosperity and growth. The picture is not only greatly changed from
that of 1947, but it is a different Europe from that which existed 14 years after
the end of the First World War, in 1932.

One mark of the improvement of the European economy was the slight effect
on it of the last American recession. That was partly, of course, because of the
character of the recession, but already in 1953-54 the European economy had
weathered an American slump with less damage than was expected. MThe
fears that. existed at the end of the war that Europe’s economy would always
be at the mercy of fluctuations in the United States and would be buffeted
seriously whenever there was a drop in economic activity here should by now
have dlsappeared With them should have disappeared the arguments that
Europe’s prime need was for a series of controls capable of putting buffers
between it and the United States. Another set of measures, those based on
assumptions of a permanent dollar shortage, are also due for scrapping. Since
convertability several European countries have taken important steps to liber-
alize their trade with the United States. There is some distance left to go
and the leader of the American delegation to the last session of GATT was.
quite right in calling for the removal of remaining discriminations against
dollar goods, since these no longer have any justification on balance of payments
grounds. This kind of progress will be a direct advantage that the United
States can gain from the improvement in Europe’s economy. In addition, we
can hardly count it as anything but a gain for our broad national interest that
Western Europe can play a greater role in the world economy.

One of the effects of Europe’s expansmn has been the stronger competltlon
that the American exporters are meeting in markets around the world. This is
inevitable. We cannot have a healthy Europe without it. While certain ex-
port markets may be lost for good, I have reasonable confidence in the ability
of American producers to meet a good bit of competition once they face the
challenge. European recovery has also played its part.in the gold flow from
the United States. It is to Western Europe that the gold has gone. This is
probably an important longrun gain because a Europe with good reserves will
be more stable and better able to hold its own place in the world. It is through
such developments, supplemented by measures like those increasing the reserves
of the International Monetary Fund, that we create the conditions in which
current and -future difficulties can be met as more or less normal problems
rather than as emergencies. .

The improved position of Western Europe also raises the questlon whether
the countries of that area can be expected to play a greater part in meeting
the costs of some of the common free world measures. I have already mentioned
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the possibility of mobilizing more European capital for economic development.
Edward Bernsteins’ analysis of the gold flow from the United States points

a finger at U.S. military payments in Wegtern Europe as one of the factors that -

may have to be adjusted to time to prevent the outflow of gold from becoming
a source of weakness. This suggests a reexamination of what NATO used to
call burden sharing, to see whether a pattern of payments established some years
ago is still the most desirable. This is clearly a very delicate issue, involving
strategy as well as economics. It suggests other questions about the relations
of defense and trade that are likely to be with us for some time. The recent
Buy American cases concerning heavy electrical equipment and past arguments
about watches and other products are familiar examples. There is a cogent
Canadian argument that a single land mass with much common air defense is not
easily divisible into two economic units on defense grounds. The conferences
about shipping a few weeks ago siiggest some of the complexities of defense
economics. European complaints seem to have been directed not only at Ameri-
ean subsidies and cargo preferences which have been defended largely on strategic
grounds but also at the increasing use of “flags of convenience” which are re-
garded as an economic threat to some of our allies. To know where we stand
we shall have to keep reviewing the economic requirements of our defense needs
as strategy and military technology change. With this must be coupled sensi-
tivity to the political requirements of our alliance policy. Throughout we have
to weigh the arguments for protecting or subsidizing domestic production of
strategic products against the long run need to make the most economical use
of resources and to maintain the highest possible level of economic health and
activity throughout the free world. .

Western Europe has not only gained new economic strength, it has taken on a
new shape. At its core is the Common Market—the European Economic Com-
munity, comprising France, Germany, Italy, and the Benelux countries. Though

the reduction of trade barriers among the six countries is scheduled to take

more than a dozen years, the initial response of business has been so strong that
we may find the process speeded up. In any case, even if the original schedule
is kept, and though there are always possibilities of failure, we must base our
policy on the assumption that a customs union will be formed with a common
tariff—and perhaps eventually a common commercial policy—toward the outside
world. This is an extraordinary change from the traditional Europe. While
keeping a clear eye out for the inevitable difficulties and for the effectiveness of
the forces that will resist change, one can hardly fail to be rather optimistic
about the longrun effects of this economic union.

There will, however, be some problems for American policy, and perhaps some
difficulties for some parts of the American economy. Some American exports will
be put at a disadvantage; how serious this will be is hard to judge in general.
The Common Market countries have professed a willingness to lower barriers to
trade with the rest of the world, but, as in most countries, there are conflicting
internal forces. It is of some concern to the United States that internally the
Common Market should funetion as freely as possible, and that its external trade
barriers should be low. The principal means we have of pursuing this aim is
by tariff bargaining in GATT. The Europeans say they are ready for this,

but I get the distinct impression that the importance of the result will depend .

on the willingness of the United States to bargain seriously which means to offer
somi real concessions in return for better access to the enlarged European
market.

Later this week, when you discuss American relations with the Common
Market, you will undoubtedly get into the intricacies of the various free trade
area proposals. Essentially this is a matter of the impact of the Common Mar-
ket on the neighboring countries. This is not just Britain; Switzerland, Austria,
and Denmark have an even greater interest, so far as trade is concerned. It
is certainly important to the United States that a serious economic and po-
litical split in Burope should not result from the creation of the Community.
It is not so easy, however, to see along what lines an agreement can be reached.
We have also to weigh the effects on American foreign trade of further re-
moval of trade barriers among the European countries against extending the
area of discrimination against American products that this entails. The matter
grows more complex as we explore the possibility of some kind of association
of the British Commonwealth countries and their system of imperial preference
with the new Buropean arrangements. We may be faced with some hard
choices if, Instead of a true free trade area with all internal barriers removed,
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a series of special arrangements should be proposed, in which different coun-
tries would be associated with the Community .in differing degrees and special
understandings would cover trade in certain products. This is already the
case for agriculture. Such a development might begin to look like the kind
of worldwide trade discrimination we have long sought to eliminate. Con-
vertibility has removed one of the arguments for discrimination that was most
often advanced in the past and at the same time has reduced some of the risks
of trade distortion from the creation of regional or other selective groupings
of countries. We shall have to look very hard to determine how seriously our
interests are affected by these possible developments and what courses of action

-are open to us. The commitments that most free world countries have under

GATT are gaining in relevance and it is likely to seem increasingly important
to the United States to maintain them and increase their effectiveness.

The creation of the European Common. Market has repercussions beyond the
potential free trade area countries. Africa is a clear case. French and Bel-
gian territories are linked with the Common Market while British and inde-
pendent countries are outside it. If matters are left this way there are likely
to be implications for relative rates of development and there would be some
danger to the growth of closer relations among the African territories. There
is evidence of some concern with this problem among African leaders who may
take the initiative in working out relations among themselves. In Latin
America there is worry about the preferred position of some competing African
producers inside the Common Market’s tariff wall, and about the bargaining
position that Latin America will have in facing a large European bloc. In Asia
there is also concern about these matters, perhaps especially in India and
Japan. Here again GATT is relevant because up to a point the Common
Market countries are bound by GATT rules and because in that setting the
outsiders have a chance to join forces in presenting their cases.

Partly because of what has been happening in Europe, there is a stirring of
interest in other parts of the world in the possibility of forming new regional
groupings. Several proposals are being studied in Latin America; a limited
arrangement has ‘been approved in Central America. The United States re-
cently reversed a policy of long standing and lent support to the drafting of a
charter for an Inter-American Development Bank of which this country would
be a member. The President has indicated that we would aid a Middle Eastern
bank of the same sort, but without becoming a member. Various kinds of
African development organizations have been proposed. We may expect to
hear more of this kind of thing. Quite a wide range of questions opens up for
the United States, as well as for countries that would. be directly involved
in these groupings. The applicability of Western European models is probably
quite limited. In most underdeveloped areas, for instance, while there would
be gains from liberalization of trade and payments, an effective integration ar-
rangement would have to be more closely geared to.investment and develop-
ment plans. Difficulties from divergences in monetary and fiscal policies might
be much more serious than in Burope, where they have not been negligible.
There are unresolved questions about’ whether a development bank or some
other regional financial arrangements would promote broader measures of
integration. :

Only rarely is the case for regionalism based on a clear-cut demonstration
that a certain grouping is the natural economic unit in which to carry on cer-
tain functions. Usually the argument is linked to political considerations or is
based on simple pragmatism: These countries can agree among themselves, a

. larger group could not. If by getting together with a small group of others,

countries can go farther along the path of liberalization and sensible alloca-
tion ‘of resources .than they can on a national or global basis, then there is a
good case for seriously looking at regional possibilities. There are also some
advantages in having each country’s economic policies judged to some extent
by its peers who are immediately associated with it in some common venture
and not only by the more remote officials of distant countries or international
agencies.

At the same time, regional economic relations have their price. T have indi-
cated some of the issues that arise in my remarks about the European Common
Market. It is not only the outside countries that are affected. The members
of the regional arrangement may find themselves deprived of some of the bene-
fits of wider economic relations if they are tied too closely to a. grouping that
is restrictive in important ways. This is not an issue that can be resolved by
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generalities; it depends very much on circumstances and on the terms of parti-
cular arrangements. We shall probably have to give much attention to such
questions in the future.

The United States probably does not have to make a sharp choice between
regionalism and globalism. It can look sympathetically on efforts of countries
to work out problems for themselves by regional groupings, and may be able
to encourage or help some of these efforts. But it is also important to insist
that regional arrangements be looked at in a global—or at least free world—
perspective and that they be subjected to rules of the sort laid down in the GATT
agreement. More than rules are involved; the constant testing of the actual
working of the arrangements by discussions and negotiations in international
forums is also of great importance. We must be concerned, too, about the effect
of regional developments on our own trading and investment interests, and on
the position of other countries that are left outside. Some of these will be small
countries, with limited bargaining power. Others will be countries that for one
reason or another, sometimes political, cannot join particular groups but ought
not be deprived of opportunities to expand their economic links with the world.
Among the great trading nations Japan is perhaps the one beside the United
States that is least apt to find a place in a regional trading arrangement. It
is quite important, politically and economically, that the world economy should
be able to accommodate single countries as well as regional groups, and with-
out great disadvantages. Eventually there may also be a question about Ameri-
can membership in some regional group—but to explore that hypothetical possi-
bility now would require far more space than is available.

v

This survey has had to be conducted at a level of generality that forbids
the drawing of any sharp conclusions. It has been something of a catalog
of major problems and trends, each of which must be examined more fully
than I have been able to this morning to judge just what its effects are likely
to be on employment, growth, and prices in the United States. Even so, this
statement has omitted a number of important issues. For instance, I have
said almost nothing about the relations of the United States with such important
countries as Canada and Japan, which present a whole series of problems
quite different from one another. Private investment needs to be examined, not
only as to possible future amounts and direction, but in its relation to domestic
needs, imports, and exports; when we talk about the American economy we
have increasingly to keep in mind that an important element in it is the economic
activity of American firms abroad. Agricultural problems are global, not just
national; the international trade in farm products is to a high degree con-
trolled by governments. What will happen to this important segment of the
world economy? What are the implications of widespread agricultural protec-
tionism for the industrialized countries and the underdeveloped ones? The
world’s energy supply presents an interesting series of problems: How long
will the oil surplus last? How much use can be made of nuclear energy how
soon? The use of local currency sales and loans has eased a number of aid
problems, but it is piling up questions for the future. It is easy to add to the
list.

If there is one general observation that can be drawn from the wide range
of diverse developments that this survey has mentioned, it is that the world
economy is in the process of substantial change, as it has been so often in the
past. Some of the mainsprings of change lie outside the United States. Up to
a point the United States can influence the course of economic events but only
rarely can it control them. TIn a broader sphere, the effectiveness of American
foreign policy is linked both with our economic strength and with the growth
and proper functioning of the free world economy. The economic welfare of
the United States is, in turn, affected to a considerable extent by what happens
in the rest of the world. In this situation we are, and will continue to be, faced
with a series of choices. They may look very different from one case to another,
by and large most of them will have in common the fact that they are choices
between flexibility and rigidity. Usually the economic advantage for the
United States and also the ability of this country to influence the course of
events abroad will lie on the side of flexibility. This has been apparent for a
long time in our domestic economy. We have not always applied the same prin-
ciples to our foreign economic relations, but there is increasing reason to do so.
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The Cramrman. Tomorrow we meet here in this same room at 10
o’clock to discuss the question of balance of payments and the signi-
ficance of international gold movements. The discussions will be
from Prof. Robert E. Baldwin, of the University of California; Prof.
Charles P. Kindleberger of MIT; Mr. Walther Lederer of the De-
partment of Commerce; and Prof. Wilson E. Schmidt of George
Washington University.

We stand recessed until 10 o’clock tomorrow morning.

(Whereupon, at 11:50 a.m., Monday, June 29, 1959, the committee
recessed, to reconvene at 10 a.m., Tuesday, June 30, 1959.)
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TUESDAY, JUNE 30, 1959

CoNGRESS OF THE UNITED STATES,
Joint EcovoMic COMMITTEE,
Washington, D.C.

The committee met, pursuant to adjournment, in room P-63, the
Capitol, at 10 a.m., Senator Paul H. Douglas (chairman of the com-
mittee) presiding.

Present: Senators Douglas and Javits, and Representatives Coffin
and Widnall. . '

The CHAIRMAN. Gentlemen, the hour of 10 o’clock has come. I
think we can open our hearing.

I want to thank you gentlemen for taking the time to prepare your
papers, some of which I have had a chance to look over.

Mr. Lederer’s paper is apparently basically factual and I think
perhaps we should begin with him and then pass to the other papers,
which are analytical and synthetic. '

We are very glad to have you, Mr. Lederer.

Let me say that the papers will be printed as you submit them, but
perhaps it would be well if you talked informally, not to exceed 10
minutes apiece. Then there can be colloquy between the members of
the committee and the members of the panel.

STATEMENT OF WALTHER LEDERER, OFFICE OF BUSINESS
ECONOMICS, U.S. DEPARTMENT OF COMMERCE

Mr. Leperer. I have brought some charts along, which are also
included in the statement here, which make it a little bit easier to
see the situation.

The first chart I have here is the balance of payments in 1958.
For those who are not entirely familiar with that kind of statistic,
I might say that the balance of payments is based on a double entry
bookkeeping system with debit items on one side and credit items on
the other side. What this chart shows is roughly the magnitude and
the kind of items that go on the two sides of that account.

I might say here that the balance of payments includes not only
items which require actual payments, but it includes also items which
represent transfers of any kind of resources, goods, services, or capital
assets.

Suppose, therefore, that we export something under a Government
aid program. The item would appear here In the exports, and it
would appear in the same magnitude over here under Government
grants or Government loans, for instance. ' '
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The important thing is understanding this kind of data is that the
two sides of the balance sheet are not entirely independent of each
other. Very often if one item is changed on one side, a corresponding
item is changed on the other side, and the balance 1s relatively little
affected.

In 1958, you may see that our payments were larger than our re-
ceipts as we define it here. The difference represents the amount of
gold or dollars which we transferred to foreign countries. In 1958,
the magnitude of this balancing item here was $3.4 billion.

You may also see on that chart that merchandise imports were
considerably smaller than merchandise exports. Yet—and this is
something which is often forgotten—even though we have an export
surplus, we had a balance-of-payments deficit. The reason is that
the merchandise imports comprise less than half of our total pay-
ments, while exports comprise somewhere around 70 percent of our
receipts.

The next chart shows the development of total payments and re-
ceipts since 1946. The figures are quarterly, seasonally adjusted since
1950. The red line represents the payment ; the green line the receipts.

You may see that, all in all, roughly up to the end of 1949, the time
of the devaluations of the British and other foreign currencies, our
receipts exceeded our payments, and foreign countries liquidated
their reserves to make up that difference.

Beginning with the end of 1949, and practically all through that
period to now, with two exceptions which I am going to mention in a
minute, our payments exceeded our receipts. That is, we paid out
more than we received back. The difference was added by foreign
countries to their reserves.

There were two small exceptions. One was, shortly after the begin-
ning of the Korean war, when there was some lag in foreign purchases,
that resulted in a small reduction of the reserves these countries had
accumulated earlier in that period. The other interruption was in the
year following the Suez crisis..

You may see that the gap between payments and receipts was
around $4 billion during most of 1958 and probably is somewhat higher
at the moment ; that was substantially more than in any other period
we had since the war. The latter part of 1952 and the early part of
1953, was perhaps the one period that came closest to it. [Indicating.]

At that time the rate was somewhat over $2 billion. So now the
g:;cess of our payments is about $2 billion more than it was in 1952

As for the reasons, this chart, as you may see readily, cannot explain,
why we have that big gap. The reason is that if you start out with
1957, then you will see that our receipts fell very substantially, much
more than our payments. But if you go back a few years, then you
might see that our payments increased more than our receipts. So
you see it depends entirely upon the base period and perhaps upon the
points that you want to prove, which period you choose. You can
prove either point that you want to make.

However, perhaps a somewhat different approach would be to
look who got that gold and dollars that we paid out. That is shown
on the third chart here, where you see three lines. The upper line here
shows the economically advanced countries, which include here most
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of Western Europe (with the exception of Spain, Portugal, Turkey,
and Greece) and Canada and Japan. The other countries are included
in the record line, and the international institutions—that is, the
Monetary Fund and the International Bank—in the lower line.

You can see that practically the whole gain in foreign gold and
dollar reserves was by the economically advanced countries. The less
developed countries did not gain very much, and I should say that a
very large part of that gain accrued to very few countries, like Vene-
zuela, for instance.

The international institutions got their big contributions in 1946
and 1947. You see that their gold and dollar balances dropped in 1956
and 1957, and that was due to a large extent to their loans to the ad-
vanced countries here, during the year after Suez.

The problem now is, of course, what is behind the gain of the ad-
vanced countries.

This chart seems to suggest that there has been a change in the
economic position of the United States, vis-a-vis the other advanced
economic countries. That change has not shown up as drastically
before 1957. The reason was probably that these countries had a
very high level of economic activity. They were mostly busy produc-
ing for themselves, and the amount of resources that they could de-
vote to the accumulation of reserves wasrelatively limited.

In 1957, their economic activity flattened out. It did not actually
drop much if at all. But that gave them the excess capacity to com-
pete more energetically on various markets, and it is then, probably,
when our exports felt the impact of that increased competition, and
not only our exports but also our imports.

Generally speaking, if you have a balance-of-payments disequi-
librium, it does show up not only one one side of the accounts; it
shows up on both sides of the accounts. ‘

At the present time, it seems that some of the factors which caused
that big disequilibrium in 1948 were temporary factors. There are
certain kinds of exports which we know will probably go up in the
near future: Cotton, for instance, is one of them. Airplanes is an-
other one. ’

There is also good reason to believe that the expansion of economic
activity in Europe will again lead to a rise in our exports. But I
tried to estimate the effect of these two types of development, and my
conclusion would be that they would not be sufficient to bridge the
balance-of-payments gap. In other words, if I add up on the basis
of historical parallels, and on what else we can find out, it seems that
the deficit which is now well over $4 billion, might be cut by half, but
not by much more than that, as far as we can see.

That means that even after foreign countries resume their economic
activity, there will still be a substantial gap, and the problem is, in
effect, that this gap has to be bridged or reduced if our liabilities
to foreign countries should not rise, vis-a-vis the gold stock that we
will have. ' : C

That is a problem, that has to be arranged in the relatively near
future. There is a longer term problem here, and that is due to the
probability that foreign countries presumably will continue to raise
their reserves; and that too may result in an increase of our liabilities
or a reduction of our gold stock. A
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Even if foreign reserves increase only as much as they did here in
the period 1955-56, which was not a very high rate, but it was a rate
which permitted an increase in international trade and the further
liberalization of foreign exchange restrictions—even if that kind of
rate of growth in foreign exchange reserves continues, it would mean
that our liabilities would rise or our gold stock would decline, and
that creates some problems which probably, earlier or later will have
to be faced.

The Cmamman. Mr. Lederer, would you answer one or two ques-
tions based on your paper.

Do your figures go beyond December 19587 Have you been able
to carry your projections into 1959%

Mr. Leperer. These figures go through the first quarter of 1959.

The CraRMAN. Does it follow from what you say that our military
aid to Europe has largely permitted the European countries to build
up their claims against the United States? -

Mr. Leperer. Well, you see, the military aid itself consists entirely
of goods and services. It shows up on both sides of the balance sheet,
and this item on this side is the same size as on the other side.

The military aid itself did not distribute any gold and dollars to
the European or any other countries, The only question you might
have is whether these countries would buy any part that they now
get for nothing. Tf they would buy any part that they now get for
nothing, then, of course, they would have less gold and dollars. But
the way it is now, it does not directly contribute to their gold and
dollar resources.

The Crarryan. How does it happen that the net claims of the rest
of the world against the United g)tates ran at the rate of $4 billion
last year and you say slightly more than that rate for the first part of
19597 How does that come about, when our merchandise exports
have exceeded our imports? And I suppose travel allowances would
not

Mr. Leperer. The travel is in this item here. It is roughly at the
rate of $2 billion, including transportation.

The CramrMAN. So that would not offset this figure?

How is it that your right-hand table exceeds the left hand?

Mr. Lrperer. It fall§ short.

The CrHamrMaN. Yes. How is it that Europe has accumulated
these claims against us and is continuing to accumulate them at the
rate of $4 billion a, year?

Mr. Leperer. Well, there are two ways: One is that in the trans-
actions with Europe itself we pay out more than we get back; the
other is dollars which Europe gets by way of third countries. We
pay out more on all of these items.

The CramraaN. But not on the exchange of merchandise?

Mr. Leoerer. No. )

The Craamman. Not even on the exchange of merchandise plus
travel as compared with merchandise plus what little travel there is
on the other side?

Mr. Leperer. Well, you have to take all of these items together.

The Cramyan. Yes, but what I am trying to get at is, what are
those items which cause the European countries to have a net claim
against us?
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Mr. Leperer. The trade at the moment is nearly in balance with
Europe, the trade alone with Europe.

The CrammaN. You mean merchandise and travel?

Mr. Leoerer. Merchandise alone, excluding military aid.

The Crmarrman. But that still does not answer the question, where
%loes ghe surplus of European claims against American claims come

rom ?

Mr. Leperer. It comes from the total of what we pay out for trade,
for services, for remittances, for capital movements—which exceeds
what we get back.

The CratrMAN. Yes; but what part of it is changed ?

Mr. Leperer. Oh, what part is changed ? '

The CHAIRMAN. Yes. A ,

Mr. Leorrer. All parts have changed. The imports from Europe
have gone up very substantially.

The Cmareman. But still our exports are at least equal to our

-imports?

Mr. LEDERER. Yes. .

The CHARMAN. So that there is no net balance in favor of Europe
on those items.

What I am trying to get at is to isolate the items from which
Europe has a greater volume of credits against us than we have
against them.

You say it is the total, but it is the total minus exchange of mer-
chandise.” It must lie somewhere, this residual, and I am trying to
locate just where this residual is.

Mr. Leperer. The residual, if you want to put it that way, is
service items and travel, transportation, any number of other things;
capital transactions, remittances—all these.

The CrarrmaN. You do not think the military aid has any part of
this?

Mr. Lieperer. The military aid itself does not contribute any dollars
to Europe. :

The CrarmaN., What -about the expenditures of military personnel
abroad ? '

Mr. Leperer. That, yes. That does. :

The Cuarryan. What about what is termed defense support,
where we pay for military supplies produced in the country to
which the aid is given?

Mr. Leperer. That is a very small item at the moment. It ran
in 1958 at about $200 or $250 million. That is, the offshore procure-
ment under the military aid program.

The Cuamrmax. I submit we are in a puzzle here.

Mr. Leperer. That is included here under military expenditures.

These military expenditures are quite sizable in Europe. The total
here is about $3.4 billion in 1958. Europe, out of that amount, gets
something like $1.8 billion.

These are cash expenditures, but :

The CratryaN. There are no offsetting items on the other side to
balance these?

Mr. Leperer. No.
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The CHATRMAN. Well, that is about equal to it— )

Mr. Leperer. There is no offsetting item, but this item has not in-
creased materially over the last years. It is not that item where you
find the major part of the change. The change was primarily in the
increase in imports of other goods and services and a decline in exports.

The Cruateman. This is a rather brutal conclusion, but let me put
it very briefly: ]

You say it is necessary to deal with this problem of increasing
claims of foreign countries, particularly Western Europe, against the
United States. Would not the most direct way be to shut off military
aid, have them bear the costs of their own defense?

Mr. Leperer. From a purely balance-of-payments point view, if
you shut off military aid, that is, the exports of military equipment,
then if they do not buy any part of what they lose, you would not get
any change in the balance.

The Cuammman. But I mean defense support and costs of military
personnel abroad.

Mr. Leperer. That is a different item here. That means you have
to pull back the troops which are there. Most of these expenditures,
not all, but most of these expenditures are expenditures by the per-
sonnel and for the maintenance of the personnel, like buying foods.
Some is construction expenditures on bases, and there are some pur-
chases other than that.

The Cuamman. Thank you very much, Mr. Lederer, and your
written statement will be included in the record at this point.

(The statement referred to follows:)

STATEMENT BY WALTHER LEDERER, CHIEF, BALANCE OF PAYMENTS DIvISION, OFFICE
OF BUSINESS ECONOMICS, DEPARTMENT OF COMMERCE, ON RECENT TRENDS AND
CURRENT PROBLEMS IN THE BALANCE OF INTERNATIONAL PAYMENTS

The Office of Business Economics and its predecessor organizations in the
Department of Commerce have since 1922 compiled the U.S. balance of inter-
national payments. Prior to World War II these data were published in annual
bulletins ; since then, they have appeared quarterly in the Survey of Current
Business. The current issue of that magazine—for June 1959—contains figures
for the first quarter of this year as well as earlier periods.

In the long history of development of this basic analytical material, detailed
information on the component accounts has been vastly expanded, since these
have independent utility for more specialized analysis. For example, the Decem-
ber 1958 issue of the Survey of Current Business reviewed trends in merchandise
trade during the 1957-58 business adjustment; the current issue provides data
on travel expenditures by Americans last year; a forthcoming article will bring
up to date our information on U.S. private direct investment abroad.

I mention this to suggest that in responding to the committee’s request for
facts and figures on our international transactions, and for a summary of trends
and recent developments, I shall necessarily give a condensed treatment of mate-
rials available in extensive form. Further detail on specific points can easily be
provided for published sources, and these, of course, also constitute a basis for
other analytical findings.
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In 1958, the excess of our foreign payments over receipts was $3.4 billion, but net
payments increased steadily during the year and the data for the first quarter of
this year indicate a continuation of that trend.

This figure represents the rise in our short-term liabilities to foreign countries
and international institutions and the decline in our monetary gold stock. In the
first quarter of this year our monetary gold stoek declined by $96 million, and
our short-term liabilities increased by about $770 million. During 1958 foreign
countries took $2.3 billion, or about two-thirds of their net dollar receipts in gold,
and raised their holding of short-term dollar assets by about $1.1 billion.

Types and size of foreign transactions

First, with the aid of chart I, I should like to review the various types of
foreign transactions and the magnitude of each in 1958. Balance of payments
compilations are based on the principle of double entry bookkeeping, so that each
transaction appears as a debit and credit entry, although the estimates usually
are not made that way. It may be observed at this point that the compilations
include not only transactions involving actual payments, but all international
transfers of goods, services, or capital assets. When goods or services are trans-
ferred to foreign countries without tangible compensation, they are included in
exports, and the same amount is entered on the payment side of the balance
sheet under gifts or grants. If payment is deferred, the exports are balanced
by corresponding capital movements. Thus it may be seen that for many trans-
actions there is a close interrelationship between credits and debits and a
change on one side involves often a corresponding change on the other, without
effect on the balance.

The total of our payments to foreign countries (as defined here) in 1958 was
$27.1 billion excluding, and $29.6 billion including. military grants-in-aid. Of
these amounts, $12.9 billion, or less than half, was represented by merchandise
imports.

Other purchases were about $8 billion. The largest item in that group—$3.4
billion—was military expenditures abroad. Included in this total are the expen-
ditures of our troops stationed in foreign countries, purchases by the Armed
Trorces of all kinds of services and commodities (some of which were imported
into this country), and construction expenditures. Other types of transactions
included in the $8 billion are our foreign travel expenditures, transportation,
insurance, and interest and dividends paid on foreign investments here.

The net outflow of private capital from the United States last year was $2.8
billion, including $1.1 billion of direct investments in foreign branches and sub-
sidiaries of our domestic corporations. The remainder consisted mostly of pur-
chases of foreign securities issued in U.S. markets and long- and short-term
bank loans.

The net outflow of funds through Government nonmilitary grants, loans, and
changes in other claims, arising mainly through sales of agricultural products
for foreign currencies, was about $2.5 billion. Military grants were of about the
same magnitude.

The total amount of Government funds going abroad—including purchases of
goods and services in foreign countries by Government agencies and their per-
sonnel and disbursements to or on behalf of foreign countries through grants
or capital transactions—amounted to about $9 billion, or 30 percent of the total
on the payments side of our international transactions. If grants of military
supplies and services are excluded the share of Government funds in total pay-
ments was about 24 percent. Thus the relative size of Government expenditures
in our foreign payments is roughly the same as the share of Government expendi-
tures (including Federal, State, and local) in our domestic economy. In 1957,
Government expenditures were about one-fourth of our gross national product.

On the receipt side of our balance of payments merchandise transactions are
a greater factor than on the payments side. Including military goods supplied
under grant aid programs, merchandise transactions comprise about 72 percent
of our total receipts of $25.7 billion, and excluding military grant aid, about
70 percent. Of the remaining receipts the largest item was our income on foreign
investments, both private and Government, which in 1958 amounted to about
$2.9 billion.
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Exports financed by the Government are, of course, included in the total, but
with the exception of military supplies and services are not readily identified.

From these data it may seem how the United States can have a rather large
excess of exports over imports on merchandise alone, or even on goods and
services, and yet have an excess of payments if all transactions, including move-
ments of U.S. capital, Government grants, and private gifts are taken into con-
sideration.
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CHANGES SINCE WORLD WAR II

Chart II shows how our balance of international transactions has developed
since World War II.

From 1946 to the third quarter of 1949, our receipts from abroad exceeded
our foreign payments. This was the period of postwar reconstruction, post-
poned replacements of capital and durable consumer goods, and rebuilding of
depleted inventories. Beginning with the last quarter of 1949, our balance
shifted to an excess of payments over receipts. This balance in our foreign
transactions has continued since then with two relatively short interruptions.

The first started in the middle of 1951 and lasted for three quarters. It fol-
lowed the outbreak of the Korean war when foreign expenditures continued to
rise while ours were already past their peak. The second temporary reversal
in our balance of payments from net payments to net receipts began at the time
of the Suez crisis in the late fall of 1956 and lasted about 1 year. During that
time foreign demand was increased not only because of the closing of the canal,
but more so by inflationary ciedit expansions in Europe as well as elsewhere,
and unfavorable harvests in some of the European countries. As a result of
the strong measures applied in the United Kingdom, several other European
countries and Japan, the excess demand in their economies was brought under
control and their balance of payments improved while ours reverted to the
previous pattern of an excess of payments with the fourth quarter of 1957.

In the course of 1958 our net payments increased, however, and that rise
continued through the first quarter of this year. The excess of payments in our
foreign transactions in 1958 and so far this year does not represent a sudden
shift in our balance of payments, but a-return to the balance which we had
since the end of 1949.
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What did change, however, was the size of the excess of payments. In the
year ending with the first quarter of 1959, the excess was about $2 billion
higher than in the year ending about the middle of 1953 when net payments
were at their previous peak, and only slightly less than the annual rate during
the second half of 1950 shortly after the outbreak of the Korean war.

FAVORABLE EFFECTS OF NET DOLLAR OUTFLOW

During most of the 1950’s, the excess in the dollar outfiow made it possible
for foreign countries to rebuild their gold and dollar reserves, which had been
depleted during the war and the first 4 postwar years. In fact, many foreign
countries restricted payments to the United States for imports and other pur-
poses, so that they could retain some of the dollars they received. The gradual
restoration of foreign reserves made it possible, however, to relinquish the bi-
lateral trading patterns which had to be established after the war, and gradually
to restore multilateral trade. Discriminatory restrictions on dollar expendi-
tures were also reduced. R

These developments found their most recent expression in the establishment
of nonresident convertibility of the British pound and most of the major Buro-
pean currencies, and further removals of discriminatory restrictions on dollar
payments by the European countries late last year and in the first 5 months
of 1959. The time is too short, however, to evaluate the effects of these recent
measures on our balance of payments.
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The net transfer of dollars to foreign countries had favorable consequences,
therefore, by making it possible to create a unified trading system among the
countries in the free world and by preventing the segmentation of these coun-
tries into small blocs with detrimental political and economic consequences.

The reasons for the large rise in the imbalance in our foreign transactions
since the beginning of 1958 cannot readily be seen from the changes in these
transactions themselves. If one starts out with 1957, when we had a temporary
excess of receipts, the change appears to have been due to a decline in receipts,
mainly from merchandise exports. If one compares the recent payments and
receipts with 1955 or 1956, higher payments rather than lower receipts seem
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to have been responsible. By changing the base period of the comparison, one
can come to exactly opposite explanations of the changes which have occurred.
Actually, conditions creating a disequilibrium in the balance of payments usually
affect many of the major types of transactions on both sides of the balance
sheet, including exports, imports, capital movements, and others.

Some explanation of the recent developments may be obtained, however, from
the direction of the net flow of gold and dollars. Chart III gives a 3-way
break of foreign gold reserves and liquid dollar holdings.

The increase in gold reserves and dollar holdings which resulted from the
net payments in our foreign transactions since 1950 accrued primarily to the
countries with relatively advanced economies, particularly in Europe, but also
Japan and, mostly in the earlier years, Canada. The large dollar outflow in
1958 and 1959 went in the same direction. .

To some extent the net flow of dollars to these countries may be attributed to
Government operations. While grants and credits to these countries have
gradually declined, and—except for military aid and special emergency loans—
virtually stopped several years ago, military expenditures increased. Grants
and credits were mostly in the form of goods and services, and potentially had
less direct effect on the balance of payments than military expenditures which
are all in cash. In the last few years, however, military expenditures were
comparatively stable. The recent rise in the net flow of gold and dollars was
due to changes in commercial transactions, suggesting a change in the economic
relationship between these countries and the United States. .

This change has not come suddenly but has developed gradually. Of course,
this development had to be expected, as these countries reconstructed their
economies and later rebuilt their monetary reserves. Through 1956, their pro-
ductive capacity was well absorbed by the demands created by the growth of
their economies, and resources needed to rebuild their reserves were relatively
limited. In 1957, their internal demand, in fact, expanded faster than their
ability to meet it, with the result that their foreign exchange receipts fell short
of expenditures. )

In 1958, however, the economic growth in Europe and Japan was interrupted
although in Europe as a whole, at least, economic activity did not decline. Thus,
industry in these countries had the opportunity to accept a larger share of avail-
able orders and expand into new markets, which made its competitive standing
relative to our industry more obvious. We find the increased competition 'in
our domestic markets as well as in our sales to these countries and in our busi-
ness in the less developed areas. These developments increased the net flow
of dollars from the United States to these countries both directly and indirectly
by way of other countries. . .

The gold and dollar holdings of most of the less developed countries showed
only relatively short-term fluctuations since World War II and over the period
as a whole did not rise by major amount. This was not because these countries
had sufficient reserves, but because, with few exceptions, the pressures of de-
velopment programs and internal credit expansions raised their import demand
to the limits of their financial resources. o

PRESENT PROSPECTS FOR IMPROVEMENT

Major improvements in our balance of payments can be expected only from
changes in our foreign transactions which result—directly or indirectly—in a
reduction of the net flow of dollars to the more advanced countries. This can
be accomplished both by a reduction in outflow of funds and an increase in the
return flow. The latter would, however, be more consistent with expanding
world trade and prosperity. L oo

Some decline in the outflow of.funds through bank credits occurred recently
as a result of the tightening of the domsetic money supply, but it was more than
offset by a further drop in exports. Other adjustments can be expected from de-
velopments which are already underway or from actions which have been taken.

Relatively high imports and low exports of steel in recent months may be in
part due to temporary conditions arising from the high domestic demand for
steel in anticipation of a strike this summer. By next fall the balance in steel
trade may be more favorable. Cotton shipments were unusually low this crop
vear as foreign countries reduced their inventories, and replenishments expected
by next fall may increase exports. Large orders for commercial airplanes will
start to be delivered this fall and an increase may also be expected in paid de-



944 EMPLOYMENT, GROWTH, AND PRICE LEVELS

liveries of military equipment now on order. Furthermore, the rise in business
activity in Burope, Canada, and Japan appears to have been resumed again and
this should have a favorable effect on our exports. At the sme time, however,
the continued rise in business activity here will stimulate our demand for for-
eign goods and services, and possibly also our foreign investments

The net effect of a simultaneous rise in business activity here and in other
industrialized countries on our balance of payments would be dificult to esti-
mate. Obviously, if the rise in these countries develops into a condition where
credit expansion increases demand beyond their ability to meet it, while our
economy remains relatively balanced, the overflow of foreign demand will tend
to equalize our foreign transactions, or turn the balance into net receipts. This
was the case in 1957. It may not be realistic, however, to expect a repetition
of this extreme situation, nor would it be satisfactory to depend for a balance
in our foreign transactions upon such extraordinary circumstances.

Although present circumstances are obviously rather different, one may draw
to some extent on experiences in previous years to evaluate the balance of pay-
ments effect on a simultaneous economic expansion both here and abroad. In
general, it appears that during the postwar period the outflow of funds from
the United States was relatively less affected by cyclical fluctuations than the
inflow.

Changes in foreign business activity appear to have had a larger effect on the
balance in our foreign transactions than changes in our business activity. Not
only were our imports relatively more stable than our exports, but a decline in
imports was in part offset by a lower income on our investments and sometimes
also by larger Government assistance to foreign countries and larger private
loans. These tendencies made, of course, recessions in the United States much
less hazardous to foreign economies than had frequently been anticipated. Our
exports, however, seem to fluctuate much more than foreign business activity.

In the near future as business abroad improves, we have to expect that this
pattern will continue, with receipts rising faster than expenditures and a conse-
quent decline in the net payments balance.

From the year ending in the middle of 1953 when foreign business just started
to come out of a relatively slack period and our net payments balance was at the
previous peak—until the year ending with the Suez crisis, and before foreign
business had reached boom characteristics—our net payments declined by about
$1 billion,

The disappearance of special factors accentuating the excess of payments in
recent months, the deliveries on certain major exports now on order, and the
effects of the incipient business expansion abroad will reduce the net payments
balance in our foreign transactions by a substantial amount.

The current magnitude of this balance and the size of these corrective forces
which are now visible suggest, however, we cannot rely on these forces to reduce
the net payments down to the level existing during the pre-Suez year, or during
the average of the entire 1950-57 period. Additional efforts or measures will
be required to bring about further improvements in our balance of payments.
The adjustment problem is smaller, however, than the present excess of payments
would suggest, and should be well within our capacity to solve.

THE REMAINING PROBLEMS

Two major problems in the field of our balances of international payments
seem to confront us.

First, adjustments are needed so that at periods when the economies here
and in other industrial countries are in a comparable phase of the business cycle
our payments do not exceed our receipts by more than reasonable additions to
foreign reserves and working capital. That will require changes both in our
balance of payments and those of other industrial countries.

Even after such adjustment there would remain a somewhat longer range
problem related to the size and expansion of foreign reserves. From the begin-
ning of 1950 to the end of 1958, foreign gold reserves and dollar holdings in-
creased from $18.7 billion to $36.9 billion. Of the $18.2 billion increment, $4.7
billion was obtained from new gold production and some sales by the Soviet
bloc, and the remainder from the excess of payments over receipts in our balance
of payments. During that period we settled these net payments by transferring
about $4 billion of gold and $9.5 billion in dollars which foreign countries kept
here on deposit or in Government securities.
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At the end of 1958 our monetary gold stock was about $20.6 bil}ion and foreign
holdings of liquid dollar assets (including Government but not private securities)
were about $17.6 billion. About half of the latter amount are dollar reserves
of foreign central banks and governments, about $6 billion belonged to foreign
banks, corporations, and individuals, and about $1.6 billion to international
institutions. .

The CumammanN. The discussion will be continued by Prof. Wilson
Schmidt of George Washington University.

STATEMENT OF WILSON E. SCHMIDT, ASSOCIATE PROFESSOR OF
ECONOMICS, GEORGE WASHINGTON UNIVERSITY

Mr. Scamipr. My statement will run about the allotted time. May
Isimply read it? v

The CHAIRMAN. Yes; you may. :

Mr. Scammr. Does the recent hemorrhage in the United State
balance of payments portend a dollar glut? And if it does, why con-
cern ourselves with it ?

When the United States spends, invests, or gives more dollars abroad
than foreigners require to buy our goods, services, and long-term
assets, they either use the surplus dollars to buy our gold or hold them
in the form of liquid assets, creating short-term liabilities against us.

‘We obviously cannot rely on gold to balance our accounts forever
since we have only a finite supply. And even though that supply
seems large at present, we should remember that we have substantial
short-term liabilities to foreigners which they can exchange for gold.

In the event of persistent deficits, perhaps we could rely on for-
eigners to finance our deficits by adding continuously and rapidly to
their liquid dollar holdings. But this may be dangerous because, at
some point, the continued deterioration Wﬂich that would imply for
our net reserve position (gold less short-terms liabilities to foreigners)
might occasion uncertainty, well founded or not, over the stability of
our exchange rate, particularly in times of difficulty such as 1958;
this might cause foreigners to question the future value of their dol-
lar assets and perhaps induce them to exchange those assets for gold.

A persistent tendency, therefore, for the United States to supply .
more dollars to foreigners than they require, with or without a flow
of gold, may thrust policy changes upon us designed to prevent a
drift toward a dollar glut. Some of the techniques selected could
reduce our freedom of action in domestic and foreign policy. And if
we are complacent in the face of such a prospect, we could eventually
be forced into abrupt action which would be unnecessarily costly in
terms of employment, output, and the benefits from trade.

Since the end of 1949, foreigners have accumulated an annual
average of $1.5 billion of gold and liquid dollar assets from us.
Whether this deficit will grow or shrink in the future is exceedingly
difficult to predict because forecasts in this area are especially treacher-
ous. One reason for this is that the net balance-of-payments position
is the outcome of two large numbers—total receipts and total dis-
bursements. A minor error in forecasting either magnitude can cause
an extremely large error—in both size and sign—in the forecast of the
difference between them. Rather than attempt a prediction, let me
offer some points which suggest that it could be difficult for us to avoid
continued deficits without changing public: policy. If convincing,
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they should serve to cause policymakers, at minimum, to scan some
unfamiliar numbers in future years—the gold stock, short-term liabili-
ties to foreigners, and the balance-of-payments deficit.

(1) U.S. merchandise imports could accelerate over the long
pull. Two close students of international trade, Henry Aubrey
and Sir Donald MacDougall, after painstaking analyses, have offered
projections which support this. Aubrey thinks that U.S. imports
might rise to 3.2-3.5 percent of the GNP when our output
is twice its 1950 level. Sir Donald does not consider 3.2 percent
to be impossible. With the recent ratio running slightly below 3 per-
cent and remembering that minor changes in large components of the
balance of payments cause major shifts in the balance-of-payments
deficit, those changes alone would be sufficient to produce a substantial
increase in the deficit.

(2) Investment abroad by American business may grow at increased
rates. The Common Market is attracting intense interest and may in- -
duce heavy U.S. investment in Western Europe. Petroleum invest-
ment, which accounts for half the rise in U.S. direct investment since
1950, may come under even stronger stimulus than it has in the past.
The Chase Manhattan Bank petroleum experts suggest that worldwide
capital expenditures for foreign oil development may rise between
1957 and 1967 to 2.5 times their rate during the previous decade.
Similar changes cannot be ruled out for certain other minerals.

(8) The purchase of foreign securities, which has been in the
doldrums for much of the postwar period, may accelerate, barring
high interest rates here, as U.S. investors gain confidence in and
knowledge of the capacity of foreign countries to meet future dollar
obligations. This is perhaps part of the explanation for the break-
through in sales of new issues 1 the United States in 1958.

(4) An expansion of economic assistance to underdeveloped coun-
tries, as is strongly urged in certain quarters, may put heavier pres-
sure on the balance of payments per dollar of aid than the postwar
aid programs, at least so far as the direct effect is concerned. The
reason is that the percentage of procurement undertaken in the United
States has been much smaller for programs in the underdeveloped

-countries than in the more industrialized areas.

(5) U.S. exports may come under greater competitive pressure than
experienced in the postwar period, 1f for no other reason than the
recovery and dynamic growth of Western Europe and Japan. There
were signs of this even before 1958 produced the fear that we were
being priced out of world markets. The staff of the Economic Com-
mission for Europe writes that—

Since the large-scale devaluation of Western European currencies in 1949, a
process of substitution of Western European exports for those of the United
States has been going on and there are as yet no definite signs that it is com-
ing to a close.

The Common Market may add to U.S. export woes. The well-
known analysis by Howard Piquet suggests that a third of U.S.
exports to the members could be adversely affected. And McGraw-
Hill International reports that small Ug. exporters expect to lose
80 percent of their present business, medium-sized exporters 60 per-
cent, and the large corporate exporters about 30 percent. Since the
Common Market countries have taken an eighth or more of our mer-
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chandise exports since 1953, anything even far short of these shifts
could still spell trouble. o : -

(6) The overall trends point to deficits according to some experts.
Fortune magazine, with the aid of especially able people, made an
item-by-item analysis of what might be expected for the components
of the U.S. balance of payments 1in 1966. They concluded that U.S.
expenditures would run about $35 billion and that—

On the basis of current trends (this was before the events of 1958) it is hard
to make a case for the proposition that a world with $35 billion to spend in 1966
will rush out and automatically spend in on U.S. goods and services.’

The staff of the Economic Commission for Europe concludes, after
careful projections, that, leaving aside military expenditures in
Western Europe by the United States—

* + * it seems reasonable to suppose that Western Europe could by the 1970’s
have achieved balance in its direct transactions with North America on account
of goods and services and private ecapital.

If military expenditures continue at their recent average of $1.8
billion, this would suggest a large direct deficit for the United States.
If correct, it is perhaps especially significant because, barring a gen-
eral loss of confidence in the dollar, it is Western Europe that is most
likely to draw on our gold reserves when it enjoys a surplus with us.
The reason is that Western Europe includes most of the countries
which appear to prefer to hold a major portion of their reserves for
the settlement of international payments in ‘the form of gold. -

(7) World trade may grow more slowly in the future than it has
in the postwar period, as suggested by the staff of the International
Monetary Fundp If this is the case, the need for dollar balances to
carry on international transactions may also grow at a slower pace.
This makes 1t less likely that foreigners will finance any given U.S.
deficit by accepting dollar balances and more likely that gold will flow.

(8) It is hard to see how confidence in the dollar could become any
stronger than it was for most of the postwar period, and it could
become weaker, causing foreigners to-convert their dollar assets into
gold out of fear for the value of the dollar. There is little that can
be said in this respect that does not fall in the class of a “hunch.”
The record of 1958, when foreigners added over $1 billion to their
liquid dollar assets, indicates that confidence was not lost, though this
is subject to doubt in at least two countries. But that may not prove
much about the future. . o

If the United States runs a deficit of $3 billion in 1959, our gold
stock will exceed our short-term liabilities to foreigners by only a
small margin. And the gold stock may fall below $20 billion. In some
quarters, even these levels are thought to be confidence thresholds. I
donot know whether they are or not. But we cannot expect to undergo
a sustained deterioration in our net reserve position without creating
doubts about the stability of the dollar, especially in periods of diffi-
culty such as 1958. :

And we should note that sterling may become an increasingly com-
petitive currency for reserve. This is particularly the case, as Pro-
fessor Triffen reminds us, because, under the European monetary
agreement, sterling held by members enjoys a firm exchange guarantee
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in terms of the dollar, but the dollar enjoys no such guarantee in terms
of sterling. AsTriffen suggests—

* * * Buropean central banks are now free to accumulate sterling, if they so
choose, without taking any exchange risk in the case of a devaluation of the
sterling with respect to the dollar. A substantial lowering of interest rates
in New York compared to London might thus easily induce considerable shifts of
short-term balances from dollar to sterling assets.

For each of the foregoing points there is a counterargument; and
for each counterargument there is a rejoinder. But if the main thrust
of this analysis is correct, we could face some unfamiliar choices of
policy in the future. The abnormal state of the last 25 years in which
we could fashion our domestic and foreign policy in complete disre-
gard of our balance of payments will have passed.

The CHAIRMAN. Senator Javits, do you have some questions to ask
this witness? '

Senator Javrrs. Yes, I would like to ask Professor Schmidt some
questions.

You say:

If the United States runs a deficit of $3 billion,
and so on,

we cannot expect to undergo a sustained deterioration in our net reserve po-
sition without creating doubts about the stability of the dollar, * * *

Is it your position, therefore, that the size of the gold stock deter-
mines the stability of the American dollar?

Mr. Scamipr. At least in part, Senator.

Senator Javirs. Well, is it a major or minor factor? What is it?

Mr. Scayr. I think it is a very difficult question to answer, be-
cause we know little about it, it seems to me—what determines this
thing called confidence.

Senator Javrrs. I think, however, it is still tied in in an important
way to gold.

Mr. ScaMipT. Yes.

Senator Javrrs. Let us take the Germans in their pre-World War IT
days. Apparently, they got along on the theory that gold did not
matter any more. Did they not ?

Mr. Scamior. In essence, yes.

Senator Javirs. They did pretty well ?

Mr. Scammr. Right.

q Senzextor Javirs. We do not know the size of the Russian gold stock,
o we?

Mr. Scamwr. No.

Senator Javits. Yet Russian credit seems to be pretty good for
merchandise in many countries of the world. Is that not so? They
have been pretty good pay and they are considered a pretty good
credit risk?

Mr. Scammr. They still owe us some money, I believe, Senator.

Senator Javirs. I am not talking about our intergovernmental
problems, but I mean commercial transactions.

Mr. Scammr. Yes, sir. :

Senator Javirs. In other words, if gold were not nearly the deter-
mining factor that your paper considers it to be—and that is pretty
much old line economics.” It may still be very valid, but it is pretty
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much old line economics—what would be the other factors that we
should worry about? In other words, if the gold outflow itself is not
a mater of the greatest moment any more, is there any other disquiet-
ing aspect to the situation of which we should be taking account?

The point of my question is this: Suppose we took precautions
against a gold outflow and it turned out to be all wet; people are not
really worried about gold, they are worried about something else. Is
there anything else in our situation in this imbalance of international
payments that should worry us?

Mr. Scummr. The accumulation of short-term liabilities to foreign-
ers is the second thing.

Senator Javirs. And you consider that, that is in any way in a ques-
tionable zone in terms of the economic position of the United States?

Mr. Scamipr. I think it could become so, sir.

Senator Javirs. Do you attribute that to any particular type of
credit which we are undertaking? Is it attributable to private capi-
tal investment, or where do you place the reason for this increase in
the short-term adverse balance in terms of the debts we owe ?

Mr. Scaminr. A dollar is a dollaris a dollar is a dollar.

Senator Javirs. In other words, no matter how it goes out it is the
aggregate of the position that counts? —

Mr. Scamipr. That isright.

Senator Javirs. I noticed also that implicit in your paper is the
theory that all of this goes out and that the only thing that comes
back is the ascertainable factors which are set forth in this chart.
What the proposition that if we have more U.S. private capital in-
vestment, we are bound to have more U.S. income on investment in
underdeveloped countries, or the rate of return is apt to be very much
larger. )

I\%r. Scamior. This is certainly an optimistic factor, one of the
major ones. However, if private investment accelerates quite rapidly
the subsequent gain in earnings affords little immediate aid because
there is a 3- or 4- or 5-year lag: :

Senator Javrrs. Do you consider that we are in such jeopardy that
we should now cut down on the private capital investment or other
outflows of our dollars? o

Mr. Scamir. It is my general position that no direct action should
be taken on any item in the balance of payments in order to balance
our accounts, :

Senator Javirs. That is exactly what I wanted to get. In other
words, you are not recommending action to us now. Then, what is
the poeint of this analysis? What do we do about what you are tell-
ing us? :

Mr. Scamior. Apparently, I did not make my last statement clear:
No direct action on any particular item in the balanced payments,
should have been my emphasis. Perhaps I should explain. '

I-do not believe that we should intervene in the marketplace or
change appropriate governmental expenditures in order to balance
the accounts. I think we should try to adjust the total economy, if
you will, to balance our accounts if we find that is necessary.

In your particular question, I do not at the moment think that
we have to take any action. I would prefer to see us let it ride and
watch what happens. I do not think there is enough evidence yet

88863—59—pt. 5—3
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that we are in trouble. But at the same time, I think this bears
exceedingly close watching by people on your staff, who will warn
when the situation may be getting serious. '

T am afraid that we will never know exactly when it gets serious,
because we do not know enough about these speculative or confidence
factors.

Senator Javrrs. In other words, you have no specific recommenda-
tions for cutting down any of these expenditures or for increasing
any of these receipts, because you feel no matter what we do would
be interfering with the market. All you counsel is that the situation
is not yet at the point where we ought to take action, but that we watch
it until it gets to that point, if it does. .

Mr. Scammr. Right.

Senator JaviTs. What would you consider such a point to be ?

Mr. Scamipr. I must confess I donot know.

The Caamrman. Congressman Coffin.

Representative Corrin. I just want to ask one question.

In your statement you say that a number of people think that $20
billion is the magic figure. -

In the light of the history of our accumulation, we have not had
$20 billion for too long a time. Before World War II, it rose from
$4 million or $8 million to $26 billion in a very short period of time.
So in the light of that, why do these people feel that $20 billion is a
threshold ¢

Mr. Scamior. Mr. Coffin, I have great difficulty explaining why
people think that some point is a point of difficulty. I simply report
this as a statement that has been made in the London market. Frankly,
T do not think it has much basis; but if enough people believe it then
it has some basis.

Senator Javits. Would the Congressman yield to me for one little

question ?
* Hypothetically, suppose that we ran a surplus of governmental in-
take over governmental expenditure this year and next year, and we
lose half our gold stock ; we decided to give it away, lend it away, give
it to a bank that would stabilize world currency. Do you think our
position would be stronger or weaker ?

Mr. Scuyr. It depends on what kind of additional action you
were willing to take. The gold loss is of no significance, Senator
Javits, if you are willing to take appropriate action in the exchange
rate field. - In factit may be a very good thing.

Senator Javits. In other words, you are not yourself a slave to
the theory of a certain cover of gold currency ?

Mr. Scammr. Certainly not. : .

Senator Javirs. Thank you, Mr. Chairman.

The Cramrman. Professor Kindleberger.

STATEMENT OF CHARLES P. KINDLEBERGER, PROFESSOR OF ECO-
NOMICS, MASSACHUSETTS INSTITUTE OF TECHNOLOGY

Mr. KinoLeeercer. Thank you, sir.

I propose to summarize my statement in a few words.

The Cuamrman. I will say I have read your paper, which I think
is extremely good, and if you would like a little bit more time than the
10 minutes assigned, I think it would be acceptable. :
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" Mr. KinpLEBERGER. The paper runs well beyond 10 minutes, so let
me summarize it rather than trying to read it. .

The CaarMAN. Very well: ‘

Mr. KinprEBERGER. The figures which Mr. Lederer has given seem
to me to be very useful in setting a background.  In the last few
months we have had a few papers presented to the profession try-
ing to explain these developments. They offer rather different views.
One is the view of Professor Hinshaw at Oberlin College, who sig-
gests that the trouble all began back in 1950. The accumulation of
gold and dollars has been piling up year after year since 1950; in
this view no new change has taken place at all. In fact Professor
Hinshaw, who is'a dévotee of the view that small price and exchange
rate adjustments are very effective in bringing about changes in
balance of payments, would assert that the devaluation of sterling in
1949 converted the surplus in U.S. payments to a deficit.

The other paper to which I refer is by E. M. Bernstein, in which
he suggests that the present deficit has nothing to do with the current
account in the balance of payments at all, that is, nothing to do with
‘exports or imports. The whole nub of the issue lies in military
aid and other aid, and that we are just giving too much aid, and this
is the reason we are losing gold and dollars.

These are both éminent men in the field, and I hesitate to differ
with them, but I think that both aré wrong, sir. : a '

- Mr. Bernstein in particular seems to me to fail to indicate that
much of the foreign aid that goes abroad is in fact tied to exports.
The military aid which goes abroad in the form of military supplies
is clearly tied to exports, and he makes, to my mind, a very serious
mistake when he talks about our aid to Europe including this. -

It is true, as Mr. Lederer has suggested, that if we were to stop
this aid and our allies were to buy the same goods here, we would get
a gain in dollars. It is also true that if they were to produce the
goods there, they would have less resources available to produce ex-
ports, and they might have a little more inflation and buy some more
imports. * This is the way the balance of payments presumably
adjusts.

~But I think it is a mistake to say this is adding to our deficit. I
agree with Mr. Lederer in thinking that this is a mistake. :
' The view I'would assert is that there has been a fairly fundamental
change in the position of the United States, vis-a-vis the developed
areas. While this has been continuous, as Mr. Lederer’s chart sug-
gests, it'has come more and more into focus since about 1954..

. The recession of 1954 is an important turning point for direct in-
vestment. ‘A number of companies went abroad that year for the
first time. The direct investment figures picked .up very rapidly in
1956, when they really got going. But plans were made in 1954
during that recession. ' : -

‘What I have suggested in my paper is that the horizon of American
business has been lifted from the national scene to an international
one.' - N o ST S

Consumers have looked abroad for more products. They have been
less concerned as to whether a product is imported or not, and more
interested in getting.the cheapest product, wherever it is from. I
agree to an extent with Hinshaw in this respect. But I am also im-
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pressed by the fact that the technological gap which we had over
Europe, which explained a good deal of our earlier success in export-
ing, a gap which a man like Crowther used to explain the dollar
shortage, seems to have petered out.

The importance of technological progress is clear in chemicals. Dur-
ing this period when exports as a whole are dropping, chemical exports
to Europe have been expanding. In plain old-line chemicals exported
to Latin America we are not doing so well, but in the European mar-
ket U.S. exports are rising impressively, based on continuous tech-
nological improvement. And more and more it seems to me our
innovations are being copied very rapidly by foreign countries, such
as the transistor radio by the Japanese, the hi-fi equipment by Ger-
many, and so on, while their innoyations are increasing. I cite the
small automobile in this paper. We seem to move very slowly to
imitate their product and to plunge into the market.

It was thought by many people that once the big American com-
panies had made up their minds to produce small automobiles, they
would wipe European small automobile imports off the map in no
time at all. But I have not seen this, and experts do not now think
that it looks likely.

In other words, the fundamental alteration in our position is due
not to simple inflation as the man in the street thinks, nor to simple
price adjustment, nor to foreign aid, but to a combination of factors
as a result of which the United States has now become in many respects
one of a number of countries instead of a leading country in every
respect. We are no longer unique in the trading world. We no
longer can say, “Foreign countries need to buy our .goods, but we
don’t need to buy theirs.” Trade is now becoming much more
balanced. '

This is good. This represents the achievement of the goal toward
which we have been heading. This is what our policies were directed
to achieve, and it is in general a desirable outcome.

But it means, I think, as Professor Schmidt says, that we can no
longer ignore the international aspects of our domestic policies, as we
have been able to. ’ .

I want to support Mr. Lederer’s remarks about the temporary
character of some of the surplus of 1958 and 1959. One activity that
revived in 1958 was the issue of bonds by foreigners in this market.
This has been cut off this year as interest rates have tightened.

Another outflow that picked up this year has taken the form of
the purchase of foreign equity securities by Americans. This again
involves a lifting of the American horizon to the world market. Im-
vestment blue chips now include European blue chips, and people are
prepared to acquire them when U.S. stock market prices get very high.

But there are other things that we do not yet have a quantitative
feeling for. One is the increase in imports of steel that have taken
place due to the inventory accumulation against the strike which is
a strong possibility shortly. Idle steel capacity was available in
Europe. Imports for the first quarter are extremely high from
Belgium, from Germany, from France, and Italy, which have steel
capacity, a big leap over last year. In addition our exports of steel
have dropped sharply, which means that customers in underdeveloped
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areas have been unable to get their supplies from this market. We
cannot tell yet how much of this change 1s short run.

I would list the other things which Mr. Lederer says, like the de-
cline in cotton exports which is clearly short run, but I do want to
add the possibility that the swing in steel net sales is a short-run factor
too.

Much of this is self-correcting. You have full employment in Eu-
rope, and not full employment here. The British figures on employ-
ment were released today, and they show the biggest drop in unem-
ployment for May to June in any recent year. Labor is tight, and
there are strikes going on, the printing strike in London and the steel
strike in Italy. Europe is going to have wages rise higher. We can
expect more of the big gain of productivity in Europe to go into
wages. Little of it has gone into wages in the last few years, compara-
tively. A change in this respect will raise consumption and help to
bring about the balance.

But it follows with the United States becoming not the leading
country in every respect, that we can redistribute the burden of for-
eign aid. It is not foreign aid to Europe I am speaking of; but for-
eign aid to all parts of the world.

I do not think that military expenditure by U.S. troops in Eu-
rope is foreign aid. One could debate this, whether the troop pay
expenditures by U.S. troops should be paid for by the United States
or by the foreign country. It is a debatable point, but there is a
long tradition that except for defeated countries, each country pays
for expenditures abroad by its own troops.

With Germany, you remember, we levied the cost of troop pay on
the defeated country, but U.S. experience in Britain and British
experience in allied countries was always that each country provided
its own troop pay. _

While this is a debatable issue, I think the precedents are against
us. .
The CraRMAN. The precedents are against what?
. Mr. KinpLEBERGER. The precedents are against any attempt to shift
troop pay from American appropriations to European appropria-
tions. .
But much more important, I think, is to debate the question of

whether they should not share with us on a somewhat different basis

some of the general expenses for aid to underdeveloped areas. They
show an interest in doing this and I would encourage this interest.
I am not trying to cut foreign aid; it should be what it should be,
for political and other purposes. Let’s have foreign aid where we
need to have it and then try to find an appropriate sharing basis
which has some relation among other things to the balance of pay-
ments. .

I think that is about what I would want to say, sir. There are a
few other points in my paper. - ‘

The Cuamrman. Thank you very much. Your paper as a whole
will be printed. :
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(The statement referred-to follows:)

STATEMENT OF CHARLES P. KINDLEBERGER, PROFESSOR OF ECONUMICS, MABSACHU-
SETTS INSTITUTE OF TECHNOLOGY

My name is Charles P. Kindleberger, and I teach international economics at
the Massachusetts Institute of Technology.

I wish to comment at some length on the recent outflow of gold from the
United States and its implications for U.S. domestic economic policy and overall
foreign policy.

Three months ago the American press woke up with a start to the loss of gold
through the balance of international payments in 1958 and the first quarter of
1959 and jumped to the conclusion that inflation in this country had outstripped
that in the rest of the world with the result that we were “‘pricing ourselves out
of world markets.” Today, happily, there is a much better understanding of
the real position. It is recognized that overall prices have risen in the United
States just about as much as in European countries and that wage rates have
risen, on the whole, a smaller percentage here than there. It is true that the
absolute rise in money wages in this country has been higher than in Europe—a
20-percent rise in U.S. hourly earnings since 1953 is larger than a 40-percent
increase in German wages, when the 1953 rates were $2 an hour in this country
and 50 cents in Germany. Moreover, though there is difficulty in getting exactly
comparable series, there are indications that steel prices in this country have
risen more than those abroad, particularly more than Japanese, probably more
than British, and possibly more than German and Belgian. -On the whole, how-
ever, the view that the U.S. balance of payments has turned adverse because of
inflation is widely recognized as largely wrong and entirely oversimplified.

Let me first review what has happened to our balance of payments, list some
of the lesser causes which have contributed to this result, and finally, before
going on to discuss their implications for policy, pinpoint the main underlying
changes in the position. :

The gold outflows of 1958 and the spring of 1959 come on top of a substantial
acquisition by foreigners of balances in the United States which goes back, with
interruptions on such occasions as Suez, all the way to 1950. It is inaccurate
to say that change in one item in the balance of payments has brought about
the change in another: all the items are interdependent and mutually determine
one another. But loosely speaking, one can say that the foreign acquisition of
approximately $12 billion which has brought our present short-term liabilities to
foreigners to $16.6 billions has been the result of governmental grants and pri-
vate investment abroad substantially in excess of our net export surplus of
goods and services. For the 9 years from 1950 to 1958, inclusive, and excluding
military supplies and services transferred abroad under grants, the annual
average export surplus of goods and services has amounted to $2.7 billion,
against which there have been unilateral transfers, largely governmental grants
other than military, of $2.7 billion, a private capital outflow of $1.8 billion and
a governmental capital outflow of $0.4 billion. The result has been, ignoring er-
rors in estimating, that foreigners have added to their gold at the rate of $400
million and to their balances at $1.3 billion annually. . .

Changes have occurred in the proportions in which foreigners have acquired
dollar balances and gold, and 1958 marked a substantial increase in the outflow
of gold, which amounted to $2.3 billion for the year. But this did not reflect
any loss of confidence in the dollar by foreigners, whether foreign governmental
authorities or speculators in foreign banking centers. Short-term interest rates
were low in 1958 and working balances high. In consequence, new claims on the
dollar were converted into gold. But foreign balances were not drawn down:
U.S. liabilities to foreigners in fact rose by $1 billion during the year. And as
short-term money rates tightened in 1959, these deposits continue to build up
at a faster rate.

While the United States has been losing gold and dollars then for 9% years,
it is important to observe that between 1957 and 1958 there has been a sharp
change. Foreigners lost net gold and dollars by $200 million in 1957 and gained
$3.4 billion in 1958. The heavy losses by the United States in 1958 have con-
tinued into 1959 as exports declined during the first quarter from the 1958 level
and imports rose even more. Underlying these short-run changes, and hidden
by the average figures cited, have been a steady rise in U.S. military expenditure
abroad, a sharp upward movement of U.S. private investment since 1955, and
an increased outflow of governmental capital.
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Some of the short-run changes exaggerate the position. In the first place, the
1957 exports were inordinately large as a result of the export of substantial
quantities of oil to Europe at high prices because of Suez.

Another important influence of the last few months, but one which cannot be
measured accurately, is the accumulation of steel inventories against the possi-
bility of a steel strike beginning tomorrow. European producers state that
orders from the United States have tripled currently over normal levels. Some
of these purchases intended for inventory have in fact been consumed with the
upturn of business this spring, but some of the imports of the last few.months
are borrowed from the future. In 1936 and 1949 inventory accumulation raised
the levels of imports above those that could be sustained and narrowed the
current-account surplus below its long-term level. That uncertain proportion of
present imports which represents accretions to inventories may be regarded as
exchanged for gold. It is a common phenomenon in European economies that
foreign-exchange reserves fluctuate inversely with inventories of internationally
traded goods. That. steel has become an internationally traded commodity be-
tween Europe and the United States is ascribable to the fact that commodity
prices have risen much more than ocean freight rates since 1939. This has ex-
panded the international markets for many bulky products—ou coal, and steel.
This trend, and the reduction in tariffs to which it is similar, have exposed U.S.
prices to 1nt,ernat10nal competition on a wider front.

A further small transrtory influence has been the shght lag of recovery in
Europe behind ‘that in the United States. The European recession did not go
so deep as did ours, but the low in October 1958 came after that in this country,
which was in. Apnl 1958. By the first quarter of 1959 the momentum of upturn
was higher in the United States than in Europe, and this, even apart from steel
inventories, meant that our imports expanded faster than European. As recov-
ery levels off in the United States and continues upward in Europe, this effect
will reverse itself. The European recession was particularly serious for coal
exports, though these may not recover to previous levels because of the con-
tinued inroads in Europe of oil and natural gas. This recession may also be
part of the explanation of the decline in sales of cotton by the United States.
These fell in the first 3 months of 1959 $125 million below the level of 1958 and
accounted for three-eighths of the total loss of exports.

A small part of the U.S. loss of gold and dollars since 1950 is ascribable’ to
the difficulties faced by Germany in regulating its balance of payments, diffi-
culties of an opposite sort to those this country is now experiencing. The Ger-
man export surplus has continuously been in excess of any amount of long-term
lending or investment which the German economy has been willing to undertake,
with the result that Germany piles up gold ‘and dollars. Ad hoc measures of
lending to the International Bank for Reconstruction and Development and
governmenta)l financing of long-term exports have been used, but the problem,
similar to that which this country experienced before 1950, persists. A change in
the German international position is .expected as the country takes a larger
share in European defense, but up to now'taxation for defense has outstripped
expenditures and accumulated treasury surpluses have been the domestic coun—_
terpart of the gain of foreign-exchange reserves.

A final small contributing force has been the recent increase in interest on
the part of American investors in foreign securities. The present height of the
New York stock market has reduced bond yields and the prospect for growth of
American equities below the level of many European and even Japanese securi-
tles, .desplte the difficulties of dealing in the latter. This movement, which is
one aspect of the greater awareness of foreign opportunrtles of which I shall
speak presently, has been partly offset by the decline in the .U.S. bond market
in recent months, cutting off what appeared in 1958 to be a revival of interest in
forelgn sale of dollar bonds in this market. Compared to foreign transactions
in U.8. securities, which have been substantial since the 1920’s, U.S. investor
interest in foreign securities is limited. But it has been growing.

The reversal of the Suez burst of exports, the accumulation of steel inven-
tories, the German balance of payments surplus and the new interest in Royal
Dutch Lever Bros.,, KLM, and Phillips on the part of American investors are
of small moment compared to two basic changes in the American position since
about 1953. These are the widening of the horizon of U.S. producers and con-
sumers to the world scene and the narrowing of the technologlcal gap between
the United States and the rest of the world. These factors are related. But the
increased awareness of foreign opportunities has expanded U.S. investment
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abroad and imports, while the technological gain in BEuropean and Japanese
capacity has worked in this same direction, further cutting down U.S. exports
in these and third markets.

This country has always had an interest in selling in foreign markets. Since
the war, however, more and more companies and consumers have become aware,
in many cases for the first time, of the opportunities that exist to buy abroad or
to acquire production there. Depletion of minerals and timber turned consumers
of raw materials abroad in increasing number, and in particular oil and steel
companies. But more and more manufacturing companies which had previously
thought of themselves as limited to this country, except perhaps for sales, have
begun to scan a wider area. A typical example would be the motion picture
industry which got into foreign production largely in an effort to use up blocked
exchange. It found that for many purposes foreign locations were cheaper than
Hollywood, and that United States and foreign audiences liked foreign locales.
A business-machine manufacturer going abroad to escape a foreign tariff found
that foreign plants could outproduce those in the United States and supplied
this market from- abroad. Truly international companies domiciled in the
United States began to contemplate where, in the whole world, this or that
transportable component could be most cheaply made.

The increase in consumer interest in foreign goods is a familiar story, best
illustrated by the success of the sports car and small automobile. It is some-
times suggested that foreign goods have a snob appeal, as if this made them
less worthy than American merchandise. This comes with ill grace from indus-
try geared through advertising to cultivate associations between particular
products and particular images, whether of aristocratic or sturdy commoner
variety.

The widening of the American consumer and business horizon to a world view
is expanding direct foreign investment on the one hand, and changing the rela-
tionship between national income and imports on the other. Direct foreign
investment is being undertaken by an increasing number of companies, partly as
a response to particular developments, such as the BEuropean Common Market,
now underway, but partly simply as a reaction to profitable business opportu-
nities wherever they take place. Manufacturing abroad will increasingly sub-
stitute for exports, and may give rise, along with foreign mining and drilling,
to increased imports. Barnings on foreign investment will partly displace lost
exports and offset increased imports. Since trade figures are published monthly
on a fairly up-to-date basis, while figures for earnings on foreign investments
are estimated only guarterly and with a long delay, there is the possibility that
the public will pay undue attention to the changes in merchandise trade to the
neglect of the partially offsetting gains in foreign earnings.

Economists have long been predicting an increase in the percentage of national
income spent on imports from the 81, percent figure to which it had fallen in the
early 1950’s from 7 percent at the end of the last century. The expected force
was the increased need to go abroad for raw materials. But if the American
consumer becomes more cosmopolitan, and more interested in foreign goods,
whether cheaper or different, this increase in the propensity to import may work
out in considerable degree through manufactures.

The closing of the technological gap between the rest of the world and the
United States also produces a fundamental change. For the last 80 years much
of the buoyancy in American exports was due to technological innovations
whether in farm machinery and electrical equipment in the first decade of the
century, automobiles and radio in the 1920’s, high-speed printing and construc-
tion machinery in the 1930’s and 1940’s, or chemical specialties, pharmaceuticals,
and air-conditioning equipment, currently. Inventions occurred everywhere
but many of them, like radio and automobiles, were brought to guantity pro-
duction first in this country. Foreign consumers bought them eagerly, and
were prepared to spend in excess of their income. A considerable part of
the so-called dollar shortage seems to have been due to continuous innovation
on the part of American industry. As foreign countries learned to imitate
one product, a new technological gap was opened up in another.

This technological gap is no longer so one-sidedly in favor of the United
States. It continues in some fields—chemical specialties as just mentioned,
certain branches of electronic and computation machinery. But in other flelds,
it has been closed or even opened up in reverse. In heavy electrical equipment,
airplane engines, automobile design, European innovation proceeds faster than
American, and U.S. producers seem ponderous—slow to make decisions, and far
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from daring—in their attempts at imitation. Japanese imitation of the tran-
sistor radio, on the other hand, was of lightning speed. .

These two factors—the widening of the U.S. consumer and producer horizon
to the world level, and the closing of the technological gap between the United
States and foreign producers—portend a fundamental change in the long-term
balance of payments position of the United States, on top of the short-run
factors which have made for the recent loss of gold and dollars to foreigners.
Let me now consider their implications for U.S. policies, domestic and foreign.

In the first place, it is important to emphasize that much of what has taken
place so far is highly satisfactory. The superficial redistribution of world
gold and dollar reserves places the international financial and trading position
in much better balance; and the underlying changes in world reconstruction,
U.S. interest in foreign production, and sharing of technological leadership in
Europe make it less likely that serious imbalances will occur vis-a-vis Europe
and Japan. (The position is not so satisfactory with regard to the producers
of primary products.) The initial gloomy forebodings about the dollar and
the speculative attacks on it from Zurich, Frankfurt, and Hamburg, have given
way to a realistic appraisal of the position in most quarters. A mild readjust-
ment is required in the position of the dollar, and the United States can no
longer order its policies in complete disregard of their effects on its international
economic position. But while the readjustment needed is in process, it is im-
portant not to push the panic button, or to alter fundamental policies in the
U.S. interest. In particular, negatively:

There is no need to contemplate devaluation of the dollar, or, along with
other countries, an increase in the price of gold ;

The position is not so serious that the United States should alter its
position on foreign aid, beyond attempting to. redistribute a part of the
burden to Europe and Japan;

While it is important to restrain inflation for its own sake and for the
balance of payments position, there is no need to adopt strongly deflationary
policies which would inhibit economic expansion or create unemployment.

Much of the present weakness of the dollar is self-correcting. Insofar as
imports represent inventory accumulations, they are borrowed from the future
and will decline. Balance-of-payments buoyancy in Europe is leading to con-
tinued relaxation of import restrictions against U.S. manufactures. Continued
recovery in Europe will lift U.S. exports and limit the supplies of goods avail-
able for sale here. Moreover, on a longer run basis, the “natural” remedy of
higher wages and costs in Europe can be relied upon to work in the right direc-
tion. American investors attempting to construct facilities in Europe are find-
ing it difficult to obtain labor in the best locations in the Low Countries, France,
and Britain. Employment is full, and expansion can only come about with higher
wages designed to move workers from say southern France to Paris (where
housing is lacking), or from the textile regions of western Belgium to the
favored locations between Brussels and Anfwerp. In the last several years much
of the increase in income from increased technological efficiency, on the Con-
tinent, has gone into further investment. But tight employment conditions, ex-
cept perhaps in Italy, seem likely to correct this in favor of consumption.

Another change which will automatically redress the position is the higher
interest rates. These have already cut down the floating of new bonds for
foreign account, and renewed foreign interest in New York balances. Tight
money may also cut down the availability of funds for foreign direct investment,
and make the remission of foreign earnings home as dividends more attractive.

There is very little danger from a withdrawal of foreign funds in the United
States. It makes no sense to net the $16 billion of foreign funds in this coun-
try against the $20 billion gold stock. No other country calculates its reserves
net of liabilities, rather than gross, nor does any bank. There is no problem if
private owners of funds wish to withdraw them. These have $8 billion, and
even if the present rate of loss were to continue for 3 or more years, as I do not
think it will, this drain could be met. Foreign central banks which own’ bal-
ances in this country are presumably immune from panic. They have a respon-
sibility to world financial stability as well as to their national interest, and they
can hardly fail to bear in mind the action taken by the United States in such
measures as the Marshall plan to the ends of international reconstruction and
stability. Nevertheless, the Netherlands Bank lost heavily in the devaluation of
sterling in 1931; and there were other central banks which speculated against
gold in the “gold scare” of April 1937. No public discussions should take place
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on these issues, but I assume that the Federal Reserve System has reassured
itself of the steadiness of its central-bank depositors. It is entirely appropriate
for them to convert further additions of reserves into gold, but it would seem
undesirable for them to go far suddenly to convert existing balances. To limit
their risk, I would think it appropriate for the Treasury to issue them infor-
mally exchange guarantees against any loss from devaluation. These would ulti-
mately have to be made good by congressional action, which could not be guar-
anteed in advance and should not be the subject of a long debate now.

Over the longer run, the distribution of the burdens of the leadership be-
tween the United States and the rest of the free world may have to shift.
European countries are beginning to talk about embarking on programs of aid
to underdeveloped countries. So long as U.S. aid and investment substantially
exceed the current-account surplus of this country, and the current-account sur-
plus of European countries is larger than their investment and aid, there is a
case for shifting the present distribution of aid before undertaking any enlarge-
ment of it. The same holds true in the military field, both in NATO and in
non-European parts of the world where this country has been bearing a dispro-
portionate share of defense costs. It is beginning to be time to reverse the
movement of piling financial responsibility for the foreign policies of the free
world largely on the United States.

The United States must continue to exercise leadership in foreign affairs.
I am not urging a withdrawal to isolationism, nor an attack on foreign aid.
Moreover we can adopt any level of foreign aid we need for the sake of foreign
policy, so long as we recognize the implications of such a level for taxes or other
expenditure. It is not true that foreign aid, or any other policy, will make
this country bankrupt. A narrower international margin means only that we
can no longer will the ends and pay for them out of our reserves. If we will the
ends, we must likewise will the means.

There is an importan{ implication of our new international position for
wages and price policy. Competition in transport and a low tariff policy imply
that there are limits to which a particular industry can raise wages and prices.
In steel, this limit has pretty well been reached under conditions where Europe
has excess capacity. But this does not lead to the conclusion that wages cannot
go higher. The implication is that wages must be geared to productivity, and
to wages and production in other countries. In the matter of productivity,
management has a responsibility for maintaining investment in cost-reducing
equipment, and innovation in new products. I hesitate to speak to the complex
steel situation because of lack of information. But generally speaking, it seems
inappropriate for management to blame imports on wages, or labor to ascribe
them to administered pricing or a loss of innovational leadership. Either or
both may be true, but to focus attention on the “blame” for imports is likely
to lead quickly to the remedy of higher tariffs or quotas. The appropriate an-
swer is rather more productivity, including new cost reductions and new useful
products.

It is impossible then to ignore the international implications of U.S. domestic
economic policy, and there are a few steps which we ought to take in the more
equitable sharing with Europe of the burdens of military defense and aid for
economic development. There is no hurry to take action along these lines, but
a prudent administration would not put them off. At the same time, the inter-
national position of the United States is no excuse for failing to take any ac-
tion which is important in its own right—action to correct internal inequities,
to insure growth or limit unemployment. It means rather that in taking such
action we must now for the first time bear in mind the position abroad, and
possibly, where this sets limits to unilateral, one-sided action, we must take
complementary steps to protect the balance of payments at the same time that
we carry out those things needed to preserve this country as a vigorous and
growing nation.

The CrammaN. I am going to ask the staff to get reprints of the
articles by Mr. Hinshaw and Mr. Bernstein which have been referred
to and have them inserted in the record.

Mr. KinpLEBERGER. I think it would be very helpful, sir.
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(The reprints referred to follow :)
IMPLICATIONS OF THE SHIFT IN THE U.S. BALANCE OF PAYMENTS

(By Randall Hinshaw, Oberlin College)

When I was asked to prepare a paper for the present program, my mind went
back to a session of the annual meetings of the American Economic Association
in January 1946, just a few months after the end of World War II. It was at
about this time that one could detect the first faint rumblings of the cold war, -
but it was too early for the papers at that session to have been prepared with
much consciousness of a future problem of coexistence. In any event, mine was
not. Nevertheless, the speakers on that program, without claiming any special
powers of clairvoyance, were very much aware of the possibility of a future
problem of international disequilibrium. Yet they would have been surprised, I
suspect, at the form the problem has taken in most of the postwar years.

I

If we take a broad look at the postwar U.S. balance of payments, surely the
most striking fact that stands out is that the United States has been in overall
deficit with foreign countries since 1949. That is to say, if we exclude the bal-
ance with international institutions, the United States has experienced a net
loss of gold and dollars to the rest of the world in every calendar year -of the
fifties. For the 8% year period from January 1, 1950, to June 30, 1958, this
“cash deficit” aggregated $12.8 billion, of which $4.0 billion was financed by
gold and $8.3 billion, or more than two-thirds, by an increase in short-term dol-
lar liabilities to foreign countries. Moreover, the deficit was at a near-record an-
nual rate of $3.4 billion in the first half of 1958. Actually, the data show a
slight deficit for the year 1949 itself, but the figure is so small that 1949 may
best be:regarded as a year of balance separating a period of heavy overall sur-
plus from the subsequent period of persistent and frequently heavy overall
deficit. 'This situation of deficit is in marked contrast, not only to the early post-
war years, but to most of the interwar period. Indeed, from 1930 through 1941;
the U.S. balance of payments was characterized by an overall surplus in every
-single year. = . : ’ .

If we look for an explanation for this striking reversal in the U.S. balance of
payments since 1949, we find that some of the more obvious avenues of inquiry
turn out to be blind alleys. For example, little light is shed by trying to explain
the reversal in terms of the persistently high level of “extraordinary” U.S:
Government expenditures abroad. In the first place, the level of such expendi-
tures (grants, net Government loans, and U.S. military expenditures abroad)
has been somewhat lower in the years since 1949 than in the early postwar
years, averaging $4.7 billion annually for the period 1950 through 1957, as com-
pared with $5.3 billion for the period 1946 through 1949} '

In the second place, if the analysis is to get below the surface, it is necessary
to distinguish sharply between expenditures which were motivated by balance-
of-payments factors and expenditures which were motivated by other considera-
tions. In the early postwar years—say.through mid-1950—U.S. extraordinary
expenditures abroad were primarily in response to a temporary situation of
acute international disequilibrium focused on the. United States. The counter-
part of these expenditures was the large foreign (particularly Western Euro-
pean) dollar deficit on current account that prevailed during this period, 'To a
large extent, of course,.this foreign deficit was a planned -deficit, reflecting a
remarkable joint undertaking in economic reconstruction.- : . )

Since 1930, however, and particularly since 1952, American extraordinary
expenditures abroad have not been mainly motivated by considerations- of inter-
national disequilibrium. Following the outbreak of the Korean war in mid-
1950, the major purpose of such spending quickly shifted from economic recon-
struction to mutual defense. After 1952, much the most important form -of
extraordinary. expenditure was not grants or loans but U.S. .militar'y ‘expendi-
tures abroad. While. extraordinary in the sensé of not being governed by
normal commercial criteria, such expenditures have not been mainly determined
by ;balance-of-payments considerations. - Nor have they shown any tendency to
decline. Unlike grants and loans; thesé expenditures have sharply reduced' the

1 These figures exclude U.S. Government grants and loans to international institutfons.
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" current-account deficit of foreign countries with the United States, and for
Western Europe in most recent years have transformed a deficit into a surplus.
Such expenditures may be regarded as part of the cost of coexistence—a cost
which is not likely to fall without a basic change in the international political
scene.

Another blind alley that we should examine briefly before proceeding further
is the possibility that the growth of American investment abroad may be the
explanation for the reversal in the U.8. balance of payments. During the years
1950 through 1957, net private U.S. capital exports averaged $1.6 billion annually,
. as compared with an annual average of $0.7 billion for the years 1946 through
1949. This increase in capital exports, however, has not quite kept up with
the increase in American income from foreign investments ; such income averaged
about $1 billion more per year in the period 1950-57 than in the period 1946—49.
As long as so much new capital outflow is in the form of direct investment and
as long as direct investment continues to be so profitable, there is little prospect
that the growth of American investment abroad will exceed the related growth
of income flowing back to the United States.

has

Having disposed of extraordinary expenditures and the growth of American
investment abroad as explanations of the reversal in the U.S. balance of payments
since 1949, we find ourselves obliged to explain the reversal mainly, if not exclu-
sively, in terms of normal payments and receipts on current account. That is
to say, we must explain the reversal either in terms of a decline in American
exports of goods and services or in terms of an increase in American imports.

The first of these alternatives we can immediately rule out. Even if we
exclude from invisible exports the rapidly growing income from foreign invest-
ments, average annual exports of goods and services (excluding military exports)
were about 10 percent higher in the period 1950-57 than in the period 1946—49.
Thus the behavior of exports does not help to explain the reversal ; on the contrary,
it muakes the explanation more difficult. With respect to imports, however, the
story is very different, and here, I submit, lies the basic explanation for the
shift after 1949 from an overall surplus to an overall deficit in the U.S. balance
of payments.

At this point, it may improve our perspective if we return to the international
economic horizon as it appeared to those of us who were reckless enough to
make predictions at the beginning of the postwar era. Then, as now, we were
very much concerned with the U.S. balance of payments. Our basic
concern, if I may speak collectively, was with the supply of dollars flowing
abroad. In 1946, most of those who feared a longrun dollar problem were
more impressed with the possibility of an inadequate supply of dollars than with
the possibility of an insatiable demand. In this connection, we owed a great
debt to the then current Department of Commerce study, “The United States in
the World Economy,” by Hal B. Lary and associates. Lary had shown us that
the flow of dollars was highly correlated with the level of American business
activity and that this flow had fluctuated very widely during the interwar
period. Indeed, the supply of dollars flowing to foreign countries declined by
more than two-thirds from 1928 to 1933. With vivid memories of the depression,
most American economists in early 1946 still felt that the longrun postwar prob-
lelfljl after “reconversion” was more likely to be chronic stagnation than persistent
inflation.

Apart from fears about the future level of American business activity, there
was evidence, or so we thought, that the volume of U.S. imports was not very
sensitive to price changes. This evidence seemed to suggest that American
imports would not expand very much when the supply situation in war-ravaged
countries improved. Thus, in 1946, there seemed to be ample reasons for fearing
a world dollar problem arising from an inadequate or sharply fluctuating flow
of dollars to foreign countries.

In this respect, however, American and British predictions turned out to be
wide of the mark. Among the more sanguine prophets was Lord Keynes, who
in his posthumous article of June 1946, predicted that U.S. merchandise imports,
from a level of about $5 billion in 1945, might reach $6 to $8 billion when war-
torn countries had recovered their productive capacity. This prediction, which
assumed U.S. import prices at twice their prewar level, was widely regarded as
overoptimistic. It was soon vindicated, however, and later shown to err on the
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pessimistic rather than on the optimistic side. As’early as 1948, U.S. merchandise
imports reached $7.6 billion, not far below the upper limit of Keynes’ predicted
range. By 1952, they had climbed to $10.8 billivn, and in 1957, a year partly"
marked by recession, they amounted to $13.3 billion. ' It should -be noted that
these figures all exclude military imports. On a 1947 base, the dollar value of
American imports in 1957 stood at 222, an average increase during the decade
of 8 percent a year. Even after allowing for the rise in American export prices
during the period, the dollars supplied to foreign countries in 1957 by U.S.
merchandise imports could buy almost twice as much American real output as
the dollars thus supplied in 1947. - ) ’ ’

The growth in American imports from Western Europe has been particularly
striking. From 1947 to 1957, the dollar value of U.S. merchandise imports from
Western Europe and dependencies (again excluding military imports) increased
by more than three times. The rise during this period was at an average rate of
almost 12 percent a year. . ’ -

These rates of increase in American imports are much greater than the most
optimistic would have predicted in 1946. Moreover, while there have been some
ups and downs in imports during the pastwar years, the setbacks—particularly
the setbacks traceable to recession—have been much more mild than had been
generally expected. MacDougall maintains that a moderate U.S. recession might
easily cut into foreign monetary reserves to the extent of $5 to $10 billion, and
on the basis of interwar disturbances, such as the 1938 recession, this conclusion
seems entirely reasonable. Yet this is certainly not the lesson of the recent reces-
sion. In the second half of 1957, U.S. merchandise imports were 4.7 percent
higher than in the second half of 1956. Nor did they fall to any significant extent
during the worst of the recession. In the second quarter of 1958, which marked
the trough, imports were only 1.5 percent below the corresponding quarter of
1957. Moreover, this quarter, far from being characterized by a net inflow of gold
and dollars, was marked by a net outflow of $1.1 billion, the result mainly of an
abrupt decline in American exports.

III

The sharp rise in imports since the war and the freedom from important set-
backs attributable to recession raise questions which need more thorough in-
vestigation than is possible in this paper. If we compare 1957 with 1947, with
figures for 1947 set at 100, we find that not only was the rise in the dollar value
of merchandise imports (to 222) much greater than the rise in gross national
product (to 188) but that the rise in the quantity of imports (to 168) was much
greater than the rise either in industrial production (to 143) or in gross national
product corrected for price changes (to 144). If we resist the temptation to
explain away the problem by invoking a higher income elasticity of demand or a
higher marginal propensity to import than was characteristic -of the interwar
period, I think we shall find that the rise in imports (or rather that part of the
rise that is not explained by an increase in business activity) is attributable to a
combination of factors operating in the same direction. In my ensuing discus-
sion of these factors, I am not at all sure that I have set them down in the order
of their importance. ’

In the first place, the 10-year period 1947-57 was marked by a 30 percent rise
in the American price level, as measured by the overall price index published by
the Department of Commerce to indicate changes in the price level of the gross
national product. This rise in prices reflects a very considerable degree of in-
flation during the period. Other countries were of course also confronted with
inflationary pressures, but in some cases were more successful than the United
States in dealing with the problem. Moreover, a large number of countries be- -
come more competitive as a result of the 1949 devaluations, and any price com-
parisons between the United States and such countries over this period must take
the change in exchange rates into account. My own view is that it is more than
a coincidence that 1949, the year of devaluation, is also the year separating a
period of massive overall surplus in the U.S. balance of payments from -the
subsequent period of overall deficit. B a

In the second place, there has been the recovery of Western Europe as a source
of supply. In 1947, U.S. merchandise imports from Western Europe (OEEC)
countries accounted for 12.2 percent of total U.S. imports. In 1957, imports from-
OEEC countries had risen to 22.2 percent of a much larger total. This seems
mainly a reflection of European recovery, and it also suggests that the American
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demand for Western European goods is elastic with respect to price. If the
demand had been inelastic, as some had feared, a shift to the right in the Euro-
pean export supply curve should have resulted in a fall rather than a rise in the
share of total American imports coming from Western Europe.

A third factor that probably accounts for some of the increase in imports is a
lower level of American tariffs. The ratio of duties collected to dutiable U.S.
imports fell from 19.3 percent in 1947 to 10.8 percent in 1957. While not a satis-
factory measure of tariff changes, these figures undoubtedly reflect a fall in the
average of effective American tariff rates. The fall in tariffs (along with the
recovery of Western Europe) probably accounts in large part for the increased
share of finished manufactures in American imports. Imports in this category
increased from 17.4 percent of total imports in 1947 to 27.3 percent in 1957.

If tariff reductions have played a significant role in the growth of American
imports since the war, then we have another bit of evidence that the American
demand for imports is more elastic with respect to price than some had feared
in the forties. The fall in tariffs appears to have been mainly focused on
manufactured goods, and if the demand for these had been inelastic, a fall in
price to the American consumer should have led to a fall rather than a rise in the
share of total imports accounted for by this category.

While I have no desire to reopen a statistical controversy on which much has
been written, I would like to point out that the early empirical investigations of
American import price elasticity were concerned with the demand for imports
from the rest of the world as a whole. Since a large fraction of American
imports has traditionally consisted of a rather short list of primary preducts,
several of which are not produced in this countr,y it is not surprising that
statistical studies based on interwar data should show that the American demand
for output from the rest of the world as a bloc was inelastic with respect to price,
particularly since much of the interwar period was characterized by high tariffs
designed to exclude imports of other categories of imports, notably finished
manufactures. This conclusion, however, is not really in conflict with evidence
which shows that the American demand for imports may be highly elastic where
prices in one foreign source of supply, say because of devaluation or because of
a refusal to inflate as rapidly as other countries, fall in relation to prices else-
where. Nor is the conclusion in conflict with evidence which shows that the
American demand for imports may be highly elastic where tariffs have been
lowered on items that had been protected precisely because the demand had been
found to be sensitive to the lower prices prevailing abroad.

So much for the factors accounting for the postwar rise in American imports.
What also requires explanation is the absence since the war of major setbacks
in the level of imports that can be attributed to American recessions. In the
recent recession, as we have seen, imports fell very little—much less, for exam-
Dle, than industrial production. Part of the explanation may be that U.S. imports,
particularly imports of manufactured goods, are in large measure a function of
disposable income, and that disposable income rather than falling during the
recession simply stopped rising. Actually, disposable income has risen in every
calendar year since the end of the war, and in the first half of 1958, when the
recession reached its lowest point, was 1.1 percent higher than in the first half
of 1957. This is a very different story from the big declines in disposable income
characterizing the recessions and depressions of the interwar years. Thus the
freedom from major setbacks in the level of imports during postwar recessions
may be largely explained by the fact that, because of the growth of “built-in
stabilizers,” disposable income fluctuates less than formerly with the ups and
downs of business, and also by the fact that a larger fraction of imports in the
manufactured category makes American imports more closely geared than
formerly to disposable income.

. v

Up to this point in our discussion, we have established that the reversal in the
U.S. balance of payments after 1949 has been primarily due to the rapid growth
of American (nonmilitary) imports, and we have also tried to isolate the main
factors responsible for this gorwth. In my remaining remarks, I would like to
discuss briefly the effect of the reversal on the rest of the world and to indicate
some implications for economic policy.

First of all, of course, the shift from a position of overall net surplus to a
position of persistent net deficit has been the factor chiefly responsible for the
spectacular improvement in recent years in foreign monetary reserves. Ac-
tually, foreign gold and short-term dollar holdings have slightly more than
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doubled since 1949, rising from $15 billion as of the end of that year to $30.5
billion as of June 30, 19582 All major areas of the world have participated
in this increase, though by widely varying degrees. Sharing less than the av-
erage increase were: Latin America, where gold and dollar holdings during the
814-year period increased by only 40 percent; Asia, where such holdings rose
by 63 percent; and the sterling area, where the increase was 78 percent. Shar-
ing more than the average increase were Canada, where gold and short-term
U.S. dollar holdings during the period increased by 126 percent, and—at the top
of the list—continental Western Europe, where such holdings in mid-1958 were
just over 214 times as high as at the end of the Torties. . .

While all major foreign areas participated in this increase in gold and dollar
holdings, a few individual countries did not. Without naming names, it seems
clear that in most such cases the difficulty was simply an excessive propensity
toinflate.

I say “in most such cases,” because there was another type of difficulty
which, while it could be caused by an excessive propensity to inflate, was not
primarily a current-account phenomenon. I am here referring to the type of
problem experienced by the United Kingdom in the third quarter of 1957. In
that quarter, British official gold and dollar reserves fell by $531 million, not
because of adverse developments on current. account—indeed, the sterling area
at the time had a small curren-account surplus with the United States—but
because of disequilibrating capital movements inspired by rumors of sterling
devaluation. The dramatic way in which this situation, as a result of bold
British monetary measures, was rapidly reversed shows that short-term capi-
tal movements, desipite the cold war, can still play an equilibrating as well as
a disequilibrating role. If evidence is needed, these developments also show
that important gold and dollar drains can and do occur that have nothing to do
with the so-callerd “dollar problem.” :

Indeed, the dollar problem, in the sense of an excessive foreign demand for
dollars in relation to the supply, has so long been a misleading description of
the actual situation that some observers in this country have become deeply
concerned about the opposite problem. In fact, in view of the substantial net
outflow of gold and in view of the big increase in official dollar holdings that
can be converted at will into gold by foreign monetary authorities, there have
been ‘suggestions in the financial press that the United States may soon have
to begin thinking seriously about the prospect either of depreciating the dollar
in terms of gold and foreign currencies or of discontinuing its present policy of
freely selling gold to foreign central banks in exchange for dollars. ’

Such counsel seems to me decidely unwise. In the first place, at the present
time almost half of total foreign gold and dollar holdings and about a third
of foreign official gold and dollar reserves are in the form of dollars rather
than gold. This has the great virtue not only of minimizing the outflow of
American gold but of greatly increasing the world supply of convertible mone-
tary reserves. The willingness of foreign countries to hold their convertible
reserves so largely in the form of dollars is mainly a reflection of two considera-
tions. First, because of its readiness to sell gold without limit to central banks
in exchange for dollars at a price which has been unaltered since 1934, the
United States has in effect made the dollar literally as good as gold from the
standpoint of foreign monetary authorities. Indeed, the only rational reason
for a foreign preference to hold reserves in the form of gold is the fear that
the United States may some day change its gold policy without advance notice.
Second. dollar reserves have actually been superior to gold in that they have
earned a substantial return for foreign monetary authorities by being largely
invested in U.S. Government short-term. securities. The importance of this last
factor was revealed earlier this year when, as a result of easy-money policies
in this counfry, the yield on U.S. Treasury bills fell below 1 percent (from a
yield of over 3% percent as late as October, 1957). Partly because of this
drop, foreign monetary authorities used their current dollar receipts, not to buy
Treasury bills, but to buy gold from the U.S. Treasury. As a result, the large
external deficit in the second quarter of 1958 was financed almost exclusively
by a near-record net outflow of gold.- DR

Despite the net outflow of gold and dollars since 1949, U.S. monetary reserves
remain very high. Partly because of domestic gold production, partly because
foreign countries have obtained gold for dollars from sources other than the

3 These figures include private as well as official foreign dollar holdings, but exclude the
gold and dollar assets of eastern European countries and of -international institutlons.’

~
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U.S. Treasury, but mainly because of the willingness of foreign monetary au.
thorities to hold a large fraction of their reserves in the form of dollars, US
monetary gold fell from only $24.6 billion at the end of 1949 to .$21.4 billion
as of mid-1958. In view of the increase in foreign gold reserves, this represents
a decline in the American share of the world total from 69 to 54 percept.
That is to say, after 814 years of external deficit, the United States still.retalns
over half the world’s monetary gold, even though its share of world imports
is only about one-eighth.

Thus there is no need to be alarmist about the deficit in the U.S. balance of
payments. So far as the past deficit is concerned, the United Stayes has b(.aen
performing a service for the world by promoting a better distributlon.o_f exist-
ing monetary reserves and thereby, perhaps, increasing the probability and
longevity of coexistence. In so doing, the United States has also been perform-
ing a service for itself. For the deficit, which in some degree is the result of
American inflationary tendencies relative to those abroad, has at the same
time moderated the price increases that would otherwise have occurred in this
country. Just as the overall external surplus before 1950 was an important
source of inflationary pressure in the early postwar years, so has the external
deficit of recent years been an important price-restraining influence.

This is by no means to deny that at some stage we may have to take posi-
tive steps to reduce or remove the external deficit. After all, it is a rare if not
unique situation to be able to pursue domestic policies without taking into
account their effect on the balance of payments. Luckily, because of our still
very large reserves, there is no need for hasty action, for this is an area in
which the remedies could easily be worse than the disease. In particular, it
would be most unfortunate if, in dealing with the deficit, we were to yield to
the temptation to introduce measures in the field of gold policy which would
discourage foreign monetary authorities from holding reserves in the form
of dollars. For, by adhering to policies which have encouraged foreign coun-
tries to hold their reserves in the form of dollars, the United States has greatly
expanded the total volume of convertible monetary reserves.

In dealing with this problem, there is one area in which we can reasonably
expect help from foreign countries, particularly from our Western European
partners. One of the elements in the present balance-of-payments situation is
the existence of foreign quantitative restrictions on purchases from the United
Stqtes. Originally dictated by a condition of acute dollar shortage, these re-
strictions are now largely maintained, not to protect the balance of payments,
but to protect foreign industries from American competition. Since 1952, great
progress has been made in removing these restrictions, but much remains to
be _done. We can properly do our best to persuade other countries, both in
thelr_in.terest and in our own, to take further big steps in the removal of such
restrictions. In this, as in the sphere of U.S. domestic policy to influence the
ba}ance of payments, we and our neighbors overseas will do well to bear in
1.n1nd tl;e. final published words of Keynes that “we shall run more risk of
Jeopardizing the future if we are influenced by indefinite fears based on trying
to look ahead further than anyone can see.” :

INTERNATIONAL PosrtioN oF THE U.S. DoLLAR
(By Bernard M. Bernstein ')

In 1958, the outflow of gold from the United States amounted to $2,275 million,
by far the largest reduction in U.S. gold holdings in any one year. In the first
5 months of 1959, there was a further outflow of gold amounting to about $346
million to May 20. When the additional U.S. subscription to the International
Monetary Fund is paid within the next few months, the gold holdings of the
United States will fall below $20 billion—the lowest level since June 1940,

While it poses no immediate danger to the exchange stability of the U.S. dollar,
such a large and continued reduction in the gold stock of the United States is
certain to be of great significance. Clearly, the U.S. Treasury cannot ignore
this disturbing element in our international payments. In one way or another,
means will have to be found to bring the outflow of gold to a halt. In order that

. 1Mr, Bernsteln was formerly an Assistant to the Secretary of the U.S. Treasury and
until January 1958 Director of Research and Statlstics at the International Monetary
Fund. He is at present an economic consultant in Washington, D.C.
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these measures be appropriate to the economic situation in the United States
and the rest of the world, it is important to understand the nature and the causes
of the persistent outflow of gold.

It is frequently said that the outflow of gold is an indication of a loss of
foreign confidence in the U.S. dollar. While doubts about the strength of the
dollar are being expressed with increasing frequency, this is not the cause of the
outflow of gold. The overall deficit in U.S. payments in 1958 (and the first quar-
ter of 1959) was actually larger than the gold outflow. So far, there has been
no net conversion of dollar balances into gold. On the contrary, foreign reserves
in the form of U.S. dollar assets are still rising. The explanation of the gold
outflow must be found in the factors that are contributing to the overall deficit
in U.S. payments.

DECLINE IN U.S. EXPORTS

Many observers have expressed the opinion that the weakness in the U.S, pay-
ments position may be explained by our exports. The steady inflation is sup-
posed to have raised costs to such an extent that U.S. producers are pricing
themselves out of world markKets. The large decline in U.S. commercial exports
in 1958 (and the first quarter of 1959) is cited as concrete evidence of this.
‘While the recent fall in exports did aggravate the U.S. payments difficulties, there
is no justification for the pessimistic view that the competitive position of the
United States in world trade has been seriously impaired.

The fall in U.S. commercial exports in 1958 was exceptionally large, but it was
entirely due to special circumstances. The Suez difficulties led to an extraordi-
nary but temporary increase of U.S. exports to Western Europe and the Far
Bast. From the fourth quarter of 1956 through the second quarter of 1957,
U.S. commercial exports were $2.9 billion higher than in the corresponding
period a year earlier. U.S. commercial exports rose to $17.3 billion in 1956 and
$19.3 billion in 1957-—an increase of 37 percent in 2 years. The rest of the
world could not be expected to maintain such a high level of imports from the
United States. It is not surprising that U.S. exports in 1958, excluding military
transfers, fell to $16.2 billion—$3.1 billion less than in 1957 and $1.1 billion less
than in 1956. .

The large decline in U.8. exports in 1958 is due primarily to the disappearance
of the unusual circumstances that caused the exceptional rise in U.S. exports in
1956 and 1957. According to the 1959 Economic Report of the President (p.
123) : “By far the greater part of the recent decline in U.S. exports, as well
as much of the sharp rise immediately preceding it, is attributable to develop-
ments in a few products. Six major commodities or commodity groups which
usually constitute only about 30 percent of total U.S. exports accounted for most
of the rise from the first half of 1956 to the first half of 1957 and for about
three-fourths of the fall in the first half of 1958”7 The exports that have
fallen so sharply are crude petroleum and selected fuels, coal and related fuels,
cotton, wheat, iron and steel mill products and other metals and alloys, and
automobiles and parts.

The fall in U.S. exports in 1958 (and the first quarter of 1959), although large,
was in an environment of decreasing world trade. While U.S. recovery began
in April 1958, the business situation in many of the great trading countries of
Western Europe was still deteriorating. Furthermore, the sharp fall in the
prices of primary products reduced the export receipts of the raw materials
producing countries and impaired their ability to maintain imports. As business
begins to expand in Western Europe and continues to expand in Canada, U.S.
exports will probably show a cyclical recovery later this year and perhaps a
considerable expansion next year. The recovery in U.S. exports will be facili-
tated by the rise in the prices of many primary products which appears to have
begun. .

U.8. BHARE OF WORD EXPORTS

There is no doubt that the United States will be one of the principal bene-
ficiaries of a resumption of the growth in world trade. It is a remarkable fact
that the United States has been able to maintain almost the same relative
share in total world exports throughout the period from 1950 to 1958, as shown
in table I. Even in 1958, a depression year, U.S. commercial exports were a
considerably larger part of the world total than from 1953 to 1955.

38563—59—pt. 5——6
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TABLE I.—U.S. exports as share of world total, 1950-58

World U.S. ex-
B Year exports ports ! U.S. share
adjusted !

Billion Billion Percent
$57.1 $10.1 17.7
76.2 14,1 18.5
72.5 13.3 18.4
71.8 12.3 17.0
75.4 12.8 17.0
81.5 14.3 17.1
92.5 17.3 187
09.5 19.3 19.4
94.5 16.3 17.2

1 Excluding special category exports (military aid supplies).

The United States continues to supply a relatively large share of world exports
of manufactures, as shown in table II. It is such exports which would quickly
reflect a deterioration in the U.S. competitive position in world markets. As
would be expected with their reconstruction, the German and Japanese share of
world exports of manufactures has risen from 14.3 percent in 1951 to 24.6 per-
cent in 1958. Despite this, the United States has done as well as other industrial
countries in maintaining its share of exports of manufactures in a world volume
now 43 percent larger than in 1951. The U.S. share of world exports of manu-
factures, excluding Germany and Japan, was 30.9 percent in 1951 and 30.8 per-
cent in 1958.

TABLE II.—Shares in world exports of manufactures

[Percent of total value]

Year United | United Ger- France Japan | Others?
States ! | Kingdom| many

26.5 22.0 10.0 10.0 4.3 27.2
26.2 21.6 12.0 9.2 3.8 27.3
25.9 213 13.3 9.0 3.8 26.8
25.1 20.4 14.8 9.0 4.7 26.0
4.5 19.7 15.4 9.3 5.1 26.0
25.2 19.1 16.4 7.8 5.7 25.8
25.4 18.1 17.8 8.0 5.9 ©25.1
23.2 18.0 18.6 8.5 6.0 25.7

! Excluding military aid exports.
3 Belgium, Canada, Italy, Netherlands, Sweden, and Switzerland.

It is frequently said that because of our high costs, domestic producers are
having great difficulty in competing with imports. Despite our large imports,
amounting to $13.3 billion in 1957 and $12.9 billion in 1958, and spectacular im-
ports of some products, such as small cars, foreign exporters generally do not
find it easy to compete in the U.8. market. In fact, as can be seen from table
III, U.S. imports in 1958 were smaller, relative to the gross national product,
than in any year since 1951, except 1955. The United States has increased its
purchases of import goods considerably in the last 8 years; it has increased its
purchases of domestically produced goods and services even more.

TasLE IIX.—U.S. imports and the gross national product

{Billion dollars) .
Imports,
Year GNP Imports GNP
: (percent)
320.0 11.07 3.37
347.0 10.79 3.11
365. 4 10. 97 3.00
363.1 10.30 2.99
397.5 11. 46 2.91
419.2 12.74 3.04
440.3 13. 14 2.98
437.7 12.94 2.96
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If the U.S. competitive position has been impaired, it is not reflected in the
export and import data. There is no convincing evidence that the United States
is pricing itself out of world markets. Prices have, of course, risen in this coun-
try in the past 3 years. They have risen to about the same extent in Canada,
slightly more in some Western- European countries and slightly less in others.
Competition in world markets is becoming much keener and the easy export
markets of the past are gone. That is largely because with increased output
the export capacity of Western Burope and Japan has greatly increased, not be-
cause U.S. costs have risen disproportionately.

DEFICIT IN U.S. PAYMENTS

The emphasis on the recent outflow of gold and the recent decline in U.S.
exports leaves the impression that the difficulties in U.S. payments have emerged
in the past year. This is not so at all. In every year since 1950, except 1957,
the balance of payments of the United States has resulted in a large accumula-
tion of gold and U.8B. dollar reserves by the rest of the world. In this period,
the net gold sales of the United States have been over $3.7 billion and short-term
U.S. dollar assets held by foreign banks and official institutions have risen by
about $7.5 billion (table 1V). Privately held short-term dollar assets of non-
residents have also risen by over $1 billion. This large transfer of reserves is
the counterpart of the deficit in the U.S. balance of payments on current, cap1tal
and aid account i

TasLE IV.—Gold aﬂd U.8. dollar settlements, 1950-58
[Million dollars]

=
Increase in
. dollar hold-
Year . U.8.gold | ings, foreign
sales banks and
official
institutions
1,473 918
1 —53 613
——— 1379 1,083
1,161 . 1,021
- 298 1,234
41 702
1 —306 1,112
——— 1798 121
2,275 845
3,712 7,507
1 Purchases.
3 Decrease.

The outflow of U.S. reserves from 1950-58 is not the consequence of weak-
ness in the U.S. trade position. In every year since 1950, U.S. commercial
exports of goods and services have exceeded imports of goods and services by
a substantial amount. As shown in table V, in 1958 the. trade surplis was
§$3.3 billion, excluding exports and imports of military supplies under grants.
On overall current account, again excluding U.S. mlhtary expenditures abroad
and military aid Supphes and services, the’ surplus in 1958 was $5.2 billion.
Despite the decline in U.S. exports in 1958, the trade surplus and the current
account surplus were the largest since 1950, except for 1956 and 1957, the years
of the Suez crisis.
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TABLE V.—U.S8. surplus on trade and current account, 1950-58
[Million dollars)

B Trade Current
Year surplus Account
surplus !

1,009 1,856

2,921 3,534

2, 481 3,757

1,291 2,355

2,445 , 849

2,753 4,304

4, 530 5,981

6, 036 8,354

3,263 5,232

1 Excluding U.S. military expenditures abroad and military aid supplies and services.

The trade and current account surplus of the United States, excluding military
expenditures and military aid, has been growing much larger in recent years,
as can be seen from table V. This is not the balance of payments of a country
that is unable to compete in supplying commercial goods and services in world
trade. The explanation of the large and continued deficit in aggregate U.S.
payments must be found in other sectors of the balance of payments—U.S.
private foreign investment and U.S. Government expenditures and transfers
abroad.

TABLE VI.—U.S. private capital outflow and U.S. Government transfers abroad
[Million dollars]

U.S. Gov-
U.S. private | ernment ex-
Year net capital | penditures
outfiow ! and

transfers ?

1,265 4,742

1,068 5,931

1,158 6, 940

369 8,844

1,619 7,318

1,211 7,259

2, 980 7,836

3,211 8,136

2,924 8,449

1 Excluding reinvested earnings of foreign subsidiaries of U.S. companies.
1 Military expenditures, grants of military supplies, other grants, and U.S. Government net capital
outfiow,

As shown in table VI, there has been a substantial increase in new funds going
into U.S. private investment abroad, particularly since 1956. There has been
a very much larger increase in U.S. Government expenditures and transfers
abroad which have risen from $4.7 billion in 1950 to $8.4 billion in 1958. With
such a rapid rise in capital outflow and Government payments, it is not surprising
that even the very large surplus on current account has been insufficient to avoid
an overall deficit in U.S. payments which has amounted to a total of over §$11
billion since 1950.

18 THE U.S. DOLLAR WEAK?

It has become fashionable in recent months to speak of the dollar as a weak
currency and to contrast it with the strong currencies of Western Europe. The
strength or weakness of a currency is a complex concept, comprising numerous
elements and manifesting itself in various ways. Of course, the U.S. dollar is
a weak currency in the exchange markets in the sense that the exchange rates
for the U.S. dollar, in terms of sterling, marks, guilders, and some other cur-
rencies, have been close to the gold export point for some time. The dollar is
not, however, basically weak in the sense that the United States will be unable
to maintain a well-balanced payments position over a longer period.
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The trade surplus of the United States in'the bad year 1958, amounting to $3.3
billion on commercial account, is the best evidence of the basic strength of the
U.S. payments position. With economic recovery in Europe, the U.S. trade
surplus will increase, if not in 1959 certainly in 1960. Furthermore, as the
ratios of U.S. exports to world trade and of U.S. imports to the gross national
product have been fairly stable, the trade surplus may be expected to grow
when the expansion of world trade is resumed.

Apart from trade, the U.S. surplus on other current transactions, excluding
U.S. military expenditures abroad, has been rising gradually and amounted to
nearly $2 billion in 1958. This surplus in service transactions comes from the
remitted earnings on U.S. investments abroad, which amounted to nearly $2.9
billion in 1958, and more than offset large U.S. payments for travel and per-
sonal remittances. Remitted earnings on U.S. foreign investments have doubled
since 1950 and have been rising at an annual rate of about $200 million a year.
On the other hand, remitted earnings on foreign assets in the United States were
about $600 million in 1958.

The United States is an enormous capital creditor in the world economy. Its
foreign investments and assets abroad amounted to $58.9 billion at the end of
1958, excluding the gold holdings of the U.S. Treasury. On the other hand,
foreign assets in the United States, excluding the U.S. dollar reserves of foreign
banks and governments, amounted to $20.8 billion at the end of 1958. U.S.
foreign investments and assets abroad are not, of course, equivalent to monetary
reserves. They are, nevertheless, an indication of the basic strength of the
U.S. dollar and a source of large and growing receipts in the U.S. balance of
payments. .

TaBLE VII.—U.S. assets abroad and, foreign assets in the United States
[Billion dolars)

U.S. assets |Foreign asset
abroad, in United
1957 States, 1957

Direct Investments. . e 25.3 4.8
Long-term securities.... 8.4 18.0
Short-term private__.__________________ 3.2 17.2
U.8. Government 3. .. 18.0 [O]
Investment in 1058 . . eiiiieoes 4.0 1.8
Total at end of 1958 ciiccaaa 58.9 20.8

1 Excludes long-term U.S. Government bonds.

2 Includes long-term U.8. Government bonds.

3 Excludes gold holdings of U.S. Treasury and U.S. dollar reserves of foreign banks and official institutions.
4 Foreign assets include private and public.

The United States is one of the great reserve centers of the world. Its gold
reserves, therefore, must be sufficient not only to meet adverse balances in its
own payments, but also transfers from countries that hold U.S. dollar reserves
to those that hold reserves in other forms and under extremely adverse condi-
tions, the conversion of U.S. dollar reserves into gold. At the end of 1958, the
gold holdings of the United States amounted to $20.6 billion and its net creditor
position in the International Monetary Fund was nearly $2 billion. At the end
of 1958, short-term assets held in the United States by foreign banks and govern-
ments amounted to $12.2 billion. The reserves of the United States are ample
for its trade and for all conversions of dollars into gold that foreign govern-
ments may want to make. They are not, however, excessive and they are con-
siderably less, relative to needs, than they were 5 years ago.
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TasLE VIIL—Monetary reserve position of the United States
[Billion dollars]

Net Inter- | Liabilities to

U.S. gold national foreign
End of year holdings Monetary official in-
Fund stitutions !
position
24. 56 1.45 26.03
22.82 1.45 5.72
22. 87 1.43 6.14
23.25 1.46 7.28
22.09 1.37 8.24
21.79 1.19 9.34
21.75 1.04 9.94
22.06 1.61 11. 46
22.86 1. 98 11.38
20. 58 1.96 12.19

1 Includes foreign banks; excludes international institutions.
2 Includes foreign private U.S. dollar assets in 1949.

ALTERNATIVE CORRECTIVE MEASURES

However strong its current payments position may be now or may be expected
to become later, no country can draw down its net reserves indefinitely. There
is no imminent danger that our monetary reserves will prove inadequate, but
the United States cannot be indifferent to the need to restore balance in its over-
all payments. Even the United States cannot afford to sustain a continued
deterioration in its reserve position on the scale of recent years. The outflow of
gold has given a dramatic quality to the deficit of 1958, but the problem would
not be essentially different if the deficit had been accompanied by a substantial
increase in short-term dollar liabilities to foreign banks and official institutions.

Ordinarily, with its basically strong payments position and its substantial
reserves, the United States could wait for several years until the forces of expan-
sion in the countries acquiring gold and dollars bring about a reversal in the
overall deficit in U.S. payments. After 8 years, this is no longer a practical
policy. The countries of Western Europe have acquired nearly $8 billion of
gold and over $5 billion of foreign exchange since 1950 without any indication
that their rapid accumulation of reserves is at an end. So long as these coun-
tries are determined to increase their reserves on a large scale, the United States

will continue to have a substantial overall deficit in its payments. For this reason-

the United States must take positive measures to maintain its reserve position.

One alternative is to attempt to strengthen the current account surplus of
the United States by generating a larger volume of exports and a smaller
volume of imports. This would entail deflation in the United States and would
induce a partially offsetting degree of deflation in some other countries. Such
a policy would be unwise and is uncalled for. The U.S. economy is about as
free of inflation as that of any other great industrial country. There is no
need to impose restrictive measures that would hamper the growth in production
and employment. Furthermore, it is not at all certain that such a policy by the
United States would be effective. The success of any measures taken by the
United States to increase its current account surplus would in large part depend
upon complementary measures taken by other countries to expand their own
consumption and investment.

The apparent weakness of the U.S. dollar does not arise from an impairment
of the international economic position of the United States but from the resto-
ration of the naturally strong economic position of other areas, particularly
Western Europe. For several years, the output of the great trading countries
of Western Europe, plus aid from the United States, has been sufficient to meet
all their needs for domestic consumption and investment and to leave a large
surplus for investment abroad and for accumulating reserves. In 1958, this
surplus of resources was so large that Western Europe acquired about $3.5
billion in gold and foreign exchange reserves. It is this basic fact that provides
the key to the solution of the U.S. payments problem.

An enduring change has taken place in world payments. The industrial coun-
tries of Western Burope have once again become a great and growing producing
center. They have shown their capacity to compete with the United States in
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world markets. With few exceptions, they have already inade good the postwar
deficiency in their reserves. They do not need all of the $3.4 billion of transfers
and payments (military expenditures, grants of military supplies, other grants,
and U.S. Government net capital outflow) that the 'U.S. Government made to
them and for them in 1958. A reduction in U.S. Government transfers to and
expenditures in Western Burope would not result in an equal improvement in the
U.S. balance of payments,.but there is no doubt it would have a substantial
favorable effect.

Because so much has been said about the possibility of a devaluation of the
U.S. dollar or of a rise in the price of gold in terms of all currencies, some com-
ment is necessary on this point. Neither this administration nor any succeeding
administration would give serious consideration to these proposals. With its
basic strength in international trade and payments, such an extreme step by
the Uinted States is unnecessary and would be nunwarranted. The particular
cause of the outflow of gold over the past 8 years is the rapid increase in U.S.
Government transfers and payments abroad. A reduction in such expenditures
and transfers in Western Europe is a difficult measure to undertake, but it can

\ be done without adverse effects on our diplomatic position in Europe and with
favorable effects on the well-being of the underdeveloped countries. )

N et

CONCLUSIONS

In a strongly competitive world, no country can be indiffeernt to the impact
of its policies on its international payments Policies that were bold and essen-
tial a decade ago must be modified to conform to the needs of a world that’is
now radically different. The United States has the capacity to increase its.aid
to countries that need real resources to enable them to maintain their develop-
ment—that is, the underdeveloped countries. It cannot continue to provide aid
to countries merely to enable them to acquire reserves of gold and U.S. dollars.

The time has come for a new stage in U.S. payments policy. From 1946 to
1951, the U.S. policy was to provide aid to Western Europe to acquire the real
resources necessary -for their reconstruction. Since 1952, the U.S. policy has
been to continue U.S. aid and expenditure, largely for military purposes, while
the rest of the world restored an adequate level of reserves. The new U.S.
policy should be one of greatly reduced aid and expenditures for Western Europe,
larger U.S. and European aid for underdeveloped countries, and: a moderate
growth of reserves for all the great trading countries.. With the increase in the
resources of the International Monetary Fund the need for massive additions to
Western Buropean reserves has passed. In fact, most of these countries'are in
a position to eliminate complétely all remaining restrlctxons and discriminations
and to participate in international trade and investment on the same free bas1s
as the United States. -

‘With an international payments policy that recognizes the realities of: the
economic world of today, there need be no fear of the capacity of the United
‘States to maintain ity economic leadership among the-great trading countries.
The United States is a country with enormous productive capacity whose costs
remain sensitive to business conditions. The monetary policy of the United
States is cautious and its fiscal policy is conservative. It has added about $40
billion to its foreign investments between 1946 and 1958, about $27 billion of
which was on private account. Its reserves of $20 billion provide it adequately
with the ligquidity necessary for a great reserve center. The U.S. dollar must
continue to be first among a larger group of strong, convertible currencies.

Thé Cuarman. I am very glad indeed, Mr. B zildwin; to have you

here.
Mr. Baldwin is professor of economlcs at the Unlvers1ty of
California.

Senator Javrrs. Mr. Chalrman, may we ask questions now ¢ :

: The CrarMaN. I started the precedent in asking question of Mr.
Lederer. I therefore feel I should extend the samé rloht to you; and
if you would like to ask questions now, youmay. - -

Senator Javrrs. If the chairman would prefer to have the next
witness proceed, I will wait, Mr! Chairman.
The Cratruax. I think it would be well.
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STATEMENT OF ROBERT E. BALDWIN, PROFESSOR OF ECONOMICS,
UNIVERSITY OF CALIFORNIA, LOS ANGELES

Mr. Bavpwin. The sharp drop in our export surplus during the last
year seems to be based mainly on short-term economic changes abroad.
Nevertheless, there are several factors in the balance of payments
picture that do raise problems concerning our prospects for main-
taining adequate growth over the long run.

A basic shift in the U.S. trading pattern that has been taking place
for many years is an increasing emphasis upon exports of manu-
factured commodities, especially capital goods, and a greater de-
pendence upon the importation of certain raw materials. In 1928,
for example, manufacturers constituted 45.7 percent of our total
merchandise exports. By 1948, this figure had increased to 55 per-
cent, and in 1957 it was 61.4 percent. Moreover, by 1957, 53.7 percent
of these manufactures were machinery and vehicles.

One consequence of this shift toward capital goods is that our
export trade has become increasingly sensitive to the level of in-
dustrial activity in foreign countries. Fortunately, since World War
II the tremendous demand for capital goods on the part of both
}indqrdeveloped and industrial countries has kept these exports stead-
ily rising.

Capital goods exports rose 44.5 percent between 1952 and 1957.
However, the leveling off of industrial activity in Western Europe,
recessions in Canada and Japan, and recent balance of payments
pressures in several important underdeveloped countries caused these
exports to decline $0.5 billion between 1957 and 1958.

n addition to this cyclical problem, the United States has been
facing increasing competition in the manufactured goods field from
other industrial nations. Our share of the exports of manufactured
goods by the major industrial nations—United States, United King-
dom, West Germany, France, Belgium-Luxembourg, Japan, Canada,
Italy, and Sweden—fell from 34 to 32.1 percent between 1952 and
1957 and our share of capital goods exports from 44.2 to 37.7 percent.

After the war, the lack of adequate facilities abroad enabled the
United States to increase its share of the manufactured goods market
from 22 percent in 1938 to 34 percent in 1952. But, as these coun-
tries have gradually expanded their industrial production under the
protection of foreign exchange control, they have been able to com-
pete more and more successfully with the United States. They have
done so well that they have now been able to restore nonresident
convertibility.

The 140 percent increase in our imports of machinery and vehicles—
70 percent if trucks and passengers cars are excluded—between 1952
and 1957 indicates their success in this field. Despite the drop in de-
mand in this country because of the recession, imports of machinery
and vehicles actually increased about $450 million between 1957 and
1958.

. The growing dependence by this country on certain raw materials
is reflected in the remarkable increase between 1952 and 1957 in our
imports of oil, iron ore, and aluminum. These three items accounted
for $1.2 billion of the total $2 billion increase in our imports between
1952 and 1957. Adding the $0.8 billion increase in machinery and
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vehicles to this figure accounts for the entire $2 billion increase in
our imports during this period. .
Moreover, were 1t not for quotas on a number of agricultural com-

modities and metals our imports would have increased much more.

‘The greater use of quotas to restrict excess demand, coupled with our

shift toward capital goods exports means that, while our exports are
becoming more sensitive to fluctuations in foreign demand, our im-
ports are becoming less sensitive to cyclical fluctuations.

Although exports of raw materials and agricultural products also
have increased in recent years, this rise can hardly be regarded as very
encouraging from a long-run point of view. The $220 million in-
crease in petroleum products exports in 1957, for example, reflected
mainly the Suez crisis. But, more important, consider the $670 million
increase in exports of agricultural products between 1954 and 1957.

This increase was the result of a $1.1 billion increase in agricultural

exports under Government programs and a $0.4 billion decrease in

sales outside these Government programs. The decline in non-Gov-
ernment-sponsored exports would have been even larger had it not been
for poor harvests abroad in 1957. By 1957 about $2 billion of our agri-
cultural exports were subsidized in one form or another. 4

Thus, the United States now finds itself in a balance-of-payments
situation that is entirely different from the easy days immediately
after World War IL ‘%e are increasingly dependent up exports of
manufactured goods and yet subject to increasing competition in this
field. This latter development is reflected both by our declining share
of the international market and the rapid increase in our machinery
and vehicle imports. At the same time our imports of such raw mate-
rials as oil, iron ore, and aluminum have grown at a remarkably rapid
rate. We have maintained a sizable export surplus despite these
shifts, but in reality this export surplus has been due in large part to
temporary developments abroad, plus our programs of export subsidy
and import control.

A great danger for the American economy is that we shall attempt
to meet balance-of-payments problems by further restrictions rather
than by the needed shift in resources. The recent imposition of oil
quotasis a discouraging sign. Restriction of imports and subsidiza-
tion of exports is not only inflationary, but more important it tends to
restrict our economic growth.

The major economic policy problem we now face is not the question
of whether we can achieve growth without inflation, but the more
fundamental one of whether we can maintain the flexibility in our
resources that is required to achieve satisfactory growth.

If we freeze more and more of our labor and capital in inefficient
industries, we are prevented from shifting resources into new and ex-
panding lines of production as rapidly as otherwise possible. Since

we have no control over the actions of foreign competitors, the long-
run cost of a restrictionist policy is a declining share of the world ex-

port market and a growing demand for imports.

One answer to the problem, of course, is to allow the price system to
operate more freely and thereby force resources out of inefficient indus-

. tries. As we have become wealthier, there has been a growing reluc-

tance to allow the price mechanism to operate freely when the re-
quired adjustment will inflict severe hardships on a particular
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economic sector. We must begin to reverse this trend, unless we are
prepared to run the risks of general inefficiency.

But, in addition, the Government should aid the resource adjust-
ments required by changing technological and demand conditions by’
positive programs designed to promote resource flexibility. Instead
of protecting every weak sector that appears, we should provide in-
ducements to encourage labor and capital to move out of these fields.

As far as the sharp drop in exports last year and the associated gold
outflow is concerned, this situation should improve within the next
year or so as industrial activity continues to expand abroad. The
recent removal of many of the foreign restrictions against the impor-
tation of U.S. goods should also act to increase our exports. .

The fact that no dramatic increase in our exports to these countries
has occurred so far should not be taken to mean we shall not be able
to penetrate their domestic markets. Competition in manufactured
goods is based on much more than price. It will take time for U.S.
manufacturers to build up the sales and servicing staffs that are neces-
sary for effective competition—just as it has taken several years for
foreigners to penetrate the U.S. market for machinery and vehicles.

One factor that should be watched, however, in the gold outflow is
the conversion of dollar balances into gold based upon the expectation
that we shall increase the price of gold. Raising the price of gold at
this time would be very unwise, and if this speculative outflow be-
comes significant, the administration should make a firm statement
that we have no intention of increasing the price of gold.

Although the rather heavy gold drain of the last year and a half
should cease before long, one should not expect any significant rever-
sal of the movement of gold. Western Europe, in particular, is now
in a position to compete effectively with the United States. This
strengthening of Western Europe 1s a development that we should
welcome, since it means that the free world is more capable than ever
of meeting the economic and military challenges of the Communist
bloc.” One consequence of this improvement, however, is that Eu-
rope should now increase its military contributions to the common de-
fense of the free world. In addition, they should take a more active
role in aiding the underdeveloped, neutral nations to achieve their
development goals.

These actions will not only directly contribute to a strengthening
of the military and economic position of the West, but they will act
to relieve some of the pressure on the balance of payments position of
the United States.

The Cramrman. Mr. Coffin, do you have some questions?

Representative Corrin. Thank you, Mr. Chairman. ,

Mr. Baldwin, you have carried the testimony of the other witnesses
to perhaps a very basic field of policy when you say that our prime
need, if I understand you, is to inject flexibility in resource utiliza-
tion. You have also said that Government should aid this by extend-
ing positive inducements to labor and capital to move out of rela-
tively inefficient fields.

What kind of inducements do you have in mind ?

Mr. Barpwin. Such things as labor retraining programs; loans
to firms in declining industries in order to help them move into ex-
panding fields; loans to workers for the purpose of aiding their mi-
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gration to different regions; research grants by the Government to
evelop opportunities in new lines of production; and information
services to both labor and management concerning opportunities in
other areas and industries. '

We need a positive program to help move inefficient resources into
new lines rather than programs that merely support these resources
in the inefficient industries. _ . .

Representative Corrin. These things are contained in depressed
areas legislation that our chairman has had quite a bit to do with.
That is t%le kind of thing you have in mind ¢ o :

Mr. BaLpwIN. Yes. '

Representative CorrIN. Going beyond that, are there inducements

or are there programs that have been’ entered into by other coun-
tries that sheg any light as to what could be fruitfully done here?
" Mr. BaLpwiN. First, we should undertake the type of activities I
mentioned on a much larger scale than we are at present. In.addi-
tion, I think the incentive taxation programs adopted in West Ger-
many possess considerable merit. We might, for example, permit
firms moving out of declining industries to accelerate their amortiza-
tion of equipment or to pay lower taxes until they become established
in new lines. Similarly, we could provide a larger tax exemption
on personal income for workers who move from a relatively de-
pressed to a more vigorous region. :

Representative Corrin. You and Mr. Kindleberger have testified
that you thought that the present condition of Europe indicated that
they should bear a larger proportion of aid to underdeveloped coun-
tlries, and perhaps the military burden should be shared to a greater

egree. - * ' :

This question could be asked of either you or Mr. Kindleberger, be-
cause he made the statement that foreign aid should reflect the bal-
ance-of-payment situation. :

If we tried to negotiate with our European allies and tried to sell
that proposition, they would point out that their per capita income
was. far lower 'than ours. They would point out that their total tax
burden, excise, income, and other, is in most instances higher than
ours. : :

What kind of a formula is economically sound? That is, can we say
that the balance of payments should be the magic key to a basic re-
sharing of aid to underdeveloped countries?

Mr. Barpwin. The condition of their balance of payments cer-
tainly is one’ factor but obviously not the only one. The rate. of in-
crease in industrial production and per capita income, the condition
of the budget, the level of employment, and the behavior of prices
are other factors that should be considered. In short, conditions in
all parts of the economy must be taken into account. ' :

Representative Corrin. But how do you reason that their per
capita income is still maybe a third or two-fifths of ours?

r. Batpwin. The fact that it is lower does not mean that they
shouldn’t share more of the burden than they are currently sharing.
T do not propose that their share should be as large as ours: How-
ever, because gross national product and industrial production have
increased more in Western Europe than in the United States in recent
years and because their balance of payments position has improved
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markedly, I am suggesting that these countries are now able to in-
crease their share of the foreign aid expenditures by the free world.
Do you want to comment on the question, Mr. Kindleberger?

Mr. KinprLeserger. I would want to comment that some of this
would come about automatically through the increase in German ex-
penditures for its own armaments. Germany has, up to now, achieved
a large amount of its export surplus because of the fact that it was
raising taxes to pay for armaments, but not spending the money for
armaments.

They have had big treasury surpluses with these armament taxes
which were not spent. From now on, however, the pace of expendi-
tures is going to pick up and the pace of taxes will not, which will -
create a more inflationary bias in Germany. And this is going to
mean effectively that their balance of payments of surplus 1s going
to be cut down.

The Germans have been very slow in national defense expenditures,
and we have been very fast in this regard. All I am suggesting is
that we get back into some appropriate balance. :

I think it is true that it 1s a mistake to say balance of payments
should determine who contributes what. That is a simple error.
We can pay for anything we want to if we wantto. AllTam suggest-
ing is, since we are having a little trouble with our balance of pay-
ments and they are having things so pleasant with their balance of
payments, maybe we ought to share it a little bit.

But if they would argue and we agreed that because we are richer
they should pay less, we can, by increasing taxes and by cutting down
expenditures in this country, redress the balance of payments, correct
that, and pay a bigger share. But I do not think I would urge it at
this time.

Representative Corrin. Mr. Schmidt’s basic idea is to bear in mind
these trends and all of the items that make that up should give us
concern, but he stated to Senator Javits that he would wait and see
what the future holds.

I think the future is going to hold some new activity in the field
of aid to underdeveloped nations by Europe. I know Mr. Halstein
of the Common Market indicated that there was deep interest in ex-
tending aid to underdeveloped countries now.

But I would be interested in having our Government explore a
reasonable proposition as far as establishing a basis for sharing is
concerned. Political considerations will always be the most impor-
tant, and yet if we come up with a series of factors which should be
taken into account, this might be persuasive; and I do not think it
would meet with resistance 1f we did it in the right atmosphere.

Mr. KrnpLesereer. I think it is fair to say, sir, that the basis on
which the original NATO sharing in 1950 took place included as one
strand of the reasoning that the U.S. balance of payments surplus
was so large.

As this begins to come down a little bit, the original basis for shar-
ing worked out in NATO in 1950 and thereafter might be modified
a little bit.

Representative Corrin. One final question, Mr. Chairman, and then
I will yield.
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I would like to ask Mr. Lederer whether he has information that
would indicate the source of the accumulation of gold in Western
Europe.  We know that Germany has exported less to us than it has
imported from us, and yet it has accumulated gold.

Do you have information as to how much gold they have gotten
directly from the United States and how much gold they have gotten
from third countries, possibly as a result of aid transactions?

Mr. Leperer. I cannot answer for Germany itself, but only for all
Western Europe. Our net payments to Western Europe in 1958, as
far as we can tell, were about $1.6 billion. Their total accumulation
was about $3.7 billion. So the difference is something around $2
billion which they may have gotten indirectly, through transactions
through third countries. L

Representative Corrin. You do not know whether those trans-
actions were the result of aid or a combination of aid and trade?

Mr. Leperer. It is obviously the total, a combination. As for aid
itself, I have looked into that once. It seems that in 1958 out of the
nonmilitary aid, about half a billion dollars or so represents offshore
purchases, that 1s, purchases in third countries; and a very large part
of that was spent in the advanced countries, say aroundrg350 million
or so out of the $500 million; this includes about $250 million spent
in Europe and about $100 million in Japan.

Representative Corrin. That would be $250 million out of $2 bil-
lion?

Mr. LepErer. Yes.

The CuarMaN. Senator Javits?

Senator Javirs. I had in mind to pursue with Professor Kindle-
berger the rather affirmative recommendation which he makes for our
country. I think this is what the country is waiting for: What do
wedo? I would like to take these in turn. . :

First, you say that— :

.8. producers seem ponderous—slow to make decisions, and far from daring—
in their attempts at imitation.

They are getting a little fat, in other words. I notice you pick up
the same theme at the very end of your paper where you say:

Generally speaking, it seems inappropriate for management to blame imports
on wages—

that is, the wages of domestic labor—
or for labor to ascribe them—
that is, the keener competition abroad—
to administered pricing or a loss of innovational leadership. . The appropriate
answer is rather more productivity, including new cost reductions and new
useful products.
In other words, what you are really saying is that American labor
and American management have to get on the ball—
Mr. KINDLEBERGER. Y es, SIT. o o .
Senator Javirs. Get more competitive, sharpen up their pencils, flex
their muscles, and do a more active job, more in the tradition of
people who are trying to get ahead than of people who have arrived.
Is that right ¢ . :
Mr. KINDLEBERGER. Ye€S, SIT. .
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Senator Javrrs. Would you advise that we give some stimulus to
that activity, for example, by more favorable tax treatment for de-
preciation of new items, or some modified depreciation policy, in order
to encourage new installations which will cut down on costs ?

Mr. KinpLeBerGeR. I am afraid this takes me well out of my field,
sir, and I would prefer not to speak to this.

Senator Javrrs. But what you are seeking to convey to us is the
general principle of their innovation, activity, their productivity as
being vitally important ¢

Mr. KINDLEBERGER. Yes, sir; and I wanted to suggest in some in-
dustries which seem to me very vigorous and active, as in chemicals,
exports to Europe are rising rather than falling.

IS)ena(';or Javits. The next thing you point out to us is in terms of
the very hot argument about a balanced budget, that what we need
to do is make our intake more nearly equal our outgo. In short, we
have to be just as ready to increases taxes if we have to, to close up
tax loopholes which my colleagues have been waging quite a struggle
on in the last few days, and not be be afraid to pay the bill or, rather,
not to be reluctant about paying the bill if we have to make these
expenditures which represent the bill. Isthat correct?

Mr. KINDLEBERGER. Yes; that follows, I think. -

Senator Javirs. And you feel the country has adequate capacity
still to do that? '

Mr. KinpLEBERGER. Oh, yes. There is no doubt about it.

Senator Javirs. And yet not overtax themselves by any means?

Mr. KinpLeBERGER. Certainly not.

Senator Javirs. Taking into consideration the order of magnitude
of the type of expenditure we have, that is your prescription No. 2?

Mr. KiNDLEBERGER. Yes, sir.

Senator Javrrs. Enough taxes; increase them if necessary—and it
may be necessary—fill up loopholes; take in more money; don’t be
afraid to spend more money. You can well afford it if you take in
more money and tax yourself.

Mr. KiNpLEBERGER. Exactly.

Senator Javirs. Now, point 3: You feel that the time has come to
invite the free world to undertake some of our burdens in respect of
aid to the less developed areas. That is correct, is it not?

Mr. KiNpLEBERGER. Yes.

Senator Javrrs. And the test which you utilize is, and I quote:

So long as U.S. aid and investment substantially exceed the current-account
surplus of this country, and the current-account surplus of European countries
is larger than their investment and aid, there is a case for shifting the present
distribution of aid before undertaking any enlargement of it.

Do you have any figures or any amounts of the current-account
surpluses of European countries 1n relation to their investment in
aid?

Mr. Kinpresercer. I am afraid I do not. I have some old figures;
I have some end of 1958 figures for their gold and dollar reserves, and
I have some 1957 figures for their balance of payments, which are the
most recent.

Senator Javits. Do you believe it very desirable that such a study
be made? :

Mr. KinprLesERGER, Oh, yes, very much.
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. Senator Javirs. And you believe it very desirable that a major
effort be made by the United States on a multilateral basis to induce
some of our partners, notably Germany, which has rather large re-
sources now, France, Eerhaps other countries, to undertake with us
some of the responsibilities for aid that we have been carrying
ourselves? - .

Mr. KinpLEBERGER. Yes, I think T would wait a little bit on France.
President de Gaulle, as you know, has-already spoken in a’positive
sense. He is very eager to get in on the act-and to become a developed,
mature country. -

But the German balance of payments is the one that seems to me to
need to.be funded. The Germans have been having an export surplus
now since 1951. They have been making long-term investments on
a strictly ad hoc basis, such as the reparations to Israel, but these are
about over now. : ,

Senator Javirs. I have been thinking, Professor Kindleberger,
myself, of offering an amendment to the Mutual Security Act to re-
quiré a study to be made of this question. That is why I asked you
whether you had any facts and figures on it. As far as I am aware,
our Government has not in a deliberate way gone about doing this.

T happen to be very active in an organization called the NATO
Parliamentarians. I am the chairman of its economic committee. I
have been beating the drum for this for 2 years. I mustsay I am very
pleased to see an experienced economist come to these conclusions at -
the same time. :

I ask you whether you feel that the body of information we have on
this subject could well stand consolidation through some governmental
study which would put it in focus for Congress and the American

eople ?
P r. KINDLEBERGER. Very readily, yes, sir.
Senator Javirs. You would think that would be a constructive move?
" Mr. KinpLEBERGER. I do, sir. . : :

Senator Javirs. Youencourageme. . - .

May I ask—and this is a suggestion of our distinguished chair-
man—and Mr. Chairman, may 1 parenthetically say that-in all my
years in Congress, and I have been here since 1947 off and on; mostly
on, I have never seen as instructive a set of hearings as the chairman of
this committee is conducting this year. This is one that is likely to
produce extraordinary results for our people at ridiculously low cost
compared with what we spent on the TNEC and other similar
inquiries. _ R

The Cuamrmawn. I thank the Senator, but I think the credit is
largely .due to both the staff of the committee.and the witnesses who
have been kind enough to come and devote their time and energies.
The thanks should be due to them, not to me. v
Senator Javirs. Mr. Chairman, the question I was going to put was
a question to all three colleagues, if they wish to answer, or Professor
Kindleberger. Could we have a commentary.from Mr. Lederer,
and then Professor Baldwin and Professor Schmidt, on the precise
answers which we now have? If I may recapitulate, because I think .
. they are very important, the three things we are urged to do are:

1. American management and labor to quote, my own quote, “get on
the ball” in respect of the acumen and skill and vigor with which
they address themselves to their tasks. '
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2. Endeavor to redistribute the aid problems which we have in
terms of foreign aid, et cetera, among more of our partners that are
carrying this burden today.

3. Tax ourselves more in order to meet the responsibilities which we
have to meet, and show no fear in meeting those responsibilities.

Is that summary agreeable to Professor Kindleberger ?

Mr. KINDLEBERGER. Entirely.

The Caamman. May I say that since Mr. Lederer is an official of
the Department of Commerce, we should leave him out? I do not
believe we should ask him to express a policy now. But these other
gentlemen are free men.

Representative Corrin. Was there not a fourth definite suggestion
made, though, by Professor Baldwin, with regard to means of in-
ducing more flexibility in our own resources ?

Senator Javirs. Would you state that, Congressman Coffin? And
then they can make a reply.

Representative Corrin. First of all, they made a point that there
was a need for our industrial potential to go to areas of maximum
efficiency, in that government has a role to play in inducing labor and
capital to move into such fields.

enator Javrrs. Thank you. I will adopt that, and let us say that
is a four-part recommendation.

Could we have the comments of the other gentleman on that?

The CHAIRMAN. Mr. Schmidt?

Mr. Scammr. On the first point, about getting on the ball, this is
the first time I have heard it proposed that we should have jawbone
control of the balance of payments. It will probably not be any more
successful, I think, than the jawbone control of the price level. I
think the job is to set the framework in which American enterprise
and the other factors of production can do a better job. I think this
isin large measure in the hands of you gentlemen.

On the redistribution of aid, I would simply warn that we may be
able to use the balance of payments as a bargaining device, as a debate
argument, but I would not wish to see us take any action in this area
simply because of the balance-of-payments condition.

On the tax-ourselves-more question, I would also add that we could
spend less. Thisis always an alternative.

And on the flexibility, again I think that Congress might well look
very closely at govermental regulations to see if some of those might
be reduced in order to increase that flexibility, and also perhaps take
more action in the antitrust field.

On the redistribution of aid, Senator Javits, this is a very tricky
area, and I would hate to see us jeopardize what some people consider
a very vital area of American foreign policy, just because of gold.
Here, on the one hand, we have Mr. Bernstein suggesting a reduction
of assistance and expenditures in Western Europe, and at the very
same time the Draper Committee is telling us that we have to increase
military expenditures to Western Europe for our own security.

The CuamrmanN. Who says that ?

Mzr. Scamipr. The Draper Committee.

I think it would be a very serious error to overlook the judgment
of the generals; in this case, the competent people in judging the risks.
Look at the problems we face. I am not very close o the operational
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side of this question, but I have been told by people that they have
proposed a reduction of U.S. military assistance of certain items to a
particular country, and then the military officers on the other side In
Western Europe will say, “Oh, no, we will cut down our activity
by an equal amount.” L . . .

If we are going to run into this kind of problem, aid reduction will
not reduce our worries about the gold stock; we must do something
else. :

Senator Javrrs. I must say I yield to no one in my devotion to the
foreign assistance program of the United States, and I have proved
that on a thousand battlefields. Yet I believe that it is time to make
our European partners join in, and I think the best proofs of that
are India and Turkey, where under the exigency of an emergency
they did join in, and to very great effect. I think there is great lever-
age there. I think the program has to be increased. I do not think
it is necessary for us to increase it alone. I think this is the place
where they come in, and I feel that the time has come to speak very
frankly to our allies on that subject. : :

Mr. Sceumpr. I am in complete agreement with your conclusion.
All T am urging is that it not be done because of the balance-of-pay-
ments condition, but on the principle that they are wealthier, or some- -
thing like that.

* Senator Javirs. In other words, we do not need it because we are
poor, but we need it because it should be done that way in all honesty,
and that our sacrifices should not be unlimited.

'Mr. Scamipr. That is true. ~

Senator Javrrs. Thank you very much, Mr. Chairman.

The Caamman. Mr. Baldwin, do you have anything to say?

Mr. Bawpwin. Yes; I would concur with these four points. Cer-
tainly we should exhort business to be as efficient as possible. I doubt,
however, if too much can be accomplished merely by urging them to
be efficient. : R

The CuarMaN. May I ask this? It would not surprise me at all if
the automobile manufactures came in very shortly and proposed
tariffs on foreign cars. If they make that proposal, do you think we
should comply ¢ :

Mr. BarpwiN. Oh, no. The Government should not impose addi-
tional restrictions of this kind. Such measures just make resources
more immobile and in the long runcause greater difficulties in the
foreign sector. The way to keep American industry efficient is to
force it to compete with foreign countries. In addition, as I said be-
fore, more positive programs to promote resource flexibility should
be undertaken. ‘ : . .

I also agree with the suggestion that our allies should increase their
share of the West’s foreign aid expenditures. I would like to stress,
however, that I do not think we should cut down on our foreign aid
but that we should ask them to increase their expenditures. "We
should keep our level of aid about where it is and urge our allies to
Increase their aid, particularly to the underdeveloped countries.

- Representative Corrin. So that really, when you started up by say-
ing that you agreed to have each of them share our foreign aid, that
1s not accurate ; is it ?

88563—59—pt. 5—7
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Mr. BarpwiN. Noj; not in the sense that the change in the sharing
arrangement means an absolute decrease in our foreign aid and an
increase in theirs. Keep ours at about its present level, or Ii,erha,ps
even increase it, but bring about a better sharing arrangement by hav-
ing them increase their foreign aid relatively more than we do. .

Certainly as far as the taxation is concerned, I fully agree that we
are not near what I would consider a tax limit, and that we should
increase taxes to finance any larger expenditure programs.

The CrAIRMAN. Senator Javits?

Senator Javirs. I have no further questions.

The Cuamrman. Mr. Kindleberger, I noticed that you warned
against attempts at deflation in this country. Is that correct?

Mr. KINDLEBERGER. Y es, Sir.

The CHamrMaN. The argument is being heard that many of our
products are at a competitive disadvantage compared with European,
particularly German and Belgian, and also Japanese products, and
that therefore we must reduce costs of production; and the way to do
this is by holding down wages while output rises, so that labor costs
will develop into a fall.

What is your general criticism of that opinion?

Mr. KinpLEBERGER. My view is that the kind of industries in which
this would work are not those in which we are likely to do much ex-

orting. Let me cite an example, sir, of a young friend of mine who
1s a businessman, who told me that they were being bothered in his
company by flashlights from Hong Kong at 29 cents, when their
flashlights .sold for %1.7 9. He said 1t is hopeless to try to meet this
kind of competition directly, but that they were able, by putting a
research team on this, to get a much better flashlight, three times as
good as the Hong Kong flashlight, for 79 cents.

I don’t know why the figures all end in nine, but they.do.

This is the way to meet the competition from Hong Kong flash-
lights. To my mind, to try to stay with your old product and squeeze
down the wages is a rather hopeless affair. The way to do it is to get
an innovation product.

The CrHamRMAN. I wonder if Mr. Baldwin and Mr. Schmidt agree
with that?

Mr. BaLpwin. I doj; yes. Iagreecompletely.

Mr. Scamior. Generally, I do also.

The Crmarman. This is a technical question, but one that has not
been adequately dealt with.

In the days of the gold standard, we had ultimate ddjustment be-

tween imports and exports and ultimate equilibrium in balance of
payments to gold movements. Gold movements are a bit freer now
than they were. ‘ _

Then 1t was said even though you do not have gold movements you
get adjustments through movement of exchange rates. This would
mply free exchange rates and fluctuating exchange rates. What we
have instead are pegged exchange rates.

T would like to ask, what .automatic method do we have now to
equilibrate the claims of the outside world against the United States
and the United States against the outside world through the opera-
tion, either (a) of gold movements, or () exchange rates?
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I once asked an eminent: American economist that question, and he
said it 'would take him too long to answer it. So I am still searching
for light on this issue. oo

Who wants to be bold enough to try? . -

Mr. KinpLeBerceR. I suppose I can offer a few hesitant phrases
and see if my colleagues come to my support when I flag. -

I would say, sir, the Canadian experience suggests an excellent
occasion of one¢ where the fully fluctuating exchange rate is bringing
about adjustment from time to time fairly easily without too much
friction. . : T :

The Bank of Canada does intervene and peg the rate to some ex-
tent, but the Canadian economy has been able to stabilize its position
vis-a-vis the United States, despite the big shifting pressures which

_have existed. i : ' g - _ : :
.. The Cuamman. For the sake of the record, would you exgla.in how
the fluctuations of the exchange will produce this balance? -

- Mr. KinpLEBERGER. In theory, if there is an increase in demand for

Canadian products, a rise in the value of the Canadian dollar will
ensue and means that Canadian .exports are more expensive in the
United States and people buy fewer of them; and that Canadians
buy more imports because American imports are cheaper. . These
influences bring about equilibrium in the balance of payments, if one
leaves out short-run capital movements.. . - _

In fact short-run capital movements bring about most of the ad-
justment, and have done so in the Canadian experience. A

The CHamRMAN. Mr. Baldwin or Mr. Schmidt, wish to make any
comment? . e

Mr. Scammrt. Did I understand your question to ask

The CeHARMAN. I wanted to have the method by which fluctuating
exchange rates would produce ultimate automatic equilibrium.

. Mr. Scuatwr. Professor Kindleberger, in his inimitable way, has
already explained it to my satisfaction. C .

The Cuamman. I would suggest Professor Kindleberger write out
his analysis. :

Mr. Kinpreserger. All right, sir. o :

I think I want to add one thing, which is a remark made by a
British treasury attaché about fluctuating exchange rates. He said
any country can adopt a fluctuating exchange rate and get equilibrium,
provided it strikes o1l at the same time. ' ,

‘The Cuamrman. I was trying to urge the Federal Reserve Board
to stand for fluctuating exchange rates in its relationship to other
countries, and with very dubious success. Suppose you have a frozen
exchange rate such+asi Great Britain has. What method of equilib-
rium do you have then? ' : .

Mr. KinpLeBerGer. A very considerable part of the adjustment
mechanism is found in income.changes. If a country has an export
surplus, this tends to act to raise domestic income, which then spills
back over into imports. - - o : -

If it has a depression, this cuts imports directly. And if an in-
ternal income change occurs, there is a limit on how much domestic
income can change before the balance of payments runs up danger
signals. : e : SR . T
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The CratRMaN. A very practical problem comes out of this because,
as you say, American goods are being increasingly exported. The
great advantage of superiority in the output which we have normally
had is no longer peculiar to the United States. It is being argued
that foreign countries, particularly Japan, West Germany, and so
forth, with American technique and in some cases American ma-
chinery, with low labor costs per hour, are able to produce goods at
a lower unit cost than we can, and these goods come into the United
States. In some cases there is an outward movement of gold which,
if allowed to flow into credit, would increase the price in most
countries. But in some cases the gold is impounded in those coun-
tries and is not allowed to influence price levels, so that this equilibrat-
ing factor is lost. ’

And in terms of foreign exchange, frozen exchange rates, you do
not get the adjustment there that you otherwise would get. There-
fore it is argued that the equilibrating forces which formerly operated
during the period of the automatic gold standard, no longer prevail,
and that therefore we cannot argue, as we used to argue, that ulti-
mately exports and imports equal each other.

We could have a continuing unfavorable balance, so-called unfavor-
able balance.

What comment do you have to make?

Mr. KinpLERERGER. 1 think modern economists reject this view of
the matter and say that you must look at income movements. An ex-
port surplus is a result of somebody saving something in the system—
in other words, to sustain an export surplus you have to have some-
body having net savings. An export domestic surplus is net foreign
investment which must be offset by net savings.

In the case of the German export surplus, the net savings have been
treasury savings, the piling up of tax receipts in the treasury. Ad-
justment need not come about through gold flows working through
the banking system on prices. It can work through the income
mechanism.

The Cmamman. To me the German people as such have not in-
creased commensurately the liquid holdings of the German Govern-
ment. Is that not true?

Mr. KinpreBerager. That is true. The increase in income from the
export surplus is offset by the increase in taxes which the German
Government raises. You could argue that the export surplus is due
to these taxes which are not offset by armament expenditures; in
other words, the treasury surplus. :

I think more and more economists tend to look at the income
mechanism as being the equilibrating one, and in this case they would
argue that the German export surplus has been deliberately or other-
wise offset, and that the balance-of-payments adjustment mechanism
is unable to work, because of the governmental savings which offset
the balance-of-payments surplus.

The Cramrman. I think it would be a real contribution, when you
get the proofs of this discussion, if you were to add some paragraphs
on the equilibrating influence of income.

Mr. KinpLEBERGER. 1 will be pleased to do so.

(The following was subsequently received for the record :)

1t is difficult or impossible to furnish an account of the equilibrating mech-
anism in the balance of payments under fluctuating exchange rates and under
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the gold standard of the present day which is at the same time concise, com-
plete and commands universal agreement among economists. Omitting a host
of qualifications, however, including perhaps primarily that the two systems
are not wholly distinet, it is possible to summarize as follows:

Under fluctuating exchange rates, the balance of payments is brought into
adjustment by the response to changes in the exchange rate of exports and
imports on the one hand, and short-term speculative movements of capital on
the other. The proportions can vary. Working through exports and imports, a
depreciation of its exchange rate makes a country’s exports cheaper abroad,
and its imports more expensive at home, with the consequence of stimulating
exports and discouraging imports. This result requires that the country’s
sales abroad are sufficiently stimulated by price decreases, and that its pur-
chases are substantially curtailed by price increases—a condition which econ-
omists summarize by saying that the price elasticities of demand must be high
enough. Depreciation also tends to make foreigners and-residents of the coun-
try with foreign assets buy the currency as it cheapens, thus improving the
balance of payments on capital account; while appreciation leads to sales of
domestic for foreign currency in a converse fashion and stimulates capital
outflows. These results require the underlying condition that expectations as
to the longrun value of the currency are inelastie, i.e., that people feel that
the value of the currency is assured at roughly the current level. If expecta- -
tions are elastic, people will interpret an initial depreciation as a sign that the
currency is beginning a long-run period of decline, and rather than buy it as it
falls they will sell short. ) . .

A fluctuating exchange rate system of adjustment thus works well—i.e., small
changes in the exchange rate produce large adjustments in the balance of pay--
ments through .exports and imports of goods and services, and short-term cap-
ital movements-—and, of vital importance—in the right direction, when the
elasticities of demand are high and when expectations are firm as to the longrun
stability of the exchange rate. This has been the case in Canada, where, how-
ever, stability has been achieved more through capital movements than through
responses of trade to changes in the exchange rate.

Under the gold standard, or with a fixed exchange rate, economists have modi-
fied their early view that the adjustment mechanism started with gold and ran
through changes in the money supply to changes in prices. . This view, con-
cisely, held that an export surplus produced a gold inflow, which enlarged the
money supply (frequently by a multiple of the gold change), and that this in
turn, through the workings of the quantity theory of money, raised prices. At
higher prices, the value of exports fell (again assuming a substantial reduction
of the quantity sold because of the rise in price), while with higher prices in
the domestic market, imports increased. In consequence the balance of pay-
ments on current account deteriorated. The gold inflow might also have the
effect of reducing interest rates and thereby. leading to a direct outflow of
short-term ecapital. ]

This theory was perhaps applicable to the world before World War I when
unemployment was limited, and where changes in spending produced changes
in prices rather than changes in employment.

Today, most economists would modify the analysis to ascribe more importance
to changes in incomes. They believe that as a rule economies have some idle
resources, and that this means that an increase in expenditure in the system
leads to an increase in output and income before prices rise. The increase in
income, however, helps to restore balance in the international accounts even
without a price change. If there are sufficient idle resources, an increase in
exports financed by a short-term capital outflow, without a gold movement, will
lead to a partial or complete adjustment through income changes. An autono-
mous increase in exports takes up resources into employment and raises income.
This increase in incomeé is partly spent on imports, which immediately offsets
the expansion ih exports, partly saved, and partly spent for domestic products.
The part that is saved short circuits the income mechanism. But the part that
is respent. domestically further increases income, so long as idle resources are
available, and in turn is spent on imports, saved, or respent domestically. The
lower the proportion saved at each level of spending, the more will the original
increase in exports lead to a compensating increase in imports, assuming
sufficient idle resources. With no part of the increase in income saved, i.e.,
a marginal propensity to save of zero, the original increase in exports will raise
income until it is entirely offset by new imports.
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Bven if the marginal propensity to save is high, and the original increase in
exports is only partly offset by induced increases in imports at successive rounds
of spending, the increase in investment Stimulated by lower interest rates re-
sulting from the gold inflow may increase income which spills over into imports.

Much ‘depends upon the state of employment. With idle resources, prices
will move but little and the adjustment will be brought about, to the extent
that it is complete, by income changes. If there is full employment, so that no
substantial increase in real income is possible, the expansion in exports will
increase money income and prices, and the adjustment mechanism will operate
through the price mechanism, with the income mechanism assisting to the extent
that imports are geared to money rather than real income.

The more that a country saves out of a given increase in income, -the less
effectively will the income mechanism operate to balance international pay-
ments. An expansion in exports will then not be fully offset by a comparable
expansion in imports but may leave an export surplus in the balance of payments
offset by an increase in savings in the domestic economy. Unless the country
takes positive steps to expand domestic payments because of the gain in gold
and foreign exchange reserves, or to deflate to adjust to a deficit, persistent
unequilibrated balances will remain in international payments. :

The Cuamrman. Mr. Coffin, do you have some questions?

Representative Corrin. I would like to take a fling at Mr. Schmidt.

I noticed we dismissed this first of our four-point program by say-
ing that this can only be a jawbone attack on stimulating industry, big
and small business, to a greater degree of ingenuity. % am thinking
or whether or not the Government could be of aid to industry, par-
ticularly to smaller businesses, by interpreting what is happening in
the world and trying to look ahead to see what kind of future markets
will exist—not, maybe, what exists now, but what will exist in 5 or
10 years.

Big companies have their research staffs, and they can foresee de-
mands. Mr. Kindleberger said that a simple example is, if Hong
Kong flashlights are impossible to compete with, we ought to see if
there is not a new type of flashlight that we could compete with suc-
cessfully. :

I am thinking of whether it would not be a step-up.’ In various
sections in the Department of Commerce we have what we call tech-
nical sections of the business and defense services agency in com-
merce. That is, we have one group on wood products,.one on shoes,
and so on, and they have a great deal of material. The smaller busi-
nesses have no real access to this information. They could compete
in the expert field, but they do not have the slightest idea. :

I come from a textile area. We have hung on by our feet for a
long time. But we see ahead virtually every underdeveloped country

oing into textile field eventually. So I am sure that our people would

e most interested in knowing what we could look forward to. And
it is not quite enough to take the Depressed Areas Act and get loans—
loans for what? What is an idea that will attract management and
also labor?

Therefore, I am just throwing out possibly.a wild idea, whether
we could not do a better job, an expanded job with agencies we have,
or perhaps go into the foreign field, foreign research, product field,
marketing, and also put this in some way across to business and in-
dustry so that they do know what they face, they do know the fields
in which fruitful opportunities lie. :

This is more than a jawbone attack. Is it purely visionary or of
great merit? :
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"Mr. ScamipT. I am hesitant to say it has a great deal of merit, for
one reason.alone, Mr. Coffin: When the Government makes a mistake
it is a whopper because so many people have received particular ad-
vice, whereas, 1f the small businesses were to rely on their trade as-
sociations .'who in turn ¢ontract with the many and varied research
associations in New York and Washington, we can perhaps avoid the
whopper type of érror. . .

I think frankly that you have got at a very valid point, in that
something more can be done in this area, and I think American enter-

rise is waking up to it, because you see these research organizations
in New York doing more and more jobs, not necessarily for the larg-
est firms, but the intermediate-sized and perhaps even small ones.

IIn a way I think the enterprises can handle this problem by them- -

selves. . . - , ‘ . G :
. Representative CorriN. You made one statement earlier in com-
menting on the four-point program, when you came to discuss the
flexibility-of-resource point. You said we might do something in
our antitrust laws. . i ‘ . ’ g

- We hear a great deal of this, and yet just what.can'we.do? Toa
great extent our competition overseas comes from big companies-—
that is, to the extent our balanced trade is as good as it is, it is be-
cause of the efforts of some of these big companies, - o

“Specifically, how does improvement in antitrust laws develop the
kind of resource flexibility that Mr. Baldwin was talking about.

"Mr. ScamipT. I was thinking of two things, rather inconsistent in
appearance. One is that in the general domestic area, the more vigor
with which antitrust laws are applied, the more competition we will
tend to.get—assuming that the laws are applied appropriately, and
SO Ol S Co
. - The second thing I'was thinking of was in the field of interna-
tional operations. Here I have not thought through to'a final posi-
tion. But I would throw out this thought: That in certain areas of
our international operations it seems to me-that the antitrust laws have
been (1) terribly uncertain, and (2) have retarded the growth of in-
ternational operations. - :

I am thinking particularly of the area of exclusive licensing, where

some firms seem quite reluctant to go into arrangements which might
subject them to.antitrust action of some sort. .It is hard to say how
strong or -how important this effect is, but the uncertainty itself can -
damage the growth of our international receipts. ,, .
.. Representative, CorrIN, We may have come to an area in our na-
tional economic life where we need.to tighten up antitrust laws to
achieve maximum competition at home, but a different type of law
or a different application is needed for .overseas.. ' -

-Mr.: ScemmT. T do not want, .to -agree too'strongly with:that,: be-
cz}&]se my .position:is not clearly thought out on the international
side. , . L
Representative Corrin: I understand, however, the Swiss and other
countries operate with far more freedom than apparently it looks in
the short run, with quite a bit of success.. ., . N

Mr. Scamipr. More freedom from their own antitrust, right.
~ The problem I have is.that in principle, by increasing competition
in the international sector of:the American economy, we ought to, be
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able to do more, in principle. But then I come up against these little
facts like exclusive licensing problems which seem to have a dif-
ferent interpretation.

The CualrMaN. Senator Javits?

Senator Javirs. I think I have explored the things I had in mind.

The CuairMaN. Congressman Widnall?

Representative Wipnarn. Have any of you thought seriously about
how the United States would be affected if Russia went on the gold
standard ?

Mr. KinoLeeErGER. 1 can say frankly I have not given thought to
this problem. :

Representative WipnarL. Do we have any idea of what gold re-
serves they have? Is there any check on it at all?

Mr. KiNDLEBERGER. No, there is an indirect estimate which is made
each year by the Bank for International Settlements in its annual re-
port, which I believe is the most authoritative statement that one has.
I am afraid I cannot recall what the last one is. But I think most
American economists think that the Russians are a little irrational to
continue to mine gold and then ask for credit while they hold their
gold unused. . '

They have used some gold in 1956 and 1957, making some sales
in the London market. More recently they have been selling alumi-
num and benzene, and a few other products instead, holding onto their
gold—for what purpose I think nobody has any idea.

Representative WmonaLn. Offhand, what effect do you think it
would have on the United States in its position with respect to the
rest of the world if they did take such a step ¢

Mzr. Kinpreeercer. I don’t know exactly what you have in mind by
“going on the gold standard.”

Representative Wonarn. Would it strengthen their position eco-
nomically with respect to the rest of the world if they were to go on
the gold standard ? :

Mr. KinpreBercer. If they were to sell $6 billion worth of gold
and convert it into something else; is that what you mean by going
on the gold standard ?

Representative Wipnarr. Yes. ’

Mr. KinpLeBerger. It depends on what kind of products they would
get for it. If these were redundant products which were not sell-
ing well in this market and the world thought a little more con-
fidently about the dollar with a little more gold, then you could say
it was to our advantage. But I do not think there are such re-
dundant products in any large quantity, and I do not think we
would do well if we exchanged useful goods for gold in large amounts.

As it happens, the Soviet sales of gold for commodities in the
period of 1956-57 have been very helpful to Europe. This gold came
?t the time the European deficit was large, and it was a sustaining

actor.

Representative WipnarL. I am very much interested in your sug-
gestion with respect to foreign aid, that we attempt to redistribute
a part of the burden to Europe and Japan. Several people have been
making that suggestion recently, that the time has come, that they
have been aided to the point of economic recovery, and they can par-
ticipate much more fully than they have in the past.
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I feel Congress really should go into this and see if we cannot bring
about a wholesome change of that.

That is all.

The CuarmaN. Gentlemen, thank you very much for coming. It
has been very productive, and we appreciate it very much.

Tomorrow we meet in the same place at 10 o’clock. The subject
which is to be discussed is “The Significance of the European Com-
mon Market to the American Economy.”

Those who will participate in the discussion are Mr. George W. Ball
of Washington, D.C., who I believe is the American attorney for the
Common Market; Mr. Emile Despres, professor of economics at
Williams College; and Tibor Scitovsky, professor of economics at
the University of California.

The committee stands in recess until 10 o’clock tomorrow morning.

(Whereupon, at 11:55 a.m., Tuesday, June 30, 1959, the committee
recessed, to reconvene at 10 a.m., Wednesday, July 1, 1959.)
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WEDNESDAY, JULY 1, 1959

.+ Congress oF THE UNITED STATES,

' Joint Economic COMMITTEE,

: Washington, D.C.

.. The committee met, pursuant to adjournment, in room P63, the
Capitol, at. 10. a.m., Senator Paul H. Douglas (chairman of the com-
mittee) presiding. . S, . o

Present: Senators Douglas, Sparkman, and Bush; Representatives
Boggs, Curtis, and Widnall. ‘ ' ; o ,
. The Cuamrman. Gentlemen, we appreciate your coming here to
discuss the features of the European Common Market in its relation-
ship to our own problems:, I think I should ask Mr. Ball ‘who has
worked a great deal on the problems of the Common Market, to lead
off, perhaps take 10-or 15 minutes, and then your paper; as such, will
be printed in full in the hearings.- o . e

N

STATEMENT OF GEORGE W. BALL, ATTORNEY, CLEARY, GOTTLIEB,
C FRIENDLY. & BALL, WASHINGTON, D.C.

. Mr. Barr, Thank you, Mr. Chairman. ; : .
.~ As you know, I have submitted to the committee a long. prepared
statement. I shall not attempt to read it in full this morning. In-
stead, I shall try to'summarize its basic points-and.to read excerpts
where that may prove useful.

Before beginning my testimony I would like to make two dis-
claimers.

The first is that while the law firm of which T am a member serves
as the legal counsel in the United States for the Commission of the
European Economic Community, and also for the High Authority of
the European Coal and Steel Community, I am appearing before this
committee in a purely private capacity. I have not discussed my testi-
mony with any of my European clients, and any opinions that I
state here today represent my personal views as an American citizen.

The second disclaimer I wish to make is that I am not an economist.
I say this with no pride, but it is a matter of fact. Therefore, I
think I should leave to my two learned colleagues this morning the
more esoteric detail of the economic significance of the Common
Market for America.

What I shall try to contribute to the studies of this committee—
parenthetically, I may say I want to congratulate you, sir, and the
members of the committee for giving attention to this suf)ject, be-
cause I am persuaded that the Common Market represents an event
of very great significance, that it has implications for America of

991
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great importance. It is not only proper but I think extremely im-
portant that the U.S. Senate and House of Representatives sKould
address their attention to this subject. '

The CralRMAN. I spent some time a year and a half ago studying
the principles of the Common Market, visiting the headquarters of
the goal and Steel Community, which was then in Luxembourg, and
I quite agree with you on the essential importance of the subject.

Mr. Barn. What I shall try to contribute this morning are some
comments based on random and rather unsystematic observations I
have made over the last several years of fairly intimate acquaintance
with the development of economic and political unity in Europe. I
should like to suggest considerations other than economic that should
be given weight in any appraisal made of the benefits and dangers
of the Common Market to the United States.

I emphasize the phrase “other than economic” because the Common
Market is primarily political in purpose, and its economic objectives,
while of great importance, are nevertheless secondary. The men
who were responsible for the Treaty of Rome, which serves the Com-
mon Market both as a constitution and a code of laws, were inspired
primarily by the desire to progress toward political integration, ulti-
mately toward some kind of European federation, some form of a
United States of Europe. They recognized very clearly that the
Common Market and the two associated communities, the Coal and
Steel Community, and the Atomic Energy Community, are simply
steps in a process; that they represent by no means a completion of
that process.

Nevertheless, emphasis must be given to the political objective of
the Common Market. One can say quite categorically that without
the political objective there would have been no Common Market
and that the six nations which joined in the Treaty of Rome would -
never. have entered into such a revolutionary adjustment of their
trade policies if the treaty had contained no political content; if it
had been merely a free trade area or a customs union. :
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In the prepared statement which I submitted to the committee,
I set out in some detail the political content of the Common Market
Treaty. It provides, over a transition period of 12 to 15 years, for
* the elimination of all tariffs on trade within the community as well as
for the elimination of all barriers to the free movement of goods,
services, labor, and capital. o

In order to obtain complete mobility of these factors of produc-
tion, the drafters of the treaty recognized the need for a substantial
measure of economic integration, including the development of com-
mon economic policies. '

I have set forth in my prepared statement a number of the com-
mon policies which are to be developed under the treaty. These
include common fiscal and monetary policies, a common policy toward
cartels and monopolies, and a common commercial policy—policies
which together cover a very wide spectrum of Government decision.

I have also described in my statement the institutions which have
been established to administer the Common Market. In many ways
the institutions are the most important move toward the political
objectives which the founders had 1n mind.

These institutions, which I shall not describe here, in general fol-
low the traditional tripartite division of powers: an executive branch,
a judicial branch, and a parliamentary branch. In the view of the
men who were most instrumental in bringing about the Treaty of
Rome, these institutions may ultimately serve as the nucleus of a
United States of Europe. : :

The Crarman. Mr. Ball, am I correct in understanding that while
the court and the assembly serve not only for the European Economic
Community but also for the Coal and Steel Community and the
European Atomic Energy Commission, the executive agencies for
each of these organizations is different ? o

Mr. Barr. That is right, sir.

I have a chart (chart I) here which shows this clearly.
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Mr. Birr. Each of the three communities has its own executive.
In the case of the Coal and Steel Community it is the High Authority;
for the Economic Community, a Commission ; for the EURATOM, a
Commission. . = . ) .

" The Cmairman. Is there a common council for the ministers, or
would this be separate for each of the three organizations? . -

Mr. Barr. It‘is a council of ministers which is composed of min-
isters assigned from ‘time to time by the governments of the member
states. : !

For example, in atomic energy the ministers might be different
from the ministers who sit on the Council for other purposes.

The CHAIRMAN. What is the relative representation of the three
small powers, Belgium, Holland, and Luxembourg, in the three exe-
cutive commissions?, ) . S o
" Mr. Barr. There are two French members, two German members,
two Italian members, and one from each of the Benelux countries. .

The CHAIRMAN. ATe they common to all three organizations?

_ Mr. BawL. Yes, that allocation is common to all three. '

The assumption of the commissions in the High Authority, is that
these men are Europeans, and they are directed by the treaty not to
take instructions from any national state. I may say that from ob-
servations that they have developed an extreme independence of view,
and think on a communitywide basis. R

The significant thing about these institutions'is that they are func-
tioning; that they are facing their responsibilities, and that they are
growing in stature and acceptance. I suggest that this is a transi-
tional stage for them and that the time may come, although it is mere
speculation on my part, when there will be a_ consolidation of the

" authority of the three communities.

The, Caarrman. Mr. Ball, in your printed statement you empha-
size something that struck me as being very significant: That in the
assembly the grouping is not by national states, but by party
affiliation.

Mr. Barv. That is right, sir. Actually, there is a tendency for
some European parliamentarians to think of making a career as

European political leaders rather than in terms of their national states.
"~ The CaarrmaN. So that they would meet as Christian Democrats?

Mr. Bair. Yes, or as Socialists, or according to other party
alinements. :

The CrarrMaN. And there are no Communists in the assembly?

Mr. Bain. To my knowledge, there are none. As you know, the
Communists have from the beginning opposed the Communities quite
vigorously. The parties which are represented sit by party groupings,
caucus by party groupings, and in general act along party Iines.

Concluding my remarks on the political significance of the com-
munity, I would say that, first, the Common Market contemplates not
only a pooling of resources but a pooling of policies—the creation of a
whole series of common policies covering a wide range of subject
matter; second, that the institutions which have been created are grad-
ually acquiring recognition and stature as the governing bodies of the
~ Economic Community. As they acquire this status there is a tendency
for them to engage in a more comprehensive range of activity.
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Since this committee is primarily concerned with the economic con-
sequences of the Common Market to the United States, I will direct
my remarks to that topic.

During the past year and a half I have talked with hundreds of
businessmen and Government officials on both sides of the Atlantic,
in this country, and in the Community. I have formed certain impres-
sions which, although random and unsystematic, nevertheless have led
me to some conclusions which I woulci7 like to state to the committee.

Any new development of this importance, I suppose, tends to invite
a pattern of reaction which in time acquires a validity of its own.
There has too often been a tendency, in assessing the effects of the
Common Market and in discussing its significance, to repeat the
observations of the first men who have addressed themselves to this
question.

As a result it has become fashionable, particularly in business cir-
cles, to assume that American industry, in exporting to the Common
Market, is going to be at a hopeless disadvantage as compared with
producers in the Common Market.

The argument is that when the internal tariff, which is the tariff
that applies to the movement of goods across national lines within the
community, is reduced to zero by the end of the transition period, pro-
ducers outside the Common Market will be faced with an insuperable
obstacle in selling over the common external tariff which will be
arrived at by the community (chart IT).




EMPLOYMENT, GROWTH, AND PRICE LEVELS

CHART 11

- 38563—59—pt. 5——8

997




998 EMPLOYMENT, GROWTH, AND PRICE LEVELS

This chart indicates the dimensions of at least the apparent dis-
advantage. This chart is based on a composite of some 28 categories
of products which was prepared by the economist’s intelligence unit.
It shows that in order to reach the arithmetic mean—the standard the
treaty establishes for the external tariffs—Italian and French tariffs
will tend to move downward since these countries have relatively high
tariffs while the West German and the Benelux countries’ tariffs
will move somewhat upward.

The transition period is to last 12 to 15 years but it may be short-
ened because there are great pressures to shorten it, coming primarily
from the business community, interestingly enough, which would like
to make its investment plans and its business plans on the basis of a
shorter period.

The dimensions of the disadvantage are roughly measured by the
converging lines. At the end of the transition period which may be
no later, in any event, than 15 years from January 1, 1958, the pro-
ducers outside the community, whether in the United States or else-
where, are going to be faced with a common external tariff which, in
the case of this composite, amounts to about 17 percent, while their
competitors, who have sources of production within the community,
will face no tariff at all.

I think that this apparent disadvantage has been overstated and
that there has probably been too much concern in America over this
question of disadvantage. In my prepared statement I have sug-
gested some of the reasons why there has been this overstatement.
The arguments in support of my view are these: First, that while the
common external ta.rigo will be higher than that faced by producers
within the community, its net effect will be no higher than the tariffs
that are presently being faced by American exporters.

~Second, that the external tariff can be lowered by negotiation. As
you know, under the proposals made by Under Secretary Dillon pur-
suant to the authority granted by the {ast Trade Agreements Exten-
sion Act, a round of negotiations is presently contemplated.” These
negotiations are geared to a time schedule which is exactly the time
schedule of the first stage of the transition period.

I think that much of the existence or nonexistence of a tariff dis-
advantage will depend upon the extent to which the administration,
with the necessary authority from the Congress, utilizes the maximum
of the machinery of reciprocal trade agreements negotiations, in order
to bring about a lowering of the external tariffs.

The CHARMAN. As I understand what you have said, it is this:
That while the absolute tariffs in West Germany and Benelux will
be raised, the absolute tariffs in Italy and France will be lowered, end-
ing with a general level no higher than at present.

Mr. Barr. That is right.

The CrairmMan. And that even this can be reduced by negotiations
under reciproeal trade ?

Mr. Barr. That is right, sir.

The third point is that there are good reasons to believe that the
Common Market will never have the psychology of a restrictive trad-
ing bloc. The treaty is explicit in requiring a liberal commercial
policy, and it has been my observations that the men who have the
responsibility at the moment for the administration of the treaty are
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determined to bring about a liberal attitude on the part ‘of the
Communiy. . . . e R I

Finally, the Community depends, to a much higher.degree than
does this country, on trade with the rest:of the world:: I think this
fact in itself will be a compelling reason-for them to adopt a liberal

olicy. ,
P Thza CuammaN. Do you have this optimism in connection with

West Germany? West Germany, as you know, has imposed quotas

on our coal, at the very time when it is under no foreign exchange
difficulties whatsoever, but indeed is quite proud of the fact that 1t
has several billions of dollars of liquid claims against the United
States. Nevertheless, they are imposing very rigid quotas against
American coal.

I wonder if your optimism is well founded in connection with West
Germany. ' : :

Mr. Barr. The situation of the proposed quotas which would be
imposed on cold by West Germany fall not under the Treaty of the
Common Market, but under the Coal and Steel Community Treaty.

It is quite a different story under the Common Market Treaty be-
cause pressures from the Benelux countries for a low tariff policy are
are going to be very considerable. * Also, I find developing, even in
France which has had a tradition of protectionism, a-tendency on the
part of industry, as it feels more confident of its ability to compete
within the Community, to think that it also can compete.with the out-
side world. -

I can say more about this when we come to the problem of the free
trade area proposals. 4 - .

Apart from tariffs, of course, the troublesome problem which in
many ways has proved-a greater impediment to trade in the postwar
world, has been quantitative restrictions. Here T think one can dis-
play a considerable optimism. The member countries of the Common
Market are bound by the GATT rules, which limit the use of quan-

titative restrictions principally to cases.of balance-of-payments dif--

ficulties. There has been a very considerable improvement in the
balance-of-payments situation of the six countries; and already, as
you know, a number of them:have taken steps toward fiscal and
monetary reforms in order to improve theircompetitive positions in
the Common Market. A trend toward liberalization which I think
will continue has also begun. ‘

So I expect—and I know this is the view of the people who are

responsible at the moment for the administration of the treaty—that
the problem of quantitative restrictions will become -much less im-
portant within a relatively few years, granted a continuing high level
of economic activity and continuing trends such as have %een shown
recently. ' Lo

I am also corivinced that the wave of American direct ivestment
that is going into the Common Market countries has-been.inspired
more by the desire of American businessmen to take advantage of an
exciting new economic frontier than by any fear that they will find
themselves in a disadvantageous trade position. . v

Even without the Common Market, U.S. industry would today be
showing a very considerable interest in investing-in the Common
Market. After all, the Common Market did not create the dynamism
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which has been developing during the past few years in Europe. It

is an expression of it, but it should greatly amplify and intensify it.
(Chart IIT) To illustrate my point, I have another chart which

compares the indices of industrial production in the Common Market
and the United States. These are based on OEEC figures, using 1953
as 100, .

Cuarr II1
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Mr. Bavr. Taking first total industrial production, the yellow lines
suggest a steady, steeply rising curve during the last 8 years for the
Common Market countries as against the blue lines, which show very
considerable fluctuation for the United States.

The Cramman. About when did Europe get back to prewar?

Mr. Baww. I would not be quite sure for the six as a whole.

Would you know ?

Mr. Deseres. For the OEEC other than Germany, in industrial
production, I would say 1948. Isthat not right?

Mr. Scrrovsky. That is right. . '

The Cuamrman. And Germany ?

Mr. Deseres. Then Germany would perhaps shove the date ahead
for the group to around 1950; and in agriculture it was lower.

The CrAIRMAN. So if you take 1950 as the base, you have a.base in
which Europe, from an industrial standpoint, has recovered from the
war, and this means that their relatively greater progress since 1950
over that of the United States, has been real and not merely making
up for war arrears? o

Mr. Barr. That is right. :

The CHArrMAN. I have been trying to use thése figures on the ad-
ministration, I may say, and I find them particularly unresponsive.

Mr. Barr. These charts, if I may suggest, show quite a bit about
Europe but also quite a bit about the United States. What they show
about Europe, about the six countries, which I think is significant, is
that their economies have been driven by their own internal engine of

rowth rather than by a response to what has gone on in the United

tates. : B

You will recall that we used to say in the immediate postwar years
that if the United States caught a cold, Europe would catch pneu-
monia. But what happened In 1953-54 and 1957-58 would indicate
that that is certainly not at all true; that when the United States
caught a cold, Europe scarcely had sniffles.

As a partial explanation of these developments, I think it may be
useful to look at what might be called the measure of effort that has
been made. :

(Chart IV.) : ' Lt

Mr. Barr. The first half of the chart is an index of fixed-capital
formation, using 1953 as 100, the other half shows fixed-capital for-
mation as a percentage of gross national product. The black lines
show the development for the Common Market countries, and the
green lines are for the United States. . T

As you will notice, taking fixed-capital formation as a percentage
of GNP, in 1950 the figures for the Common Market countries and
the United States were about the same, which was approximately 17
percent. The United States is still at the 17 percent level and the
Community countries are well over 21 percent.

The Cuaamman. And you took 1957 as your figure? If 1958 had
been taken, the American figure would have declined ; would it not ?

Mr. Barr. I think so, but comparable 1958 figures for the United
States and the Common Market are not yet available. They have
just become available for 1957.
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With. this high rate of fixed-capital formation it is scarcely sur-
prising that U.é. investors have been intensely interested in Europe.
Even without the Common Market, I think it likely that American
direct investments would hdve been attracted by this investment boom
in Europe. ' Lo
American businessmen in Europe, I am convinced, see not only an
opportunity to share in the fruits of a rapidly expanding economy,
but also the chance to play a part in the exploitation of a great new
mass market. From my firsthand acquaintance with a substantial
number ‘of specific cases, I have concluded that the response .to the
new economic challenge has been the most compelling consideration
in persuading corporate managements to seek production sources in
Western Europe. Their reaction to the Common Market has been a
positive response to a beckoning opportunity, rather than merely a
desire to protect entrenched export markets from being’' swallowed
up by local producers who enjoy tariff advantages. e
I might add that I suspect that corporate managements have fre-
quently found it useful to’emphasize the dangers of staying out: of
the Common Market more than the benefits that may be derived by
going in, in justifying their investment decisions to their boards of
directors. ! Lt
Not only is it likely that American capital will continue: to move
into the C):)mmunity,-but if present tren(i)s, continue, there may be a
second wave of direct investment, 2, 3, or 4 years from noyw, of far
greater dimensions than the present one—assuming, of course, that
the present experience is a profitable one: I know that many Ameri-
can firms are content at the moment merely to establish beachheads
of production in the Community. ‘When they have acquired ‘experi-
ence and confidence, they will be prepared to put much larger amounts
of capital into the expansion of their operations. . . . o
Let me turn for a moment, if I may, from the commercial implica-.
tions of the Common Market to its broader consequences for Western
unity. o LT
The fear is frequently expressed—and I am"suie we will discuss
it at somelength this morning—expressed more often perhaps in
the OEEC capitals than in Washington—that the Common, Market
will operate as a divisive force in Europe. ' This view has been given
current particularly since the breakdown of the negotiations over
the proposed free trade area which occurred last November. | ©-:.
I thin}f{ there has been a good deal of confusion in this country as to
the nature of the free trade area proposal, and some misconceptions-
as to why the negotiations failed. Tllzne free trade ‘area is—and. this
is a point I think has to be emphasized very. strongly—a purely com-
mercial proposal. It had almost, no political content, and the institu-
tions which it proposed were of the most rudimentary kind. ...
I said a moment ago that the Community would not have'come nto
being if it'had not been for its political objectives. - I think it. may
also be said.that there would have been no free trade area proposal
except as a kind of defensive reflex to the Common Market, : . -
A second point of consequence is that the free trade -area is not a
customs union. It does not meet the test of a customs union, be-:
cause it provides for no common external tariff. Each country would;
be in position to tailor its own.external commercial policy to meet its
own national advantage.
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This, as you know, would have caused a great deal of administra-
tive diﬁ‘icuﬂy. Some arrangement would have been necessary for
certificates of origin and for all the complexities which would have
resulted.

But apart from this, the refusal to agree to the principle of a com-
mon external tariff rendered the proposal unattractive to many of the
proponents of the principle of the Common Market. They felt that
the free trade area countries would enjoy all the commercial advan-
tages of free access to the Community, while assuming none of the
political responsibilities which the Community imposed. This would
be particularly true of Great Britain, which under the free trade
area proposal would have been the nexus of two great trading areas:
A preferential trading area in the Commonwealth and a free trading
area in the Common Market.

The implications of this last point can best be seen in relation to
projected American investment.

The CrARMAN. May I ask you to develop this point.

As I understand it, suppose the Common Market felt that Great
Britain wanted to have free access to the industrial markets of Eu-
rope, while giving preferential rates to the Commonwealth countries
on raw materials.

Mr. Barwn. I think it went further than that. The original pro-
posal, as you will recall, would have left agriculture out of the ar-
rangements with the Common Market altogether.

T%e CuarMAN. And, therefore, it could have been used to have
barred the French agricultural products from the British market?

Mr. Bawn. That is right. Ang as you know, the British agricul-
tural lobby is a very important one.

But apart from that, it would have preserved for the United King-
dom free access for its industrial production to the Commonwealt
countries, which would not have been available to the Common Mar-
ket, and at the same time it would have had the Common Market
totally available to its own industry. , -

Just to give a single example of the effects of this, let us take the
case of the American company considering the possibilities of in-
vestment in Europe.

I can say quite categorically to the committee, based on my own
ez(ziperience, that a very large percentage of American companies con-
sidering direct investment in Europe would have invested in the
United Kingdom and would have had the best of all possible worlds.
They would have had preferential access to the Commonwealth and
free access to the Common Market, This was something of which the
Common Market countries were very much aware.

As it is, the tendency is greatly the other way. American com-
panies are tending to invest in the Community itself and to bypass
the OEEC countries outside of the Community.

The Crmamman. In order to make the record clear, is it not true
the Common Market offered to Great Britain the chance of becoming
a full member ¢ :

Mr. Barr. Great Britain could have joined at any time during the
negotiations—the door was completely open. It refused to do so for
political reasons which it felt outweighed the commercial advantages.

The Caamman. I have no wish to create an international incident
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or some ill will between our allies, but I always believe in having the
cards on the table.

Is it not true that Great Britain on the whole has been opposed to
the economic and political integration of Western Europe?

Mr. Barn. I would say that certainly, so far as its own participa-
tion is concerned, it has felt it could only participate in the very
limited form of cooperation which involved no derogation of its na-
tional sovereignty. I think it was Prof. Andre Siegfried who once
said that the United Kingdom was a ship moored in European waters
but always ready to sail away at a moment’s notice.

For historic reasons I think that the British have not made the
great national decision to become a part of Europe. They are faced
with that now. .

The CramMaN. You mean they have made the decision?

" Mr. Barr. I think they have not made the decision—not yet—to be-
come a part of Europe. They still think of themselves as the trading
center of a great commonwealth of nations. )

The Cuamrman. Have they made a decision not to become a part
of it ? ‘

Mr. Bacr. I think that up to this point they have not taken any
action which' would make them a part of Europe. "I think that the
free trade area would not have done that, in the sense that it would
have involved no political commitments on the part of the British. -

I might say I am sympathetic to the problem which Great Britain
faces, and I would not want to suggest otherwise to the committee. It
has historic reasons for not wanting to make a decision to become a
part of Europe. It has commitments outside of the framewark of
Europe of a very important kind. , :

But I do suggest 1n my statement that the greatest pressure on the
United Kingdom at the moment to have a closer relationship with
the Common Market, is the pressure that is created not by the fear of
trade disadvantage in the future, but by the present serious danger
which they see in losing the flow of investment capital which is going
into the Common Market. : : ‘

The CuarMaN. You mean from the United States?

Mr. Barr. From the United States primarily, yes. o

This means to them that the Common Market industries or Com-
mon Market competitors are getting stronger by the infusions of
American capital and technical assistance, while they are not partici-
pating in that strengthening process. T

In addition, I have frequently heard in London that a considerable
number of producers in such cities as Manchester or Liverpool are
- being notified that their outlets on the Continent have been pre-
empted by American firms that have made proposals to -put capital
into distributive ventures. Consequently they see their old trade
alliances and trade arrangements being eliminated. E

- As a matter of fact, there is a beginning of a tendency for British
firms now to establish sources of production or partnership arrange-
ments in the Common Market. 3 :
~ ‘This fear of loss of new investment has been the biggest incentive
for the British to bring about the meeting which just occurred in
Stockholm. This meeting developed the project for a grouping of
the seven in a free trade area arrangement. S
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This grouping of the seven may prove valuable to the extent that
it facilitates trade among the seven members, but if it remains simply
a preferential trading area on the periphery of the Common Market,
I think it could result in some distortion of normal trade lines. Over
z ptlariod of time it might make the problem of a merger more dif-

cult.

I am not too alarmed about the divisive implications, but at the
same-time I think that this is something toward which this country
cannot take a completely passive attitude. After all, the countries
of the OEEC outside the gommon Market are faced with somewhat
the same problem with respect to the Common Market that we are.

One can say that the difference is that we have accepted the idea
that European unification is good for our national interests, while
the seven have not. But I think that is somewhat of an oversimplifi-
cation. After all, the nonmember European nations are faced with
a critical national decision—whether or not to participate in an effort
of European unification—while we have always considered ourselves
geograpgically excluded from this problem of choice.

In any event, I think the time has come, given this apparent dead-
lock in the situation in Europe, when we might think in terms of a
new American initiative, an initiative aimed at encouraging the prog-
ress which has been made toward unification in Europe, while avoid-
ing any divisive consequences that might flow from an extension of the
present situation.

- I will not try to suggest to this committee the precise detail which
our lines of policy might take, but I think that we might do well to
Eropose some kind of machinery for systematic consultation, at least,
etween the United States and Canada—North America- together—
the Common Market, speaking as a unit, which I think it is prob-
ably now prepared to do, the %Jnited Kingdom and the other coun-
tries of the Organization for European Economic Cooperation. 'This
grouping constitutes the major industrialized nations of the Western
World. They have a number of problems which they could advan-
tageously face together. They could discuss over a continued period
and on a systematic basis problems which, while they are economic in
character, nevertheless have political dimehsions as well. .

For example, when Professor Hallstein, the president of the Com-
mission of the European Economic Community, was in Washington
2 or 3 weeks ago he made a number of public references to the inter-
est of the Community in participating in aiding the underdeveloped
countries. I think this grouping of nations that I have suggested
might collaborate on this problem as well as on the associated and very
pressing problem of the stabilization of raw material prices, since
very often the aid programs are rendered unimportant or nugatory
by the effect of fluctuations in raw material prices in the world
market. :

The group might also consult to some extent on problems of inter-
national liquidity and on a whole series of problems of this sort; and,
finally, on reaching a general agreement on major aspects of com-
mercial policy. I am not suggesting that this be done in derogation
of GATT. I think whatever agreement is worked out should be
translated into action through the GATT machinery on a multilateral
basis. But I do have a feeling that if this group of the major indus-
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trialized powers were to come to grips with some of the most difficult
commercial policy questions, within an area where intense conversa-
tion was possible, where the number of representatives of powers in-
volved was relatively small, some real progress could be made, and
that on problems presented of a kind such as.the difficultiés of the 6
and 7, progress could be made toward a reconciliation. g

In making this proposal, I do not want to be understood in any
way as suggesting a cabal of the industrialized nations against the
underdeveloped nations; but, on the contrary, I believe that a mecha-
nism of this sort might be the means for the extension and better
distribution of the responsibilities of the industrialized nations to
increase the standard of living in the Jess developed areas. . - .

‘The CHAIRMAN. An objection, Mr. Ball, was made by three of the
four witnesses yesterday, and when I went out on the floor of the
Senate in the late afternoon, I found that the preamble of the mutual
aid bill had appeared advocating this very thing. - :

Mr. Barr. I claim no originality for this suggestion. :

The CrammaN. No; I am not trying to take any originality from
you : : ‘
. Mr. Barr. This kind of proposal I think is one that is indicated by
the times, and I am sure that a great many people in Europe as well
as the United States would welcome an initiative of this kind from the
U.S. Government. . ‘ :

The CHarMAN. Do you have any questions, Mr. Widnall?
- Mr. Wp~aLL. Noj; I don’t have any questions. : N

The Crarman. Congressman Boggs is a great authority in Con-
gress on the Common Market, having produced the most excellent re-
port or series of papers on the subject that I think has appeared in:
any language.’ ‘ o '

‘Representative Boces. Thank you, Mr. Chairman. I would not
dare ask this man any questions. He knows too much about it. '

The CraIrmMaN. Your written statement will be inserted in the
record at this point. : o re C T

(The statement referred to is as follows:)

[ e o

STATEMENT OF GEORGE W. BALL ON THE,SIGNIFICANCE OF THE EUroPEAN COMMON
. . MARKET TO THE AMERICAN ECONOMY

The law firm of which I.am a member serves as legal counsel in the United
States for the Commission of the European Economic Community. It is also the
U.S. legal adviser to the High Authority of the European Coal and  Steel
Community. oo . ,

I want to make it quite clear, however, that I appear before this committee
in a purely personal capacity. I have not discussed my testimony with any of
my European clients,and what I say to you today represents merely the private.
views of an American citizen. ' ] .

Unlike my. distinguished friends who are testifying today, I am not an econ-
omist. I 'shall, therefore, leave to them the major burden of discussing ‘the
economic significance of the European Common Market to America. I believe I
can contribute most effectively to the studies of this committee by trying to_put
thé Common Market in a political perspective and by suggesting some considera-,
jons other than economic that should be given' weight in an appraisal.of thé
benefits and dangers of the Common Market to the United States. St
" The point I wish first to einphasize is that the Common Market is political in
purpose. Its economic objectives, while important, are nonetheless secondary.
The gifted and dedicated men who were responsible for the Treaty of Rome;’
which serves the Common Market both as a ¢onstitution and a code of laws,
were inspired by the desiré to 'make progress toward political mtegraﬁonrm-
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timately toward European federation. For them economie integration was the
means to a political end.

One can say categorically that without this political end there would be no
Common Market. The six nations which have joined in the Treaty of Rome
would never have entered into such a revolutionary readjustment of their trade
Dolicies if the treaty had contained no fundamental political content, if it had
been merely a free trade area or a customs union,

POLITICAL CONTENT OF THE COMMON MARKET

The political character of the Common Market becomes apparent when one
examines the Treaty of Rome. Under its provisions the member states, over a
transition period of 12 to 15 years, will eliminate not only tariffs but all other
barriers to the free movement of goods, services, labor and capital throughout
the Economic Community. But the treaty recognizes that complete mobility of
these factors of production can be achieved only with a substantial measure of
integration, including the development of common economic policies.

For example, the member nations of the Community agree—

(1) To work toward a common fiscal and monetary policy, and to provide
mutual aid in the event a member country encounters balance-of-payments
difficulties ;

(2) To take measures to equalize the conditions of labor at an increas-
ingly high level and to apply the principle of equal pay for equal work by
men and women ;

(3) To establish common rules and regulations’ governing cartels and
monopolies ;

(4) To adopt a common agricultural policy ; and

(5) To undertake a common commercial policy—according to a precise
timetable and with specific goals—including a common tariff governing
imports from the rest of the world.

The treaty establishes a European investment bank to supply capital for
modernization, the improvement of production, and development of the retarded
areas of the Community. It provides a social fund to relieve the hardships to
workers from the temporary disruptions implicit in trade liberalization. It
provides also for the permanent linkage to the Common Market of those over-
seas territories especially tied to one or another of the member States, unless
those territories decide otherwise, and establishes a development fund for those
territories.

One can say, in other words, that the treaty contemplates not only a pooling of
resources.but a pooling of policies for the six nations acting as a unit. Those
policies cover a wide spectrum of governmental decision.

INSTITUTIONS OF THE COMMUNITY

But the essential political character of the Community is most evident from
the institutions created to oversee the development of common policies and to
administer the treaty. Those institutions, which reflect the familiar tripartite
division of powers, hopefully represent to many Eiropeans the evolutionary
institutions of a federal Europe.

The executive power of the government of the Community is shared by a
Commission and a Council of Ministers.

The Commission, which has the day-to-day responsibility for the administra-
tion of the Communrity, is composed of “Europeans’—men appointed for fixed
terms who are required by the treaty to act for the Community as a whole and
not to seek or accept instructions from any national state.

The Council of Ministers, which must concur in many of the decisions of the
Commission, consists of ministers representing the governments of the member
states. During the early part of the transition period the Council of Ministers
may act only by unanimity; as the transition period progresses, it may make
many of its decisions by majority vote.

The judicial power is vested in a Court, which serves as the supreme judicial
body with final jurisdiction to decide all legal controversies arising under the
treaty. It may hand down decisions binding not only on enterprises but even
on member states.

The Court is building up a body of decisional law which will constitute a
kind of European jurisprudence. It now has on its docket over 60 pending
cases.
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. The parliamentary power is vested in an Assembly. For the time being mem-

bers of the Assembly are elected by the parliaments of the national states from
among their own members. The Commission, however, has been entrusted by
the treaty with the task of developing a plan for the direct election of the
Assembly by the peoples of the member states.
. The Assembly has many of the attributes of a European Parliament. While
‘it does not have the power to pass legislation, it regularly reviews the work
of the Commission and by vote of censure can require the resignation of the
Commission as a body. It is significant that in the Assembly the seating is
by party groupings and not by national delegations.

The Court and the Assembly serve not only the European Economic Com-
munity but also the two other Communities which have been established by
the six member nations—the European Coal and Steel Community and the Euro-
pean Atomic Energy Commission.

The drafters of the Treaty of Rome approached political integration through
economic means.” Being pragmatic men, they felt that by integrating the econ-
omies of the six member states.through the creation of a vast market of 170
million people—about the same as the population of the United States—they
could not only give momentum to the drive toward federation but create con-
ditions in which solutions along' ¥ederal lines were compelled by an inexorable
logic. }

: BEPERCUSSIONS ON, THE AMERICAN ECONOMY

For a group of the greatest industrial and trading nations of the world to
commit themselves to an undertaking of such dimensions must necessarily
have repercussions outside the Community itself. Certainly it will have con-
sequences for American business and the American economy—and, as I shall
point out later, for American foreign policy as well. .

While, ‘as I have said, I am diffident about intruding in the esoteric area of
economic prediction, I would like to put forward some suggestions based on
random and unsystematic observations. During thé past year and a half, I
have talked with literally hundreds of businessmen and Government officials
both in the United States and the Common Market nations, and from these dis-
cussions I have formed certain impressions which may be of use to this
committee.

It is a truism, I suppose, that new developments tend to invite patterns of
reaction that in a short time acquire a validity of their own. In approaching
the Common Market and in assessing its significance for America, there is the
temptation to accept the observations of the first men who happened to have
addressed themselves to this question.

It has, for example, become fashionable, particularly in business circles, to
assume that American industry will be at a hopeless disadvantage in exporting
to the Common Market. ’

The argument is that when the internal tariff—by which I mean the tariff-ap-
plicable to the movement of goods across national boundaries within the Com-
munity—is reduced to zero by the end of the transition period, producers out-
side the Common Market will be faced with an insuperable obstacle in selling
goods over the common external tariff. ) . :

THE EXTENT OF TRADE DISADVANTAGE

I believe that there has been too much concern in America over the alleged
disadvantage that will be suffered by American producers. In some instances
concentration on this aspect of the Common Market has lead to inadequate and
inaccurate analysis. B -

There are several reasons for this conclusion.

First, while the common external tariff will be higher than the progressively
diminishing internal tariff faced by producers within the member countries, in
its ‘net effect it will be no higher than the tariffs which American producers
now face in selling in the Community countries. The Common Market com-
plies with the provisions of GATT, which requires that in establishing a cus-
toms union the external tariff cannot be more restrictive in effect than the
tariffs of the individual countries comprising that customs union. . .

+Second, even this tariff level cannot be taken as fixed.. The external tariff is
subject to negotiation. What is now called in Europe the Dillon. proposal for
tariff negotiations under GATT will begin in the fall of 1960. These negotia-
tions, as you know, will be undertaken under the authority granted the Presi-
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dent by the Trade Agreements Extension Act of 1958, which was designed quite
explicitly as a mechanism for reducing the external tariff of the Common
Market.

The willingness of our Government to employ the machinery of trade agree-
ment negotiations without hobbling itself by an undue preoccupation with
peril points and escape clauses—in the long run perhaps, the extent to which
the Congress permits it to do so—will be critical in determining the character
of the external tariff of the Common Market.

I cannot emphasize this point too much. ’

Third, I am convinced that in trade policy the basic thrust of the Common
Market must inevitably be liberal. The commitment to a liberal policy is made
explicit by the treaty. This commitment is happily in accord with the views, as
I have observed them, of the officials who have the responsibility for the ad—
ministration of the Common Market.

Most important of all, the Common Market will be compelled to follow a
liberal policy out of economic necessity since the Community as a whole is
dependent to a very high degree on world trade—to a far greater degree as a
matter of fact, than is the United States.

My fourth reason for minimizing the trade disadvantage to American pro-
ducers is that I would expect to see the progressive enlargement and ultimate
elimination of quantitative restrictions with respect to external trade. I-need
not remind the committee that since the war quantitative restrictions have
been more formidable impediments to trade than.tariffs.

Just as in the case of tariffs, the commitments under GATT will govern
the regime of quotas that may be applied against outside trade; and the GATT
rules call for the limited use of such quotas, principally in case of balance-of-
payments difficulties. As the committee knows, there have recently been im-
portant moves toward the liberalization of quotas on dollar imports in line
with the improved exchange'’position of individual member countries. If pres-
ent trends continue I am sure we shall see more such moves in the near future.

On the basis of these observations, I think it can be said with some confidence
that through the first stage of the transition of the Common Market which ends
in 1962, the commercial policy of the Common Market will be more liberal than
the commercial policies of the individual countries before the Common Market
came into existence.

While long-range predictions are hazardous, I see every reason why thlS
trend toward liberalization should continue into the future. If, as may be ex-
pected, the economies of the six are strengthened by the Common Market,
their ability to undertake further liberalization measures will’ be equally
strengthened. At the same time, pressures for protectionism should diminish ;
as European firms reorganize their production to respond to the intensified com-
petition of the Common Market, they will acquire the ability and confidence
to face competition from the rest of the world.

Given the continuance of favorable world economic conditions, the Common
Market countries should have no need to resort to import quotas for balance-
of‘payments reasons. The internal forces within the Common Market inducing
the improvement of fiscal and monetary policies support this view. For example,
certain of the recent fiscal and monetary reforms of Community governments
directed at improving their foreign exchange position have been inspired by
the need to face the new realities of the Common Market.

U.8. INVESTMENT IN THE COMMON MARKET

-So far the most spectacular effect on American business associated with the
Common Market has been an acceleration of direct investment in the Com-
mumty by American firms. This export of American capital and know-how
is frequently explained on the ground that American companies are seeking
sources of production in Europe because they fear they will be unable to export
over -the external tariff 1nt0 the Common Market in competition with local
producers.

I am persuladed that this is at best a partial, and in many cases a wholly in-
accurate, explanation of the reason why American businesses are invading the
Community Even without the Common Market, some trend in this direction
would likely have occurred at this time.

" The Common Market did not create the dynamism which has been gaining
force in Europe, particularly over the past 10 years. It is in a sense an ex-
pression of that dynamism. But it should greatly amplify and intensify it.
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During the present decade industrial production in the Community has been
driven by its own internal engine of growth. This is apparent if one com-
pares - the mdexes of industrial production in the Common Market and the
United States during the period 1950-58.

‘While the American production has been marked by two recessions and an
only moderate total increase, production in the Common Market has risen
sharply and steadxly during this entire period.

At least a partial explanation of this phenomenon can be found- in the fact
_ that the percentage of gross national product devoted to fixed capital formation
has been not only higher for; the Community than for the United States, but
has been increasing at a faster pace. While the figure for both areas in 1950
stood at approximately 17 percent, by 1957 the Community percentage had risen
to over 21 percent while that of the United States had not increased. It is
scarcely surprising that U.S.,capital has been attracted to Europe by such
an investment boom.

"American businessmen see in Western Hurope not only an- opportumty to
share the fruits of an expanding economy but also the.chance to play a part
in the exploitation of a great new mass market—a kind of new economic frontier
being. created.by the,Community. I am convinced from firsthand acquamtance
with a substantial number of specific cases that this response to a new economic
challenge has been the most compelling consideration in persuading corporate
managements to seek production sources in Western Burope. Their reaction
to the Common Market has been a positive response to a beckoning opportunity
rather than the mere desire'to protect entrenched export markets from being
swallowed up by local producers that enjoy a tariff advantage.

Parenthetically, however, I suspect that corporate managements have fre-
quently. found it useful to emphasize the dangers of staymg out of the Common
Market, rather than the opportunities of getting in, in order to ]ustlfy invest-
ment decisions to their boards of directors. ,

Not only-is. it likely that American capital will contmue to move to the Com-
munity, but. I think it probable that if present trends continue there may be a
second wave of investment 2, 3, or 4 years from now, of far greater dimensions
than the present one. Many Amencan firms' today are content merely to estab-
lish beachheads of production in the Community. When they have acquired
experience, when they have gamed confidlence—provided, as I think it probable,
that they have made money in the process—they will be prepared to put much
larger amounts of capital into the expansion of their operatlons

D WILL THE COMMON MARKET DIVIDE EUROPE? 4

Let me turn for a moment from the commercial implications of the Comm0u
Market to its broader consequences for the unity of the Western World. | The
fear is frequerntly expressed—more often in the OEEC capitals than in Wash-»
iugton—-that the Common Market will operate as a divisive force in 'Europe.
This view has been.given currency particularly since the breakdown of the
negotiations last November looking toward the creation of a free trade area'
that would extend the trade arrangements of the Common Market to the whole
area of the 17 OEEC countries.

‘There has, T think, been confusion in America as to the nature of the free
trade area proposal and some misconceptions as to why the negotiations failed.

The free trade area—and this point cannot beé emphasized too strongly—was
a purely commercial proposal. ‘It had almost no political content; it provided
for only the most rudlmentary institutional arrangements. I 'said a moment
ago that theé Comunity would not have come into being except for the polmcal
objectives which inspired it; it is equally true that the free trade area pro-
posal would never have been put forward exceépt as a defenswe reaction to. the.
Common Market. . .

A second point of consequence, not unrelated to the ﬁrst is that the free
trade area did not even meet the test of a customs union since it did not require
the member nations to adopt a common external tariff. Each would have been
free to tailor its own commercial policy toward the outside world so as to gain
the maximum national advantage.

This failure to require a common external tariff was important. It raised
formidable technical and administrative problems since elaborate measures
would have been necessary to prevent goods from entering the Common Market
by transshipment through countries with the lowest external tariffs. But apart
for this, the refusal to agree to the principle of & common external tariff
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rendered the proposal unattractive to many of the most ardent supporters of the
Common Market. They felt that the free trade area countries would enjoy all
the commercial advantages of free access to the Community while shunning the
political responsibilities which the Community imposed. This would be par-
ticularly true of Great Britain which, under the free trade area proposal would
serve as the nexus of two trading systems, the British Commonwealth and the
free trade area.

The implications of this last point can be best seen in relation to the invest-
ment policies of American companies. There is no doubt that had the free trade
area been accepted by the Common Market countries in the form in which it
was proposed by the United Kingdom, a large share of American direct in-
vestment now flowing into the Common Market would have gone to the United
Kingdom.

Producers in the United Kingdom would have enjoyed the best of both worlds—
preferential access to the Commonwealth and free access to the free trade area.
While it is true that for many companies this would have been only a marginal
consideration, nonetheless, all other things being equal, I am certain that in
many cases it would have tipped the balance in the choice of location.

As soon as the failure of the free trade area negotiations became probable
more and more American companies elected to concentrate investment in the
Community. This trend is becoming daily more evident. It is the source of
increasing concern for nonmember European countries which find themselves
bypassed. .

TFor such countries the impact of commercial disadvantage in selling to the
Common Market consumers is prospective rather than immediate, but the loss
of investment capital appears as a real and present danger. They are con-
fronted with the disturbing spectacle of their Common Market competitors grow-
ing progressively stronger with capital infusions from the United States. To
compound their concern, manufacturers in Manchester and Liverpool are re-
ceiving letters from sales agents and distributors on the Continent with whom
they have long enjoyed commercial relations, containing the melancholy advice
that those relations are being terminated in favor of American companies which
are prepared to invest capital or make other attractive eoncessions. .

These are the considerations which have, I believe, proved the most compelling.
incentive for the recent meeting at Stockholm and the decision of seven OEEC
nations outside the Common Market to form a free trade area among themselves.
These countries are Britain, Austria, Switzerland, and the three Scandinavian
countries, and Portugal. The precise form of the Stockholm arrangement is not
yet known and its larger consequences are even less clear. No doubt it is in
part a defensive response to the Common Market and in part a serious effort
to build a bridge to a larger European trading scheme. ) '

It may prove valuable to the extent that it facilitates trade among its mem-
bers, but if it remains as simply an additional preferential trading area on the
periphery of the Common Market, it could result in an artificial distortion of the
flow of trade without contributing to the resolution of the basic problem of
European economic integration.

I think, however, that we would do well not to be too alarmed by its divisive
implications, Nor should we be unsympathetic with the dilemma of the
European countries outside the Common Market. For what seem to them good
and sufficient reasons—which differ from one nation to another—they have felt
unwilling or unable to assume the political obligations of the Treaty of Rome.
Yet, at'the same time, the coming into being of the Common Market presents
them. with a serious problem—the same problem it poses for the United States,
although in a more intense degree.

We can say that the difference between our attitude toward the Common
Market and that of the nonmember European nations is that we have accepted
the proposition that European unification is in our national interest while
they have not. But we cannot be too smug in making this assertion. After all,
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the nonmember European nations are faced with a critical national decision—
whether or not to participate in an effort of European unification—while we
have always considered ourselves geographically excluded from this problem
of choice. ’

NEED FOR AN AMERICAN INITIATIVE

Up to this point, we in the United States have watched the evolution of
Furopean political and economic integration as a kind of benevolent Uncle Sam,
speaking encouraging words but resisting the temptation to suggest the precise
course which this evolution might take. I think that on balance this has been
a wise course of action. However, we may well have reached the point where
a2 new American initiative is called for—an initiative aimed at preserving and
encouraging the progress toward political and economic integration which has
so far been achieved, while avoiding the divisive consequences that could affect a
range of considerations much broader than commercial policy.

It is not my purpose here to set forth in detail what I think the precise lines
of our national policy should be. But the time may be ripe when we should pro-
pose some systematic arrangement for cooperation between the United States,
Canada, the Common Market (speaking as a new entity in the Western World),
the United Kingdom, and other members of the OEEC.

Together these constitute the major industrialized areas of the Western
World, and there are a number of problems which this group of nations could
profitably discuss over a continued period—problems economic in character but
with political dimensions. .

For example, when Professor Hallstein, the President of the Commission of the
Furopean Economic Community, was in Washington a fortnight ago, he made
several public references to the interest of the Community in providing aid to the
underdeveloped countries. I think the group of nations I have mentioned might
* well collaborate on this problem as well as on the associated problem of stabiliz-
ing world markets for primary commodities. The members of the group might
usefully consult also on the questions of international liquidity and, finally,
might seek greater agreement for an increasing liberalization in commercial
policy. .

I do not mean that we should propose the creation of a fsee trade area for the
Atlantic community. I do have the feeling, however, that by continued and
systematic consultation among, the nations and groups of nations I have listed
we could settle many of the tough commercial policy questions that are disturbing
us, leaving to GATT their implementation in the context of a multilateral
system. ’ : ‘ :

In making this proposal I would not wish to be understood, by any stretch of
the imagination, as suggesting a concert of the industrialized nations against
the less developed areas. Rather I would see it as a mechanism whereby the
industrialized nations can arrive at an extension and better distribution of their
responsibilities to increase the standard of living and well-being all over the
world.

It ig ancient wisdom that we are always prepared to fight the next war
with the weapons of the last. For a long time we have made our economic
decisions within the framework of economic institutions and policies that were
for the most part developed during a postwar period when rehabilitation and
recovery were the prime need of the Western World. Today we are faced with
a wholly different set of conditions and preoccupations. An approach responsive
to modern economic realities might well be welcomed.

(The following are additional charts submitted by Mr. Ball for the record:)
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The Cuarrman. The next witness is Mr. Emile Despres, professor
of economics at Williams College.
We are glad to have you, sir.

STATEMENT OF EMILE DESPRES, PROFESSOR OF ECONOMICS,
WILLIAMS COLLEGE

Mr. Deseres. Thank you, Mr. Chairman. I will not attempt to read
my paper, partly because it is too long, and also partly because a part
of the paper overlaps ground that was covered by yesterday’s panel
and hardly needs to be repeated.

The most general point I have about the Common Market is this:
- That it contains higlﬁly constructive unifying potentialities both at
the economic and at the political level, and also contains divisive poten-
tialities, and that it is in the interests of the United States to emphasize
the positive: That is, to minimize the divisive dangers that cannot be
wholly ignored today.

A good deal of my paper talks about the divisive potentialities. The
reason for that is this: I think Americans who have been interested
in these matters have been so very greatly impressed by the high-
mindedness and the dedication of the individuals in Europe who have
been in back of this movement that they have tended to overlook the
divisive dangers. With respect to these dangers, I do not think that
they are unavoidable. I do think that the chances of avoiding them
depend a lot on U.S. policy. -

This is a general observation, and I think it explains the emphasis
of the detailed points which I am about to make.

First of all, so far as the economics of the Common Market are con-
cerned, I think that the main economic effect to which we may reason-
ably look forward in the Common Market countries themselves, is a
reinforcement of the growth trend, the increases in productivity that
have been evident over recent years, and that this will be achieved
essentially through enlargement and broadening of competition with-
in the Common Market.

The reason I stress this point is this: That ordinarily in the theory
of international trade, the usual argument for liberalization of trade
is that it enables the trading countries to take advantage of the differ-
ences in their endowment of resources and of skills. In the case of
Common Market countries, the economic similarities are more impor-
tant than the differences, so that the classical comparative-advantage.
argument does not deserve much emphasis here.

In the popular discussion of the Common Market, a great deal has
been made of the point that a larger market will enable European
industry to adopt mass production methods which were not possible or
profitable for them before. I think also that this point is overworked
a good deal, though there is something to it.

The main point is that by the freeing of markets, the broadening of
competition, you will get a very powerful, dynamic spur to techno-
logical innovation and improvement, and that 1t is through the dynam-
ism of increased competition that I think we may look forward to a
reinforcement and perhaps a strengthening or broadening of the exist-
ing strong upward trend of growth in productivity and income in
this group of countries.
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That is the main point I have as regards the economic effects in the
countries comprising the Common Market themselves. So far as effects
on their trade with the outside*world are concerned, I have tried to
analyze this in somewhat elaborate fashion by distinguishing between
two types of effects. :

What I called the growth effect is the effect on external trade of the
Common Market countries of their own internal growth and produc-
tivity. Here, in some cases, the growth in productivity will mean that
some goods formerly imported from outside will now be produced
domestically. On the whole, however, the growth of productivity and
of real income within the Common Market means a net increase both
in their exports and in their demand for imports. Often when these
matters are discussed, it is the increased export competition which
is talked about, while the effect of the rise in real income, in increasing
demand for imports, is overlooked.

This is the growth effect. The other effect I have called the displace-
ment effect. This occurs in any customs union, whenever as the result.
of the removal of internal barriers some goods that one of the member
countries formerly bought from outside, it now. buys from another
member of the customs union. ,

_ The effect of this kind of trade displacement js, of course, on balance
restrictive, so far as trade with the outside world is concerned. It
ought, also to be said that this kind of trade displacement is in general,
not invariably but in general, uneconomic, both in its effects on the
outside country and in its effect on the Common Market countries
themselves. : '

I have so far talked about trade with the outside world as a whole.
It is important to try to break down a litle bit the geographical impact
otff the two types of effect: The growth effect and the displacement
effect. 2

The trade displacement effect, the restrictive effect, will be most
sharply felt in trade between the Common Market countries and the
Wesgern European countries outside the Common Market, unless the
common external tariff and other barriers of the Common Market are
very low. “Very low” is an elusive phrase; but I mean a lot lower than
the level in Mr. Ball’s chart. ’ = , )

The reason 1 say this is that owing to the similarities of the re-
sources and skills of the Common Market. countries and the Western
European countries outside the Common Market, a degree of tariff
discrimination which is only moderate may have a rather large trade-
displacing effect. To the extent that this happens, the effect is

_essentially to draw a line of division within the Western European
group itself.

Of the countries likely to be affected by this, most of the continental
European countries outside the Common Market have 30 percent.or
more—up to about 50 percent for Austria—of their exports going to
Common Market countries today. For the United Kingdom, the
percentage is much smaller. I think it is about 14 percent. The im-
pact, therefore, if this problem is not well resolved, is likely to be most
serious for the continental Western European nonmember countries,

,but also serious for the United Kingdom. ] -

So far as the effects on our own trade, U.S. trade, with the Com-

mon Market countries are concerned, I think it is-fair to say the dis-
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placement effects of the discrimination element in the Common Market
will be slight, largely because the major portion of our exports to these
countries 1s of complementary products, not competitive products.
About one-third of our exports to the Common Market countries are
of manufactures. The rest are primary products—agricultural goods,
coal, and so on.

The main effect, so far as U.S. trade is concerned, will be the growth
effect. This means merely a continuation and perhaps a strengthen-
ing of the tendencies that have been apparent, that have been oper-
ating in the past few years.

American manufacturers, therefore, may expect intensified competi-
“tion, as they have been experiencing in the past few years, from Euro-
pean manufacturers. But as I pointed out in my general discussion
of the growth effects, the effect 1s not merely intensified competition
on the part of the Kuropean countries. The effect is also a growth
in their real income, and, therefore, intensified demand for imports.

So in analyzing the effects on American foreign trade you have to .
weigh these two factors, the intensified competition and the growing
demand for imports.

The real question is: Which will outweigh the other ?

I am inclined to answer this by saying that on a realistic assessment -
of today’s probabilities, the competition effect for some years is likely
to outweigh the effect of rising demand in these countries for Amer-
ican products.

The rising demand for American products would impinge chiefly,
I think, on these complementary goods which we are now exporting
to Europe. This means to a large extent agricultural products.

At the same time that in industry you have had a very rapid growth
of Western European productivity, especially in certain branches of
- industry, you have had in agriculture an extremely rapid growth of
productivity in the United §tates, so that if trade in the real world
followed the lines of comparative advantage, we might expect a very,
very large increase in American agricultural exports to Europe.

The only joker here is in the phrase, “if trade followed the lines of
comparative advantage.” The point, of course, is that agricultural
protectionism in Europe is very high. Moreover, as you read the
agricultural provisions of the Treaty of Rome, there does not appear
to be any intention of lowering external barriers here appreciably.
In other words, a controlled and subsidized domestic agriculture
within these countries is to be maintained.

So that although T would expect, despite European agricultural
protectionism, some appreciable increase In our agricultural exports
to these countries, nevertheless, in relation to the true underlying
economic potentialities, the increase that we are likely to get, unless
agriculture protectionism is very considerably reduced over the years,
is likely to be small.

The conclusion I reach, therefore, is that for the short or even the
intermediate run, the effect of intensified European competition is
likely to be more strongly felt by the American economy than the
effect of an enlargement of their demand for our products. The
reason I say this is the high import barriers so far as agriculture is
concerned.

Senator Busa. May I ask one question, Mr. Chairman ?
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The Cuairman. Yes. '

Senator Busu. Is it fair to paraphrase that, then, by saying that
these conditions should extend to increase our 1mports more than our
exports? .

Mr. Deseres. Yes.

""Senator Busm. That is the net of it?

Mr. Despres. Yes.

Senator Busu. There is no way of measurmg the relative increase
of one against the other, I suppose? .

Mr. DESPRES There are ways of doing a lot more work on thls
sub]ect than I have done, sir, but I have not attempted to quantify
it. "It would be an elaborate kind of an undertaking to do so. But
it is true, I think, that the effect on our exports is going to be limited
by the fact that there are very severe barriers abroad to expansion
of our agricultural exports. It is also true that the agricultural
. policies of all of the industrially advanced countries, including our
own,.are to support agricultural income, support agmcultural prices,
and to develop a kind of a controlled agriculture.

Senator Busua. May I ask the question another way, Mr. Chairman?

Would you conclude that both our exports and imports would
increase as a result of the Common Market existence, or would you
suppose .that its existence would cause a decline in our exports, an
increase in our imports? Or would both increase? Do you see What

Imean? .
" Mr. Deseres. Yes; Isee what youmean.

Some of our exports will increase; that is, despite everything 1
have said, we can expect a trend of i increase in our agricultural exports.
It is just a lot lower trend than we could have if barriers were lower.
Also, T would say with respect to coal, even though there is excess

apamty in" Europe today, on the Whole, expanding energy require-
ments in Europe seem to me to suggest that there is a real possibility,
for some years at least, of a trend of growth in our coal exports to
these countries, although for the longer run one ‘would have to talk
about some substitution of atomic energy and also other forms of
energy-—oil and so on.

Representative Bocas. Mr. Chairman ?

‘The Cirarrman. Yes, Mr. Boggs.

Representwtlve BOGGS You are, of course, assummg', Mr. Despres,
that the six will proceed in a more protectlomst fashion than a liberal
fashion, are you not?

Mr. Deseres. No, sir. T am assuming that—well, as a matter of
fact, I have some policy recommendations at the end Let me put
it this way:

I fear that the relaxation of agricultural protection by these coun-
tries, and by Western Europe‘tn countries in general, will at the
very best be slow, and this I think. is very clear in the Treaty of Rome
provisions. T think that on a realistic assessment of how fact it is pos-
sible for democratic governments.to move, say, in the taking away of
subsidies from an 1mportf1nt group like their own agricultural people,
one has to assume that these barriers in the agricultural sector are not
going to dlswppeflr overnight.

I think it is highly 1mp0rtfmt that we urge their reduction, and
T would be hopeful that through active U.S. negotiations on the matter
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we might be able to induce them to develop a long-term program for
gradual easing of these barriers. I think this would be a notable
accomplishment, and that would be fine.

Representative Boces. Are they not trying to do this? Dr. Hall-
stein, the president of the Common Market, was here recently, and we
met with him. This was one of the main things we discussed with
him, whether or not the six would move ahead in a protectionist
- fashion insofar as the rest of the world is concerned or whether the
direction would be more liberal.

It is his contention that their whole direction is liberal, and that
much more is involved than just their relationship with the other
11in Europe. He also says that they plan to operate through GATT

and all the existing arrangements. o

Mr. Deseres. I do not mean to sound cynical, because I do not feel
cynical about this, but I would say only this: That this is certainly
an aspiration, I feel, of men like Professor Hallstein. And even
though the general direction is a liberal one, just as the general direc-
tion of our commerecial policy has over the past 25 years been a liberal
one, it has to be noted that we have made important exceptions for
agricultural products, and the treaty of Rome makes important ex-
ceptions for agricultural products, and this is a really tough problem.
I think something can be done about it, but I think it would be very
helpful to the Europeans who would like to see this kind of develop-
ment if the U.S. Government took an active role in attempting to
bring about a long-term program of tariff reduction.

On the assessment of the long-term prospects, all I can say is that
I think it would be naive to expect these barriers to come down very
fast of themselves. _

That is about all I had in mind. :
. Representative Bocas. I do not think anyone expects that. T think
1t 18 a question of direction. :

Mr. Drseres. That is quite right.

Representative Boaes. Another thing. In connection with Senator
Bush’s question on this point, the increment of American investment
in the Common Market is increasing tremendously. This is a direct
investment in these countries: West Germany, France, and elsewhere.
This, of course, has some effect on exports and imports, because
?me@rican capital is going to the market frequently. Is that not a

act ¢ . -

'Mr. Drspres. Yes, it is. The Common Market has been certainly a
factor contributing to this flow of American capital. But, as Mr.

- -Ball pointed out, the movement was already underway, and it is es-
sentially a reflection of the strong trend of growth and of the active
and lively potentialities for further growth in these countries.

-In addition to the trade effects that I mentioned, there is the im-
portant effect of the increased movement of American capital to West-
ern Europe and to the Common Market countries. .

" Representative Wip~atx. Mr. Chairman ?

The Cramman. Mr. Widnall.

Representative Wm~avLL. Professor, I take it from scanning your
statement that you think time is of the essence in completing financial
arrangements and trade negotiations; that there will be built into the
operation of the- Common Market such discriminations that if we do
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not complete our negotiations soon, it can be in a very bad way. Is
that not one of the main points you make? , : '
Mr. Drseres. It is, yes; or, I would say, if we do not begin to

. . )

- launch them soon. I regard the negotiation process as a prolonged

and indeed a continuing process, just as the Common Market is an
evolving institution. But I think we ought to begin the negotiations
soon, because otherwise vested interests begin to get built up in the
wrong direction, and it gets harder to undo things.after they have
been established. : . ,
Representative WipNaLL. What was the real reason for the break-
down of the negotiations that Great Britain is conducting? Antipathy
on the part of France more than anythingelse? . = . -
Mr. Deseres. I would like to sidestep that in part, partly because
I do not have inside information on this matter, partly because I
think our approach to it ought not to be to allocate blame, but rather

essentially 1t seems to me, this idea of the free trade area is a fairly

_dead one, and there are a.lot of reasons why it did not even get to

first base. I also regard the scheme as far from ideal, although I
thought that it was a pity that this did not result in a beginning ‘of

?ieI'IOlllS negotiation. The talks about it, they never got into any real
etails. : o ‘
“The point that.Mr. Ball made, that.the British were asking for
quite a lot and were not offering to give very much, is a valid point.
Representative Boges. There is one school of thought that the Brit-
ish did not think this would ever come to pass; and it having done
so, it was chagrined, to put it mildly. ' '
Mr. Despres. However, it ought to be said, if one is interested in
the politics of this, there are elements on the other side. As to the
people who support the Common Market, if you analyze all of the
bases of support, it is not merely the dream of Kuropean unity .and
supernational authorities. In the eyes of the French Government,
for example, the fact that France, with some support from Germany,
and resources, can become a relatively stronger power, they hope,
in the councils of Europe, may be a more important influence to the
leaders of the French Government than the appeal of supernational
ideas. o
But I do not like to make comments like this, because to the ex-
tent that T feel any indignation in these matters, my indignation is
very evenly distributed, and I do not think it is a matter for indig-
nation anyway. I think we ought just to ask ourselves what 1s
America’s and the free world’s interest here, and in examining any
country’s political motives for doing anything they do, good or bad,
you can do a good smear job if you want to, but I do not  want to.
The Craman. I would say there is no reason for. indignation in

‘this matter, if I may interject. Such motives’ were certainly ex-

pressed in the formation of the American Union. The statesmen
from Massachusetts realized they would have'a larger scope for their
abilities in’ a union of the 18 States, and Massachusetts being separate,
or the States splitting up into 3 confederations gave them an
opportunity to develop on a national scale they would not otherwise
have had, gave the great leaders from Virginia a chance to become
national leaders. .

You must have these realities, really, if we are going to bring about
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Mr. Despres. In the German case I would say that very clearly the
motive of Chancellor Adenauer is French-German rapprochement
and its institutionalization. The awkward point here 1s that the
Minister on the other side of this issue, Df. Ehrhard, has a case which
is not wholly without merit. It emphasizes the economic side of
things and recognizes the need for integrating the Common Market
with the Western European economy as a whole.

Now, the point is that it is too bad from the point of view of Ger-
man politics that this kind of issue has to arise as a source of di-
vision. This, too,is not in our interests.

The Crairman. Our own Patrick Henry was opposed to the Con-
stitution and the United States of America.

Mr. Deseres. The next point I wanted to make was made yester-
day; mamely, Western Europe’s dollar shortage problem is in my
judgment at an end, and it is indeed possible that the trend for many
years may continue to_be somewhat in the other direction. This is,
on the whole, a highly welcome and salutory development. It is
exactly the thing we were trying to achieve through the Marshall plan,
and we ought to be delighted that it has been so very well achieved.

The reasons why I make this assessment of the existing position
to a large extent duplicate those that were made yesterday. There
is one other reason I would like to add ; namely, the agricultural point.
If this were a world of freer trade, the effect on our foreign trade of
the increased European competition in industrial goods would be much
more largely offset by increased American exports of agricultural
goods, because here is where our productivity is growing most rapidly.
But unfortunately, the barriers will tend to limit this expansion of
our agricultural exports, so this is a further reason for thinking that
the balance-of-payments picture has undergone a major shift.

I would like to make a comment about the “pricing ourselves out
of the market” line, which is very fashionable today. I do not know
exactly what the phrase means, but if it means that inflation in the
United States is causing us to lose export markets, and if by infla-
tion you mean a rise in the average general level of prices, it 1s dead
wrong, because the general level of prices in the countries of West-
ern Europe has on the whole gone up a good deal more during this
period of rising European competition than the American price level
has gone up. ' )

The cause of the increased competition is that in some important
industrial lines, their productivity has been rising a great deal more
than ours has. You have a table in the President’s Economic Re-
port showing that for the prices of certain classifications of ma-
chinery our prices have gone up more than Western European prices,
ﬁven though the general average of prices has gone up more there than

ere.

So if our trade balance were moving in response to the relative
degrees of inflation here and abroad, we would be having increasing
exports and reduced imports today. This inflation line, therefore,-
does not stand up as an explanation of the changes in our trade
balance.

I have a few policy recommendations I would like to mention.

First, I agree with the people who spoke yesterday on the desirabil-
ity of attempting to bring about a reallocation of the costs of NATO
defense to some extent.
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Second, I agree with the people who spoke yesterday -on the de-
sirability of the Germans taking on a larger share of the financing of
underdeveloped countries. A i

In addition to that, I have four points of my own I would like
to make: . .

First, because of our changed balance-of-payments position, we
are in a much stronger position today to use the Reciprocal Trade
Agreements Act as an effective bargaining instrument than we have
&ven been since the passage of the first act in 1934. At a time when
the world was suffering from dollar shortage, to tell them to reduce
their barriers against American goods was all right, but they were
entirely ready to import more American goods if they had the dol-
lars to pay for them. So we were not able to expect them to do
more than that in any event. ,

The Cratrman. How would you.define “dollar shortage”? May -
I define it for you? It is a desire to import American goods for
which the foreign country has neither the means nor the desire to

ay. .
P 1{711'. Despres. 1 was slow on the uptake. I would be glad to take
your definition. o

Senator Busm. I would object to part of that, but I think it is a
good start. : -

The Cmarrmax. Excuse me, sir. This is an aside. But I have
often been puzzled by these rather glib phrases, that the European
countries have had “a dollar shortage.”

Mr. Drspres. This is a wide-open subject, but I would say, just
historically, there has been, since the early thirties at least, and some

- would carry it back to World War I, what might be called a chronic
tendency for our external receipts to exceed our external payments;
other countries were more or less continually under pressure to find
new measures to cut down on their use of dollars or to expand their
dollar receipts. This has been the kind of problem that people have
been discussing in using the phrase “dollar shortage.” The rest of
the world did not have a genuine payments equilibrium with the
United States. Things were kept in hine, after a fashion, by such
devices as foreign exchange rationing and import quotas, currency
devaluations and, at times, -severe domestic deflation and unem-
ployment. ) :

The CmarmaN. What you are saying is that whatever the dollar
shortage was, it has largely disappeared ¢ \ :

“Mr. Despres. That is right. ~ And this is an important change, even

if we might disagree about its definition. o

The other point would be: And, therefore, we have a new oppor-
tunity in our trade negotiations; the change in our balance-of-pay-
ments position: and in that of Western Kurope means we have a
stronger bargaining position than we had before since Western Euro-
pean countries have much greater leeway for reducing their trade
barriers. . : . )

I think we ought to use this bargaining position for three main
purposes: (1) to try to get the Common Market to adopt a very low
external tariff; (2) to abolish as soon as possible—and 1t will take a
while, certainly—the quantitative import restrictions on manufac-
tured goods which are against GATT but were justified under. the



1026 EMPLOYMENT, GROWTH, AND PRICE LEVELS

GATT provision that these could be used to meet balance-of-payments
roblems. The quantitative restrictions are still on, even though the
Ealance-of—payments problem of the countries using them is gone.

But we ought to press hard for their removal.

Senator Busu. Mr. Chairman.

Does that refer to quotas, for instance ?

‘Mr. Despres. Yes.

Senator Busa. Import quotas?

"Mr. Deseres. The general provisions of GATT, as you know, are
against import quotas. There are three exceptions. First, the coun-
try may resort to them for balance-of-payments reasons; second, there
are exceptions for agricultural goods; and third, there are exceptions
for underdeveloped countries.

So far as the Western European countries are concerned, and their
imports of manufactures, they are supposed under GATT not to use
quantitative import restrictions any more, and we otuight to urge this
line very strongly in negotiations both with Common Market countries
and with other Western European countries.

Senator Busa. Mr. Chairman, I have a question I would like to
impose right here at this point. '

The CHAIRMAN. Yes,indeed.

Senator BusH. This question of quota is, of course, a very interesting
one. Itis a very important one. As long as you are touching on 1t
there, I would like to ask this question.

I will illustrate it by a situation which we are faced with right now,
which is in the field of stainless steel flatware, which is made in other
countries just as good as it is made in this country, according to our
own manufacturers’ statements; but, due principally to the labor cost
differential in other countries, notably Japan in this instance, but
others, too, they are able to undersell our products to such a great
extent that no tariff protection is valid; and in order to alleviate the
distress to some extent of American manufacturers, the Government
worked out a voluntary import quota which the Japanese themselves
adopted, and you are probably familiar with that. ‘

The question I wanted to ask you is: Is it a bad thing or a good
thing, in cases like that, for us to establish a quota, either a fixed quota
or perhaps preferably a percentage-of-the-market quota, based on a
recent figure of importation, so as to let a country increase as the
market increases, or should the quota not be used at all ¢

What is your comment on it? And if you don’t like it, tell me so.

Mr. Despres. You have anticipated my reaction. I do not like it.
I do not know the details of the particular case. I would say this,
though: No tariff within the realm of plausibility can overcome this
differential. I find it hard to accept the view that it is merely low
Japanese wages or something of that sort, and I would urge that in
general there is some better way that these manufacturers could use
their resources. In other words, I would say on the whole I would be
opposed to the use of quotas, and I would like to add this: That in
the situation of today’s world, the pressure for increased American
protectionism and the use of quotas and higher tariffs, and so on, as
well as for cutting aid and all the rest of it is going to be very strong,
unless the countries with whom we trade pursue real trade liberaliza-
tion policies to remove discriminations against American goods.
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But my answer to your specific question is, I am against the use of
the quotas because if an industry needs quotas because a high tariff
would not do, then it must be at an awfully strong competitive dis-
advantage, and there must be some other way we could use our re-
sources. The people in that industry could shift to somé other kind
of manufacturing. -

Senator BusH. A protective tariff may be used in such a case. Let
us say a device that can be used to restrict imports has the purpose of
a, protective tariff, has it not? . T

r. Despres. That is the purpose; yes. . :

Senator BusH. The purpose of the quota is the same thing. I ¢ould
see cases where a high tariff might prohibit them, whereas a quota
might encourage them. Do you see-what I mean? If the quota is
set at a reasonable figure in a growing industry, say you were going
to %'(ilve 30 percent of the stainless steel flatware market to the
wor. ' ‘

Mr. Despres. Well, the line I would draw is, in general I am op-
posed to protection of any sort, whether by tariff or by quota. Al-
though you are able to conceive of a case where a protective tariff
would be even more restrictive or prohibitive than a quota, usually it
is the other way around : That a quota device is resorted to in just the
kind of situation you have mentioned, where-the degree of protection
that would be afforded by even a pretty high protective tariff would
not have the desired effect. o

So even though conceivably you could think of it as the other way
. around, that is not the way it works in practice. :

Senator Busa. I might agree with you in your general premise, that
all these restrictions are undesirable, and wish we did not have to deal
with them at all. But actually, politically, we have a realistic prob-
. lem here. There is no doubt about that in your mind, is there? We
do have a problem to face? s P , T

- Mr. Despres. I agree with you! : :

Senator Busa. The point I am trying to develop for my own guid-
ance and the guidance of the Congress—it is the purpose of these
hearings, of course—is an expert opinion on why a tariff may be all
right in certain instances but a quota isnot. - , '

Mr. Deseres. It is because on theraverage and in general, quotas
are used as more drastic import-curtailing devices than tariffs. This
would be the main line I would urge. - - . T

Senator Busa. But suppose they were used with moderation, so-as
not to foreclose imports but perhaps to encourage them?

Mr. Drspres. There is another reason of course, if you are inter-
.ested in revenue. If you leave tariffs alone-and you impose an import
quota, the particular foreign exporters who get in under that quota
will be able to sell their product without cutting prices so much, so
they will get a monopoly profit of a large sort. If you raise tariffs,
tShis monopoly profit becomes additional public revenue to the United

tates. : - .

Senator Busa. That is a good point. C . S

Mr. Drspres. So in addition to the other.point that I made, you
do get revenue to the extent that a protective tariff is not completel
prohibitive, and if you just sort of allocate the market like a cartel,
which is what aquota does, you would give a monopoly benefit to
the particular foreign exporters who get 1n under the wire.
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- Mr. Barr. Mr. Chairman, may I add a point to this?

The Caamrman. Certainly.

Mr. Barr. It seems tome also, in addition to what Professor Despres
has very ably said, that the problem of quota is that it does nothing
to encourage productivity, whereas even if a tariff is high enough,
the American producer may still be stimulated to get his prices down
in order to get more of the market than he would otherwise have.
But if the market is frozen by a quota device, then there is abso-
lutely no incentive for him to become more productive and-attempt
to meet the competition.

Would you agree with that? :

Mr. Despres. Yes; I certainly would. If the tariff is moderate
rather than prohibitive, the situation is more healthily competitive
than under a quota. The domestic manufacturer has a chance to
expand his share of the market by improving his product or his effi-
ciency; so does the foreign exporter. The consumer benefits and the
total market grows. _

Senator Busa. I think theoretically that is very sound, but in prac-
tice I wonder whether it is so sound. I do nof know whether Mr.
Ball is familiar with this issue or not, of the stainless steel flatware.

Mr. Barr. I know in general; I heard about it; yes.

Senator Busua. I would be inclined to observe from my contact
with that case, which may be typical of many, that the quota would
not discourage them in attempting to improve production, because
they have a market that is capable of lots of further development ; and
the lower you can get the price, the broader the market is likely to
become with most any kind of merchandise.

Mr. Barr. It depends on the question of the elasticity of demand
for the commodity, does it not, ?

Senator Busa. Yes. But I would not go all the way with you on
that last statement, becausé I think that the quota might not take
away the incentive to reduce costs, because the incentive to improve
the market, broaden the market, would still remain, even though
there was a quota, say, of 25 percent of last year’s market.

Mr. Barn. I would not have a judgment as to how elastic the demand
for stainless steel flatware might be, but I would suppose that it is not
a commodity in regard to which you would get great elasticity. If
that is the case, what you are doing by imposing a quota is to dis-
courage the incentive which might otherwise exist for increased
productivity.

, Representative Boces. Of course this is the historic argument be-
tween those who favor a more liberal trade policy and those who favor
protectionism. A quota historically was the most protective device
vou could think of. What a quota really says is that after you reach

X number of a given commodity, whatever it may be, there shall be no

further imports of that commodity. ‘

So in the case of a tariff, assuming that you have greater efficiency
in the exporting nation, you might still be able to put over them a tariff
and compete in their market,

In all of these things, this wage question is an interesting one to
me, because on our subcommittee on the Ways and Means Committee,
we went, into this rather thoroughly.
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Oftentimes these things are not as simple as they appear on the -
surface. Take the case of the electrical equipment in England. The
whole contention of our people was that they were put at a com-
petitive disadvantage because of the wage rates in the United States
compared to the English wage rates. It was later shown that the
situation was just the reverse.

~We have a problem in my State about the import of crude petroleum.
f}’eit(:i they pay higher wages in the Venezuelan oil fields than in our oil
elds.

So these things are not necessarily true in this wage business.
When you use the wage rates, you have to look at lots of other things:
fringe benefits, social security, and so on.

Mr. Deseres. I would like to summarize this by saying that I think
we ought to launch actively trade negotiations now for a number of
purposes: First, to try to get a low external tariff for the Common
Market. Iam afraid that if the Western European countries negotiate
this without our active participation, it may go badly in terms of both
our economic and our political interests in a unified Europe. Second,
that we ought, as part of these negotiations, to try to get a removal of
the discriminations against American goods that were formerly—in
quotes—justified, or actually justified on balance-of-payments grounds.
Third, that we ought to try to do something over a period of years
about Buropean agricultural protectionism; and finally, if we do not
achieve substantial success in these negotiations, I would expect that
the domestic pressures for increased protectionism will be strong in
this country, and I think that is the best way available to us to keep
these from increasing in strength. '

T also have a monetary proposal to which I attach importance, but
it would take at least 5 minutes to expound it, and a long time ago 1
heard something said about 10 or 15 minutes per panelist; so if the
chairman agrees, I think I will forego that discussion. .

The CrairMan. Would you be willing to submit it in writing so
it could be printed in the record ? . -

Mr. Despres. It is covered very briefly at the end of my statement.

The CratrMaN. I do not want to shut you off, Professor Despres,
but we still have Professor Scitovsky’s statement to come. : '

Isit included in your statement ?

Mr. Drsrres. Itis; yes. :

Senator Busma. Would you call attention to it by page number?

Mr. Despres. It is the poorest and most, obscure paragraph in” the
statement. It was written last and obviously in a hurry.

The. CaakMaN. Does this have something to do with the Zurich
bankers? : '

. Mr. Deseres. Here, I would rather not find any devils, either.

The Cramryman. That is supposed to be the force from which the
raids on so-called hot money come, as we hear from Geneva.

Mr. Despres. Yes; but the kind of movements I fear are movements
of a magnitude that could run into a good many billions, but I know
thése Zurich bankers are richer than they look, and they may have a
role in it. A ‘

The Crarrman. Thank you very much, Mr. Despres. Your written
statement will be placed in the record at this point.

© 38563—59—pt. 5——10 '
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(The statement referred to follows:)

STATEMENT OF EMILE DESPRES, PROFESSOR OF EcoNOMICS, WILLIAMS COLLEGE, ON
THE SIGNIFICANCE OF THE EUROPEAN COMMON MARKET TO THE AMERICAN
EcoNoMY

My name is Emile Despres. I teach international economics at Williams Col-
lege. I have been asked to discuss the significance of the European Common
Market for the American economy.

Most of the articles which I have seen on the European Common Market or
Economic Community begin by characterizing it as “one of the most important
undertakings of the 20th century” or “one of the most far-reaching economic
undertakings of all time.” However, in these articles the discussion that follows
of the economic effects of the Common Market is often vague and indefinite.
One might, perhaps, wonder whether the Common Market will be really so mo-
mentous after all.

Before discussing specific economic matters, I should like to make a general
comment about this. Vagueness in discussing the Common Market is unavoidable
not only because the Treaty of Rome establishing the Common Market contains
its share of escape clauses, loopholes, and ambiguities, but, more important,
because the plan is incomplete and unfinished in one decisively important respect.
The issues concerning commercial and financial relationships between the Eco-
nomic Community, on the one hand, and other Western European countries and
the rest of the free world, on the other hand, remain unresolved. If this problem
is worked out well, the Common Market will both strengthen free world political
unity and stimulate its economic growth. In this sense, the Common Market
is a momentous project. If the problem is badly resolved, however, the Common
Market may be a source of chronic political tension and disunity and economic
disruption. Its results might then be momentous in a radically different sense.

The British proposal of a free trade area, although far from ideal, represented
a first, constructive attempt to meet this issue. Now that this scheme has been
firmly rejected, the time is ripe for a new effort toward a constructive solution,
and his country’s role in this effort should be an active one. I shall return to
this point later.

I. EFFECTS WITHIN THE COMMON MARKET

In considering the economic effects of the Common Market, the first point to
be noted is that, apart from its temporary, psychological impact, which has been
one of the factors stimulating a flow of both European and American capital
into the Economic Community countries, the fundamental economic effects will
be felt only gradunally as the Common Market comes slowly into effect over a
12- to 15-year period. .

A second major point is that the economic similarities among the countries
composing the Economic Community are much more striking than their differ-
ences; all are exporters of manufactures and all import primary products. As
a result, the classical argument for trade liberalization, that it enables countries
to derive mutual benefit from their differences in resources and skills, has lim-
ited applicability to the Common Market. The popular view that the removal
of barriers and the creation of a large, free market will permit industries to
adopt more efficient mass production methods which would not have been profit-
able when producing for limited, national markets seems to me also to deserve
only moderate weight. The principal constructive economic effect of the Com-
mon Market is that, as it goes gradually into effect, the market for manufactured
goods within the six countries composing the Economic Community will become
more dynamically competitive than it has been in the past.

Improvement in technology and growth of productivity has been exceedingly
rapid in Western Europe in recent years, and the technological gap between
Western European and American industry has narrowed considerably in a num-
ber of manufacturing lines. As an illustration, although inflation in the general
level of prices has been greater in Western European countries than here, their
prices for metal products, machinery, and vehicles have, on the average, gone
up much less than ours:

In many manufacturing industries, however, the technological inferiority of
Western Burope still remains pronounced. A major cause is the lack of pro-
gressiveness and enterprise of many European business firms operating under
sheltered conditions and accustomed to low volume and high profit margins per
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unit. - Under the more competitive conditions which the Common Market will
gradually create, a strong premium will be placed on managerial efficiency and
progressiveness. Production will tend to concentrate in those firms which adopt
improved methods and install more efficient equipment. Chiefly through en-
largement of competition, the Common Market may be expected to spur techno-
logical progress, increased investment, higher productivity, and growth of real
income. In this way, it will serve to sustain the strong tpward trend of
growth evident over the past decade. In this respect, the Common Market,
instead of creating a new trend, will bolster a trend already strongly present in
the Common Market countries.

This enlargement of competition will not be w1thout limitations and restraints.
In the field of agriculture, for example, the substitution of competition for the
several national programs of price and income support and production control is
not contemplated. Instead, these programs will be gradually coordinated into a
communitywide program of subsidization and control under the protection of
uniform import restrictions for the Common Market as a whole. In some indus-
tries, also, it is possible that present national cartels, cartel-type arrange-’
ments, and governmental subsidies will simply be replaced by wider cartels and
prlce-ﬁxmg arrangements and coordinated subsidies to protect and sustain ineffi-
ciency and backwardness.

Despite this qualification, the general trend in manufacturing will be toward
gradual enlargement of competition, disappearance of inefficient firms, and ex-
pansion of investment and output in efficient and progressive firms. This
promises to be the most important, constructive economic result of the Common
Market, just as, at the political level, the strengthening and institutionalization
of French-German cooperation appears to be its most constructive longrun
potentiality.

Of the countries composing the Common Market, France and Italy may be
the largest gainers. Their productivity is likely to benefit most from enlarge-
ment of competition, and the postwar evolution in industrial organization
and management which has been taking place in some important branches of
French and Italian industry will be broadened and extended.

v
II. EXTERNAL EFFECTS OF THE COMMON MARKET

The questions of the effects on trade between the Common Market and other
countries in general, and on our foreign trade and balance of payments in par-
ticular, are matters of particular interest to the members of this committee.
In considering trade and payments between the Common Market and the outside
world it is necessary to distinguish two opposmg types of effect—a growth
effect and a displacement effect.

In the first place, there will be the group of effects asociated with growth of
productivity and real income in the Common Market countries. Growth of
productxv1ty and real income in these countries will be accompamed by expan-
sion both in their volume of exports and in their demand for imports. To be
sure, rapid technological progress in import-competing lines tends to reduce de-
pendence upon imports. However, unless the gains in productivity are nar-
rowly concentrated in his group of industries——and there is no reason to ex-
pect this in the case of the Common Market—this tendency will be over-
shadowed by the increase in exports resulting from other gains in productivity
and by the rising aggregate demand for goods, including imported goods, result-
ing from growing production and real income. Thus, the net effect of growth
is to expand import and export trade with the outside world.

The displacing effect, on the other hand, results from the discrimination which
is in some degree inherent in any customs union or preferential trading ar-
rangement. It will occur in the Common Market, whenever the lowering of trade
barriers within the Community induces a member to purchase from another
member goods which would otherwise have been imported from outside. As
barriers within the Community are progressively lowered, the inducement to
diversion or displacement of outside trade become stronger. Generally speak-
ing, such diversion of trade is likely to.be uneconomic not only in its effects on
outside countries but even in its effects on the membexs of the Community

- themselves.

The net resulting effect on' the trade of Common Market countries with the
outside world will depend upon the comparative strength of the opposing forces
gf growth and of displacement. Two highly important general conclusions may

e drawn. :
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First, the relative strength of these two opposing forces will be chiefly deter-
mined by the level of the import barrier surrounding the Common Market. If
the import barrier is high, the displacing effect will be large and the general
effect on external trade will tend to be restrictive. If the barrier is low the
growth effect will be predominant, and the effect on external trade will be
expansive. It is for this reason that the unresolved issues concerning the
future commercial, relationships between the Economic Community and other
countries are of crucial importance.

1t should be noted, in this connection, that a low import barrier against out-
side trade would not only serve to reduce the displacement effect; generally
speaking, it would also enlarge the growth effect by further enlarging competi-
tion and giving further momentum to growth of productivity within the Com-
mon Market. Thus, the effectiveness of the Common Market in stimulating the
economic growth of its own members, far from being strengthened by high
external tariffs and quotas, would be considerably weakened.

Second, the specific geographical impacts on outside countries of the growth
and displacement effects, respectively, will be highly diverse. Although a
comprehensive analysis of country-by-country effects would be out of place here,
it is necessary to make some general observations on this matter. Even if high
import barriers should surround the Common Market, the growth effect is likely
to remain important in the case of trade with exporters of complementary
products. Outside countries exporting primary products which the Common
Market needs and cannot readily produce for itself are likely to benefit from
the Common Market’s increasing demands for their products as well as from
its growing role as an exporter of machinery and other manufactured goods.
Although for trade with outside countries exporting primary products growth
effects will predominate in most cases, displacement effects will not be wholly
absent. The Common Market plan contemplates eventual free entry into all
Common Market countries of French and Belgian colonial products as well as
increased investment to expand production in their African territories. This has
possible displacement implications for outside producers of such products as oil,
coffee, cocoa, tobacco, and bananas. Moreover, it should be emphasized that in
the case of imported agricultural products of which production within the
Common Market countries can be expanded, even if at higher cost—for example,
butter from Denmark, or grain from America—the outcome will depend on the
evolution of the Common Market’s agricultural policy and the degree of protection
accorded to agriculture.

In contrast to the situation of outside countries exporting complementary
skills of Western European nonmembers are similar to, rather than complemen-
tary to, those of the Common Market countries. Consequently, even a moderate
degree of tariff preference can have rather large trade displacement effects.
This shifting due to diserimination is not only contrary to the interests of West-
ern European nonmembers but is also against the long term interests of the
Common Market countries themselves.

The exports of 11 OEEC countries not belonging to the Common Market to
the 6 Common Market countries amounted in 1956 to $3.8 billion, or 23 percent
of their total exports to all countries. The percentages ranged from 14 percent
for Britain to 31 percent for Denmark, 39 percent for Switzerland, and 49 per-
cent for Austria. The postwar expansion in inter-European trade was fostered
by the steady extension of measures for liberalization of inter-European trade
initiated under the Marshall plan. The movement for inter-European trade
_liberalization embraced the whole group of OEEC countries. Trade liberaliza-
tion, besides its important economic benefits, contributed importantly to Western
European political solidarity. Whether this solidarity will be greatly weakened
or greatly strengthened by the Common Market depends significantly upon
.whether the Common Market adopts a level of import barriers against outside
countries which produces substantial trade displacement. The dangerous possi-
bilities inherent in this issue have been foreshadowed in the prolonged and
finally bitter discussion in OEEC of Great Britain’s free trade area proposal,
and in the strain imposed on British-French relations following France’s rejection
of this proposal. Trade discrimination within Western Europe, if substantial,
may be difficult to reconcile with political solidarity.

This is the essential reason why the European Common Market is so difficult
to evaluate. Its favorable effects on growth of productivity in member countries,
the strengthening and institutionalizing of French-German cooperation and the
possible development of effective supranational instrumentalities and loyalties
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are its positive potential benefits. However, if at the economic level, the Common
Market inflicts serious injury on Western European nonmembers. by introducing
a substantial degree of trade discrimination, and if, at the political.level, the
Common Market should become merely an instrument for increasing French
prestige and influence in Europe at Great Britain’s expenses, the costs of the
Common Market, both economic and political, might outweigh its important
benefits. .
There is, of course, no reason why this must happen. It will not happen if a
- healthy structure of commercial and financial arrangements between the Com-
mon Market and outside countries is negotiated. Two points, however, deserve
emphasis. First, the negotiations should not be delayed. As trade discrimi-
nations are permitted to develop, vested interests in their continuation are built
-up and they become increasingly difficult to liquidate. The common tariff pro-
visions set forth in the Treaty of Rome, if actually applied, would result in a high
degree of trade discrimination, but the treaty also leaves open the possibility of
downward revision through negotiation with outside countries. Second, the
_ failure of Britain’s free trade area proposal strongly suggests that the pros-
pect for success of the next round of negotiations will be much enhanced if the
United States takes an active role in formulating new proposals and in conduct-
ing trade and financial negotiation with the Common Market countries. This
would also be of direct economic interest to us. Before presenting certain
specific suggestions concerning the kinds of proposals which we should make,
it is important to consider the effects of the Common Market on the American
economy.
III. U.S TRADE AND PAYMENTS

Dollar-short Europe has found it necessary to diseriminate against American
exports since the early 1930’s, marked discrimination has been practiced during
most of the period since World War II. Despite the progress toward currency
convertibility and some relaxation of discriminatory import quotas in_the past
few ‘years, considerable discrimination remains. Partly because our trade with
Western Europe already reflects this discrimination, any further trade dis-.
placing effect of the European Common Market in curtailing our exports to its
members should be comparatively slight. Our exports to the six Common Market
countries amount to about $3 billion annually ($2.8 billion in 1956) or roughly
one-sixth of our total exports. About one-third of our exports to the Com-

+ mon Market consists of manufactures, with the remainder primary products.
Most of these exports are complementary to rather than competitive with the
goods produced within the Common Market. In this respect our situation differs
sharply from that of the Western European countries outside the Common
Market. : .

With respect to the foreign trade and balance of payments of the .United
States, growth of productivity and real income in the Common Market countries
is likely to be the factor of greatest importance. Here the long-term effects of
the Common Market should serve to merely reinforce a trend already under-
way. A continuing, strong trend of growth in the Common Market impinges
on the American economy in a number of ways. Speaking broadly, intensified
competition will be felt in those branches of American industry in which pro-
ductivity in Common Market countries is increasing most rapidly relatively to-
ours. For this group of manufactures, one may expect (1) some reduction of
American exports to the Common Market, (2) increased exports of ‘this class of
Common Market products to the. United States, and (3) intensified competi-

- tion from Common Market products in the markets of third countries. Auto-
mobiles are a familiar example of this general class. At the same time, one
may anticipate a general tendency toward increased capital outflow to the
Common Market countries, owing to repatriation of private foreign funds

" hoarded in the form of dollar balances in order to take advantage of expanding
investment opportunities in the Common Market, direct investment by Amer-
+ican corporations in Common Market countries, and some purchases of Euro-
pean securities by individual American investors. :

It is important to remember, however, that growth of productivity and
growth of real income are opposite sides of the same coin. (This assumes—
correctly, I believe—that the effects of growing productivity will not be sub-
stantially dissipated through mounting unemployment and idleness.). In assess-
ing the overall effect on our foreign trade and halance of ‘payments, both sides
of  the coin must be taken into account. - While increasing productivity means
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that American wanufacturers will face increasing competition from Common
Market products, increasing real income within the Common Market carries
with it an increasing demand for American goods.

Both sides of the coin must be taken into account, but there is no necessary
implication that they will be equal and that our net balance of payments will
remain unaffected. The increase in Common Market demand for American
goods will be felt most strongly with respect to our exports of primary products,

both agricultural and mineral, which now account for two-thirds of our exports '

to Common Market countries. The favorable effect of expanding energy re-
qu1rements in the Common Market on American coal exports needs no empha-
sis, although in the long run much depends upon the rate at which alternative
sources of energy (oil, 1ncludm°' African oil, and nuclear energy) are substi-
tuted for coal.

In the case of our agricultural exports it is clear that the underlying long-
run economic possibilties for expansion are extremely large. Just as the growth
of productivity in Western Europe has been most marked in such fields as metal
products, machinery and vehicles, the broad sector of our economy which in
the past two decades has shown the most spectacular gain in productivity, both
absolutely and in relation to productivity trends abroad has been agriculture.
If actual patterns of trade were permitted to adjust to these divergent trends
in productivity, and to the resulting shift in the structure of comparative advan-
tage, there can be little doubt that the increasing competition of Western European
manufactured exports in world markets would go hand in hand with rapidly
growing demands in Western Europe for imported agricultural products, and
that the United States would be the largest beneficiary of this growth of demand.
Comparison of Western European with American food consumption patterns
shows their much higher caloric intake from potatoes and grains, with correspond-
ingly lower consumption of meat and dairy products. Since growth in real
income carries with it an increasing demand for costlier foods, it is clear that
the combination of expanding manufacturing activity and real incomes abroad
and strikingly rapid gains in agricultural productivity here create vast under-
lying, long-run economic possibilities for expansion of American agricultural
exports to the Common Market countries (and to other Western European
countries).

Unfortunate]y, however, realization of this underlying possibility is inhibited
by serious obstacles. A swable expansion of agricultural exports to the Common
Market may reasonably be expected, but one major obstacle to the realization
of the very large basic potentialities for exapansion of agricultural exports—
and the obstacle most pertinent to the committee’s present discussion—is Euro-
pean agricultural protectionism. On this score, the agricultural provisions of
the Treaty of Rome are not encouraging. A permanent policy of high protec-
tion, subsidization and official control is clearly contemplated. In future com-
mercial negotiations with Common Market countries, a strong effort should be
made to induce them to adopt a long-term program of gradual reduction of
import barriers and domestic agricultural subsidies. It must be admitted that

" our own past position and the special exceptions for agricultural products which

we have included in our past trade liberalization proposals, will be a source of
some difficulty in any such negotiations. Nevertheless, this opportunity should
ont be neglected since the underlying possibilities for expansion of our exports
to Common Market countries are much greater for agricultural products than
for manufactured goods.

In addition to the prospective increases in some of our exports to the Common
Market resulting from its growth in real income and in import requirements,

.increased Common Market purchases from other exporters of primary products,

e.g., Latin America, will serve indirectly to increase our exports to third countries.

On the whole, however, the guess may be ventured that, so far as the Common
Market countries are concerned, and indeed for all Western Europe considered as
a single unit, the persistent problem of dollar shortage is at an end. Considering
the combined balance of payments for the Common Market countries, or for all
Western Europe, on the one hand, and the United States balance of payments,
on the other hand, it seems exceedingly difficult to maintain any longer, as so
many economists and others have maintained during the postwar period, that
for deep-seated structural reasons there is a chronic tendency toward deficit
in Western Europe’s balance of payments and a chronic surplus tendency in our
balance of payments, resulting in chronic dollar scarcity. On the contrary,
the underlying tendency for a number of years ahead may even be somewhat
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the other way. Today’s basic international disequilibrium, however, is not
dollar shortage but the limited ability of most underdeveloped countries to pay
for the imports necessary for their development. This problem involves the
whole structure of relations between the whole group of industrially advanced
countries and the underdeveloped countries. .

My reasons for judging the problem of Europe’s dollar shortage to be at an
end are (1) the progressive narrowing of the technological gap in many impor-
tant manufacturing lines, with the expectation that this will continue for some
years, (2) the serious obstacles which, for many years at least, will limit the
potential expansion of our agricultural exports and (3) the growing movement of
investment capital from the United States to Western Europe.

In order that this assessment of the present position and tendency may be
properly interpreted, two explanatory comments are necessary. First, it does not
mean that individual Western European countries will be freed from balance of
payments difficuities. Indeed, reasons were given earlier for anticipating that
unless the import barrier surrounding the Common Market is definitely low,
serious strains will -be imposed on Western European nonmembers. Second,
the judgment that Western Europe’s dollar shortage disequilibrium is at an
end refers only to thé underlying position and tendency. Wide short-term
.fluctuations in international payments and receipts resulting in large surpluses
or deficits can result fromr many causes such as temporary, speculative inter-
national movements of funds from one financial center to another, cyclical busi-
ness fluctuations, divergences between countries in their rates of internally in-
duced inflation or deflation, or revaluations of individual currencies. But there
is no longer any reason to consider the demand for dollars as persistently
striving to outrun the supply, with Western Europe under chronic pressure to
restrain its dollar expenditures. '

This progress toward international equilibrium is a development of far-
reaching importance, with salutary effects for us and for the free world as a
whole. Since this committee has a special interest in the problem of American
economic stability and growth, it is worth pointing out that increased competition
of European manufactures has been both an important anti-inflationary factor in
our markets and a spur to increased efficiency and innovation on the part of
American industry. Enlargement of competition is not only a good prescription
for the Common Market countries; it is also good for us. European competition
is now being keenly felt chiefly in those fields of manufacturing where until
recently increases in administered prices and upward wage pressures have been
most strongly evident.

IV. SUGGESTED POLICY IMPLICATIONS

The disappearance of dollar-shortage and the launching of the European Com-
mon Market mark a major turning point in the structure of free world economic
relationships. They create both a highly promising opportunity and an urgent
need for (1) commercial arrangements to achieve genuine liberalization of trade,
and (2) some modifications in financial and monetary arrangements. Adequate
adaptation of commercial policies and financial arrangements to the changed ten-
dencies of the free world economy can come about only as the result of sustained
consultation and negotiation. To facilitate continuing discussion and negotiation,
consideration should be given to new institutional arrangements such as, for
example, transformation of the present OEEC into a new organization including
the United States and Canada as full members.

In the field of commercial policy, our objective of nondiscriminatory, multi-
lateral trade has been persistently frustrated during the past 25 years by the
inescapable fact of dollar shortage. Foreign countries have resorted to discrim-
ination against American exports, chiefly through import quotas and currency
inconvertibility, as a means of keeping their dollar disbursements within their
available dollar resources. Although, as the dollar problem has eased, progress
toward currency convertibility has been substantial, and some relaxation of
import quotas against dollar goods has occurred, the disappearance of dollar
.shotr.tage will not automatically assure the removal of long-established discrim-

inations. -
~The reciprocal feature of the reciprocal trade agreements program, although
of political value at home, also had limited actual significance in a dollar-
short world. In the condition of dollar shortage which has generally prevailed
since .the passage of the original Trade Agreement Act in 1934, any reduction in
American import barriers, and any resulting increase in foreign earnings of
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dollars, automatically increased our exports since foreign purchases of urgently
needed American goods responded at once to any easing of the supply of dollars
available to them. Thus, the expansion of our exports flowed automatically
and promptly from the reductions in our import barriers, whether reciprocal
concessions were granted or not. The reciprocal concessions which were obtained
in trade negotiations were, in this sense, somewhat superfluous.

With the disappearance of dollar shortage, the connection between increased
American imports and increased exports to foreign countries is much less direct
and automatic. By the same token, the reciprocal feature of our trade agree-
ments program now takes on a wholly new importance. Under present condi-
tions it becomes of great importance, in future commercial negotiations, to use
our tariff reducing powers as a real bargaining instrument to achieve the sub-
stantial trade liberalization which disappearance of dollar shortage has made
possible.

One objective in these negotiations should be to facilitate the evolution of the
European Common Market as an integrated, single market with a low external
tariff. We should join actively with Western European nonmembers in pressing
the demand for a low tariff, especially as the breakdown of discussions on the
free trade area proposal suggests a need for an active American role in the
negotiations. Since France and Italy have very high tariffs, Germany high
tariffs and only Benelux has a low tariff, the broad formula for the common
tariff proposed in the Treaty of Rome—an average of the present tariffs of
member countries—would yield a highly disruptive degree of trade discrimina-
tion between members and nonmembers. An external tariff at any such level
must -be prevented. In these negotiations, the Western European nonimembers
must also be prepared to reduce tariffs substantially.

A second urgent objective is to secure the further liberalization and, within a
reasonable period, the complete elimination by Western European countries of
their remaining quantitative import restrictions on manufactured goods. So
long as these quantitative import restrictions remain in effect, currency con-
vertibility, alone remains of somewhat limited significance. With the “dollar
shortage” 'justification for these restrictions no longer present, full compliance
with the GATT's general rules against quantitative restrictions in nonagricul-
tural products is called for.

In the matter of Western European agricultural protection, our objective
should be to negotiate long-term agreement with the Common Market for a sub-
stantial relaxation of barriers in successive, moderate steps. The importance
of this for our agricultural exports has already been emphasized. It should
also be pointed out that gradual relaxation of agricultural protection would
further strengthen the growth of real income within the Common Market.

In the financial and monetary field, there are three major areas where modi-
fication of existing arrangements requires consideration.

First, the present allocation of the financial burden of NATO defenses should
be reconsidered in the light of the changing economic condition, balance of pay-
ments position and fiscal situation of its members. From the point of view of
an economist, the present share borne by the United States appears somewhat
high in relation to today’s conditions. It is recognized, of course, that on this
issue political and strategic factors may be decisive. Moreover, Britain’s lack
of success in her negotiations with West Germany on this matter is not particu-
larly encouraging. Nevertheless, changes in economic and financial capacity of
NATO members should be taken into account. It is even possible that the
unity of the NATO alliance might be strengthened by a greater assumption of
financial responsibility by some continental European member.

Second, some continental Western European countries have begun to partici-
pate in the financing of underdeveloped countries both through subscriptions
to International Bank flotations and through extension of export credits. Much
further expansion along these lines is now possible. Indeed, this provides a
promising means of absorbing a part of West Germany’s large and persistent
balance of payments surplus. Apart from investment in French and Belgian
territories in Africa, the financing of underdeveloped countries has been hitherto
almost exclusively an American and British responsibility. Broader West Ger-
man participation would be highly desirable. i

Finally, with the elimination of inconvertible currencies and relaxation of
import quotas, large swings in national balances of payments in response to
speculative movements of funds, cyclical business fluctuations or other tempo-
rary causes must be expected. Although monetary and fiscal policy must today
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"be influenced by balance of payments considerations, it may be taken for
granted that neither the United States nor other advanced industrial countries
will accept severe and sustained inflation or deflation to correct disturbances
in the balance of payments. ]

The greatest danger inherent in the present situation is that essentially minor
departures from equilibrium can become major crises through speculative move-
ments of “hot money.” The British crisis of 1957, in which the Bank of Eng-
land’s discount rate was raised to 7 percent, was essentially of this nature.
Neither other Western European countries nor the United States. can be con-
fident of future immunity from crises of this sort. This is the most serious ele-
ment of vulnerability in the more liberal trading and financing system which is
now evolving.

I suggest that the Tripartite Monetary Agreement which finally evolved in
the 1930’s as a means of meeting this type of problem should be revived in new
form, its membership to consist of the United States, Great Britain, and the
Common Market countries. Through informal consultation on balance of pay-
ments developments and through. concerted support of currencies subject to
exaggerated, speculative pressure, the resources of this group of countries avail-
able for meeting speculative runs would be sufficient to forestall unnecessary
crises. The International Monetary Fund alone does not meet this problem,
partly because its resources might well be insufficient to meet the massive flights

.which can develop from one financial center to another, and partly because
resort to the Fund is itself a crisis measure and a symptom of crisis. In situa-
tions of the type which Britain faced in 1957, the task is not to overcome a
crisis, since the crisis should not have been allowed to develop. The problem,
essentially, is to prevent such crises by supplementing present arrangements
for international monetary cooperation, . Without some supplementary arrange-
ment among the financially important countries for concerted support and, if
necessary, massive support of any major currency subject to speculative runs,
the danger of further crises will remain present; with adequate supplementary
arrangements of this sort, the speculative runs are unlikely to gain momentum
and, in any event, can be easily overcome by concerted support of the- currency
under speculative pressure.

. The Cuamman. Dr. Sc1tovsky?

STATEMENT BY TIBOR SCITOVSKY, PROFESSOR OF. ECONOMICS
UNIVERSITY OF CALIFORNIA, BERKELEY, CALIF,

© Mr: SciTovsKY. Thank you, Mr. Chalrman. I féel I have very httle
to add to Professor Despres’ statement, with most of which I agreed;
but I should like to stress just a few pomts ‘

One is that I think it is worth stressing that there is quite a lot of
uncertainty as to how and how far the Common Market will go. Not
only is it to come into effect gradually over a-period of 12 to 15 years,
but some of its most important provisions so far are very little more
than statements .of intention. I am referring specially to the har-
monization of monetary and fiscal policies. I feel that this is very
important, because if it is not carried out in the spirit as well as in
the letter of the provisions, then balance-of-payments difficulties
would arise, and they bring into operation escape clauses that may

malke the tremty very little more than dead letter.

I would also like to stress that I do feel that any economic dis-
advantages in the U.S. balance of payments that may result from
the- establishment of the Common Market are likely to be rather small
as compared to the political advantages to us of the economic strength
of our Western allies.

Perhaps I should say a few words about why I thmk that these
economic disadvantages are likely to be small ‘




1038 EMPLOYMENT, GROWTH, AND PRICE LEVELS

I do agree with Professor Despres that the displacement effect is
likely to be small. There are, of course, plans on the part of American .
business to establish subsidiaries within the Common Market area,
there has been quite a lot of talk about the drain on U.S. capital re-
sources that this would imply, and there has been giute a lot of discus-
sion of it here this morning.

I would like to point out, however, that numerically this drain may
also be fairly small. We have statistics that show that actual Amer-
ican capital that went to the six countries for direct investment over
the past 2 years was of the order of a hundred million dollars. In
the grst quarter of this year this went up to $72 million. The reason
why this 1s so small is that there seems to be a tendency on the part of
American businessmen to raise quite a lot of the capital in Europe
itself. Again, statistics of the Department of Commerce show that,
for example, in 1957—and I am told this is quite typical—very much
more capital has been raised by American business within the Euro-
pean countries than the actual capital that has been moved out of this
country into the European countries, and there is every reason to
believe that this trend will continue.

Senator BusH. Has that been raised over there by borrowing the
money within the country or by selling capital stock %

Mr. Scrrovsky. I think it has been largely by borrowing money over
there. I think it is more borrowing than selling capital stock as far
as I know. But I do not know for certain.

Mr. Barr. If I might just interject a point, again based on random
and unsystematic observation:

I would suggest that a very considerable part of that has not been
raised by American firms as such, but by partnerships of American
firms and European firms. The normal pattern that seems to be evolv-
ing now is for an American firm to find a parnter who is already estab-
lished in the Common Market—the European partner who makes
most of the arrangements for obtaining local capital. While it may
appear that it is being raised in aid of an American enterprise, it
is usually for an American-European partnership that capital is
acquired.

Senator Busa. When you speak of partnership, you mean alliance
rather than partnership in the pure meaning of the word?

Mr. Barr. No, the pure meaning of the term. The normal situa-
tion is that there is a 49 or 51 percent interest. You can buy one side
or the other, and a certain amount of machinery is put in by the Amer-
ican side, equipment or perhaps patterns that are of value, and a cer-
tain amount of money goes into it. But, as I suggested earlier, I think
that the big wave of American capital flow to Europe is not now, but
perhaps 3 or 4 years from now.

These are beachheads of production that are being erected.

‘Senator Busa. How would a partnership raise capital over there as
distinet from a corporation ? _

Mr. BarL. When I say Eartnership—I am sorry, I misunderstood—-
it is normally some sort of corporate device, depending on the laws of
the country. ’

The CramMAN. Professor Scitovsky, would you continue?

Mr. Scrrovsey. A further point that is often stressed is the in-
creased efficiency of European industries that is likely to result from
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the establishment of the Common Market. I do believe there is very
likely to be such increase in efficiency. But I should like to point out
that an increase in efficiency is just one factor that may increase the
competitiveness of European industry with American industry, both
in the Common Market area and in this country and in third countries,
and there are very many other factors. Of course, the most important
is what will happen to the prices of European manufactures relative
- to American. :
As Professor Despres has pointed out, and many other people have
’ Eointed out before, past experience does suggest that European prices
ave risen faster than American prices: in France, very much faster;
in Germany and in Italy, a little faster; in the Benelux countries, just
about at the same rate.

I personally believe that the establishment of the Common Market,
if it is fully implemented, may well slow down this rise in prices, but
I admit that this is a very bold guess, and it is very hard tc tell.

However, I also feel gl)n’at if you assume the worst—that prices in-
deed should rise more slowly in the European countries than in this
country, and that this should indeed make European industries more
competitive as compared to American industry—I am not really too
much afraid of this leading to a chronic and constant export surplus
of the Common Market countries and a corresponding drain on Amer-
ican reserves on the other side. :

In the past, of course, it is perfectly true that the Common Market
countries have built up very much their gold and foreign-exchange
reserve. They raised it from about $4 billion in 1950 to $12.5 billion
at the end of 1958, and we have been losing gold at the same time,
which was just a counterpart of the same trend, from our point of
view.

Most economists I believe have welcomed these changes, because we
have always felt that for a long time in the past there has been a mal-
distribution of gold and foreign exchange reserves, with too high a
concentration of them in this country; and some of this maldistribu-
tion still remains. In fact, this country’s share in the world’s external
reserves is still twice as high as our share in world trade. As far as
the Common Market countries are concerned, their share in the world’s
total external reserves is still about 10.percent below their share in
world trade, and it seems reasonable on their part to wish to build up
their external reserves to some kind of adequate level which, on this
standard that I just mentioned, they have not reached yet.

But once they have reached something like an adequate level, I
would contend that it is not in the interest of a country or group of
countries to continue running an export surplus and building up ex-
ternal reserves. They do play much the same role in a country’s
economy as excessively large bank balances, non-interest-bearing bank -
balances, play in the economy of an individual person.

I think there is some evidence that people in these European coun-
tries are fully aware of this. They are aware of the fact that build-
ing up external reserves beyond some necessary minimum level is a
luxury which they can ill afford, and running export surpluses of
this type amounts to the unproductive uses of a country’s savings. I
do think that sooner or later they are very likely—and there are some
indications of this—to feel that this is a time for them to increase in-
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vestment. They should be able to increase investment, there are plenty
of investment opportunities in the six countries, and the establish-
ment of the Common Market is going to provide many more invest-
ment opportunities than they already have.

This, I feel, would also mean that simultaneously with increasing
investment, it would also be in their interests to use their strengthened
foreign trade position for the purpose of negotiating more liberal
foreign trade policies and tariffs.

Professor Hallstein, the President of the Commission of the EEC,
has indicated at the time of his recent visit to Washington that this
was indeed the aim of the community. I think this makes perfectly
good economic sense from the point of view of these countries.

I should like to add that perhaps it is unsafe on our part to rely
on their recognizing such interests, but at the same time there still
remains quite a lot of trade discrimination againset the United States,
for example. We are still extending some aid to these countries, and
I cannot help feeling that any country that is going on accumulat-
ing external reserves beyond some adequate standard is really show-
ing that it is not making full and the best use of its resources. This
would, I think, give us a very much stronger position morally in try-
ing to persuade them to reduce whatever trade discrimination still
remains against the United States.

I feel this is probably an important factor that should be borne
in mind, and which I should just like to add to the various other
factors that especially Professor Despres has mentioned earlier.

The CrHAIRMAN. Thank you very much.

Representative Corris. Mr. Chairman, I have been trying to catch
up 2 little. I am sorry I have been unable to be present on the previ-
ous. days.

1 have read these papers, and I think I am a little out of tune, at
least I have been unable to grasp the significance of these papers on
the question of the significance of the European Common Market to
the American economy. :

One question I would like to ask the panel is, Would not a test
of the effectiveness of the European Common Market be to see what
happens to the percentage of their foreign trade, the entire common
market of trade outside of the Common Market, to their gross
national product?

We start out with the six countries—Italy, France, Germany, and
the Benelux countries—and all of them have a very high percentage of
their foreign trade to their gross national product.

We could add to that or subtract from that figure the amount of
trade that is listed as foreign trade which goes on between the six
countries. So we have something to start from.

Would it be your thought, the panel’s thought, that merely putting
together this Common Market would lower the percentage of trade
outside of the Common Market to its gross national product? Do
you follow what I am trying to get at?

Maybe I can explain what I am thinking of in this respect.

The Boggs Subcommittee on Tariff and Trade were abroad discus-
sing some of these economic problems with these various countries,
and some of the economists there. One point that was constantly
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made was that although in the United States the percentage of for-
eign trade to its gross national product was very small, the absolute
amount of that foreign trade was a tremendous factor in world trade.

I make the point that of course one reason the percentage of foreign
trade to the U.S. gross national product was so small was that we did
have a tremendous common market, but if we ever tried to measure
the amount of trade that goes on within the United States between
California, New York, and so forth, probably we would come up with
as high percentage figuré as Italy or France has. '

So in trying to evaluate what actually does occur in this Common
+ Market, it seemed to me that the use of the percentage of the foreign
trade to their gross national product would be a way of finding out
what has occurred or is occurring. :

Is that thinking wrong or would someone comment on that?

Mr. Scrrovsky. Mr. Chairman, perhaps I could quote a few figures
here.

If you deduct the trade of the six countries with each other from
their total foreign trade, then their combined foreign trade with
the outside world is almost exactly the same figure in dollar terms
as the foreign trade of the United States, at the same time that the
combined gross national products are slightly over half of the U.S.
gross national product.

Representative Cortis. So their percentage of foreign trade to gross
national product is almost twice? :

Mr. Scrrovsky. That is right. :

Of course, 1t is quite true that we all expect some trade diversion as
we call it. As a result of the establishment of the Common Market,
we all expect that some of the trade the Common Market countries
have with the outside world they are going to shift to each other.
So we do expect an increase in inter-European trade.

Representative Currzs. Which would mean possibly a decline in the

reentage figure ?

Mr. Scrrovsky. If I may go on, it would certainly mean an in-
crease in the absolute volume of trade among the Common Market
countries. Whether it would also imply a decrease in the percentage
figure with the outside world, this still remains to be seen. I think
one must bear in mind that the Common Market countries aré econom-
ically much less independent than is the United States. They are
very much more dependent on importation of raw materials. Pro-
fessor Despres, I believe, implied they are really more dependent also
on imported food than we are. ‘ ‘

Representative Curtis. That is the actual situation. Is that also a
potential to look forward to? :

.Mr. Scrtovsky. Ithinkso. .

We have a few instances of statistical evidence of increase in inter-
European trade. This is true of the Coal and Steel Community,
which Mr. Ball has shown on his chart.

Mr. Bacr. This is a case, Mr. Curtis, where the Common Market
Tor coal and steel went into effect in 1952 [indicating chart V]. The
trade between countries within the Community in 1957 was 180 per-
cent greater than in 1952,
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CHART V
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Representative Curris. Of course it ‘would be hard to figure the
other point that I was trying to compute, as to whether the trade,
tda,king everything out of that as foreign trade, whether that has gone

own. : -

I would suspect that it will. I would think that any time you put
together a larger market, it would have a tendency to cut down the
amount of trade outside that market. I do not know if that is-so.

Mr. Scrrovsky. May I add, though, what Professor Despres has
been stressing, that the six countries are competive rather than com-
plementary. They are all producing very much the same kind of
things. The possible fact that the six countries are going to be one
economy does not make them significantly more self-sufficient. _

Representative Curtis. I think it will tend to, though. I agree as
to when you first put them together; but in order to try to figure out
what effect it is going to have on the United States, which is the ques-
tion here, what does putting them together do if they are not going
to continue that way? : '

I would think it would tend to make it more of a less dependent bloc
than it is when it starts. ' ’

Mr. Despres. If I may stick my own neck out on this, I would ex-
pect that as national income in the Common Market countries grows,
the trade among the Common Market countries themselves will grow
faster than their outside trade, and I would expect their outside trade
not to grow as fast as their national income, either.

However, I would expect a net growth in their outside trade; snd
of all the things I have said, that last sentence is the one where Tam’
really taking a chance, because you ought to look at some figures be-
fore saying It categorically.

But I would be willing to bet that there will be a net increase in
the amount of trade with the outside world as the result of general
economic growth in the Common Market. The reason is essentially
the reason that Dr. Scitovsky gave; namely, that so far as the non-
European world is concerned, the imports by the Common Market
from the non-European world are mostly of complementary products,
foods, and raw materials, and as their industry expands and as their
real income expands, they will need to draw In more of these foods
and raw materials. ‘

The place where I am more than a little worried, as I have said
before, is the effect on the outside Western European countries. But
even so, I think that for outside trade as a whole, one can expect a
rise, although in a declining ratio to national income.

Representative Currrs.' That would be my hunch. I am glad to

hear you say that. The test that I would use would be the increase
of a per capita gross national product within these six countries. Be-
cause that, I would think, is a good measure of the domestic market.
. One other area that it seems to me is basic here—and talking again
about the impact on the United States: We have been talking about
these regional economic organizations, that they are really of devel-
oped countries. The European Common Market countries tend to
have developed to the point where they are manufacturing rather than
producers of raw materials.

What impact that will have on the so-called underdeveloped coun-
tries or at least those countries that do produce raw materials, is the
other big question that comes to my mind.
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I was very interested in our GATT negotiations, where apparently
the United States was not willing to sit down and discuss the prob-
lem of developing the underdeveloped countries, What is going to
happen with another big bloc of developed countries going together—
I think you said, Doctor, you thought the absolute demand for raw
materials would probably increase. But I wonder how the ratio
would be. Woul(fl) there not be a tendency, or is there not one now
in such countries, to develop more raw material production within
that country, just as there has been in the United States? We produce
a great deal of our own raw materials.

Mr. Scrrovsgy. Mr. Chairman, I am afraid I do not know very
muech about this. I am aware of the fact though that there has been
quite a lot of concern expressed in some of the raw-material-produc-
ing countries of the world, that the establishment of the Common
Market would divert the demand of the Common Market countries
to quite an extent, to their own dependencies.

I know that Ghana, for example, has been exporting tremendous
quantities of cocoa to the Common Market countries, and they are
very much concerned that this demand will be diverted to some
African dependencies of, say, France. In fact, I know that this fact
has been discussed greatly within the British Empire. It is a peculiar
situation, that there was an unofficial conference held, I believe, in
Palmerston, New Zealand, of British Dominion countries, and they
seemed to be more concerned than Britain itself about the establish-
ment of the Common Market and their being outside of it without
any such arrangements like, say, the free trade area.

Representative Curmis. You are putting your finger on exactly
what I wanted to have a little discussion on.

On the empire concept, you had of course the raw-material coun-
tries with manufacturing countries in an economic bloc, the sterling
bloc of the British Empire, while this Common Market development
is an economic bloc of countries that are similar, that is, are all man-
ufacturing, you might say, as opposed to raw material producing. It
seems to me that it is going to bring about some new changes, maybe
good ; I don’t know.

Mr. Desrres. May I add a word on this?

I would say if you consider the underdeveloped countries as a
whole, including the colonial territories of France and Belgium, if
you consider this whole group of countries, I think one may say that
this group, taken as a whole, will benefit doubly : First, greater growth
in the Common Market countries means greater demand for their
products; second, a better buy in industrial machinery for these coun-
tries that are trying to industrialize, is a help to them, too; so they
benefit both on the side of their exports and on the side of the terms’
on which the kinds of goods they import are offered to them.

The real awkwardness here 1s that it is a part of the intention of
the Common Market plan to foster especially the development of pro-
duction in their own colonial territories. Here, if I may use the word,
is a discriminatory feature of the arrangement that we ought to be
interested in. It would be a pity if the colonial territories were too
drastically favored at the expense of the newly independent countries
in Africa and elsewhere. This is the kind of feature of the Common
Market which we ought to be alert to, and to watch the development
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of these colonial policies is highly desirable. It is not desirable that it
be of too discriminatory a sort. :
This is the only point I wanted to make. A
Representative Curris. Mr. Chairman, I will include by just ask-
_ing one question, which was not mentioned in the papers, and this is
for information : . o ‘

How are the colonial possessions of the countries that are in the
Common Market fitted into the Common Market ?

Mr. Bavn. I might answer that, Mr. Curtis. ,

There is a special provision of the treaty, that the territories which
are specially tied to any of the six countries in the Common Market
are given free access to the Common Market, but may themselves
interpose some trade barriers to imports from the Common Market
countries for a period of time in order to assist their development.

In addition to those territories, which are principally French West
Africa, French Equatorial Africa, and the Belgian Congo (there are
others) there is a treaty of association presently being discussed, and
perhaps I should say discussed rather than negotiated, although ne-
gotiations are expected with Tunisia, which has become independent,
as you know. It is very likely that there will be also a treaty of spe-
cial association with Morocco. Since Algeria remains juridically a
part of the French Metropole, it is treated as a part of the Common
Market, for most purposes. This is most important with respect to
the French Algerian Sahara, which has great potential natural re-
sources under development at the moment.

Does that answer your question, sir?

Representative Curtis. Yes, it does, thank you.

Thank you, Mr. Chairman. -

The CrHARMAN. Senator?

‘Senator Busu. I have no further questions.

The CaamrMan. I wanttothank the panel. -

I think there is one factual point that we should clear up for the

“record. Reference has been made from time to time to the possibility
that the Common Market might adopt a restrictionist policy in its ex-
ternal relations with countries outside the Commonwealth, and that

* possibly this could be reduced by negotiation. o .

I have thought that over the vast mass of commodities, the external
tariff would be the arithmetic average of the existing tariffs.

I know there is a category known as category @, on which the tariff
rates have not yet been established. This is the question: To what
degree will the fixation of the external tariff be a mere matter of -
arithmetic? And to what degree will it be a matter of policy decision
on the part of the Government ? : : - .

Mr. Barn. There are certain special lists, as you probably know.
Category G is the principal one.

The Cramman. As I looked at that list, it did not seem to me par-
ticularly imposing, unless T missed some commodities.

Mr. Barr. Principally chemicals; is that not right ?

Mr. Scrrovsky. Yes. . :

Mr. Barn. There are also lists of other commodities which are to be
given special treatment. At the same time the Common Market is
obligated to comply with the provisions of the GATT as well as
‘with the provisions of the Treaty of Rome itself.

38563—59—pt. 5——11
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The estimation made, as I understand it, by the Commission, is that
the net of the combination will turn out to be something less than the
arithmetical average, because of the weighting. '

The CEARMAN. Isthat because Belgium and Holland will be treated
with the same importance as France and Germany. They are low
tariff countries, and therefore the arithmetic average will be less than
the weighted average would be?

Mr. Barr. Yes; 1t is my understanding that the low tariff of the
Benelux—Belgium, Holland, and Luxembourg, an economic unit of
some 20 million people—receives the same weight in computing the
arithmetic average of the Common Market’s external tariff as the exist-.
ing tariffs of France, Germany, and Italy, countries whose combined
population is seven times as great. A

The Cmamuman. What about about the so-called exempted com-
modities? : .

Mr. Barr. As mentioned earlier, there is the list G contained in the
Common Market Treaty. The external tariff on the various com-
modities on this particular list is subject to negotiation between the
six meniber nations of the European Community. In addition, each
member nation may add further products to this list up to the limit
of 2 percent of the total value of its imports coming from non-Com-
munity countries during the year 1956.

The CuamrMaN. The British from time to time refer to these mys-

“terious exempted commodities upon which it is possible that rates

may be increased. Would that be accurate?

Mr. Barr. There is some possibility for adjustment as long as the
overall standard is met. There are adjustments being worked out.

As you know, the external tariff has not finally been fixed. A com-
mittee has been actively working on it, and it is expected to come up-
with proposals soon. There will be adjustments. In some cases, the
external tariff will be adjusted up, rather than down,

But, the overall standard will be met. The net effect will be an
external tariff somewhat less than the exact arithmetic average.

The CramrMan. Does anybody want to add a comment?

Mr. Deseres. I am a little distressed by Mr. Ball’s statement that
the overall target will be met. I am not as well informed about this
as he is. I had thought and hoped that all of the provisions in regard
to the external tariff were subject to outside negotiation, and that it
would be entirely possible, at least in terms of the agreement, to arrive
at a lower external barrier than the formula provided.

. Mr. Barn. That is precisely right. Let me make myself quite
clear. ‘

First, a theoretical external tariff must be established. A 10-per-
cent reduction, not required by the treaty, was extended multilaterally
on a most-favored-nation basis on the 1st of January to all member
nations of GATT.

The CuarMAN. And a 20-percent reduction in quotas?

Mr. Bacr. That is right, a 20-percent expansion of quotas. How-
ever, this 20-percent increase in quotas which went into effect among
the six member nations of the Common Market on the 1st of January
1959, was extended only to member nations of the OEEC not in the
Community and then, only partially. Actually, the Community of-
fered the OEEC nations outside the Community 80 percent of the
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initial quota increase given to member nations, with the remaining 20
percent of the increase to be negotiated. Again, this move was not
required by the Common Market Treaty but was done to reassure non-
. member nations that the European Economic Community does not
intend to pursue restrictive commerecial policies. ‘ :

The Cuairman. Expansion, yes. . '

Mr. Scrrovsky. I thought it was only extended to the Common
Market countries, and some agreement with the OEEC. - )

Mr. Barr. Yes, on a negotiated basis. But as far-as the tariff
reduction is concerned, it was extended multilaterally on a most-
favored-nation basis, and presumably will form a basis of part of the
negotiations which are now being undertaken. I think the actual
negotiations start in the fall of 1960, looking toward possibly as much
as a 20-percent reduction under the authority given the President by
the most recent Trade Agreements Extension Act.

The CramMan. I do not wish to belabor the point, and it is getting
late, but are you implying that while they, let us say, get an overall
reduction because of giving Holland and Belgium greater importance
than their relative trade might justify, nevertheless, in certain specific
commodities, they might get a tariff which would be in excess of the
arithmetic or the weighted average?

Mr. Barr. I think there will be some adjustment upward in some
tariffs, certainly. The tariffs of the Benelux countries, as the earlier
chart indicated, will tend to——

The CEamMAN. I understand that, but I mean the general average.
Will there be any change where the external tariffs will be higher than
the arithmetic average of the specific countries? . - ’

Mr. Barr. No. The external tariff cannot be higher than the arith-
metic average of tariffs existing on January 1, 1957, in the four
customs areas. However, it is possible that the negotiated external
tariffs on commodities in list G may be higher than the arithmetic
average of tariffs existing on these specific products on the first of
January 1957. ' C

Do you agree with that, Professor?

Mr. Scrrovsky. I am afraid I donot know.

The Cramman. Mr. Curtis?

Representative Curtis. I think, too, the list becomes very important,
because they could up tariffs on items in which the United States, for’
example, would trade, and grant a lowering in areas where the U.S.
products were high. - _

Mr. Barr. It is not possible to do this because there will be a
.common external tariff. - _

Representative Curtis. Has a study been made to see what the list -
1s? ' :

Mr. Barn. It relates, Mr. Curtis, primarily to raw materials.

Representative Curris. Would that go up or down?

Mr. Barr. As I believe I mentioned earlier, this particular list of
commodities, known as list G, is the sole exception to the arithmetic
average formula. Thus the negotiated external tariffs on products on
this list could be higher than the arithmetic average of the individual
tariffs on these items on January 1,1957. "

My recollection, although I have not looked at the treaty in this
connection or at the list for some time, is that none of these commod-
ities is of particular interest to the United States. :
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The Cramrman., Mr. Despres? .

Mr. DEspres. There is a general point I think ought to be made.

Whenever you get figures for an average reduction in tariff, there
tends to be a kind of a bias in the results, for the simple reason that
the country reducing tariffs or the group of countries reducing tariffs
will reduce most those rates where the existing degreé of protection is
kind of redundant, anyway, and naturally, will make the smallest
reduction where it hurts some domestic industry. So without an-
alyzing this particular case, I think it is a kind of safe a priori judg-
ment that thisapplies in general.

The Cmamrman. There are no further questions. We want to
thank you gentlemen. Your statements were very good. I want
to express our appreciation. :

Mr. Scitovsky, your written statement will be placed in the record
at this point.

(The statement referred to follows:)

STATEMENT BY  TIBOR SCITOVSKY, PROFESSOR OF EcoNoMIcs, UNIVERSITY OF CALI-
FORNIA, BERKELEY, CALIF.,, ON THE PROBABLE EFFECTS OoN THE U.S. ECONOMY OF
THE EUROPEAN EcoNOMIC COMMUNITY

I should like to preface my remarks by saying that they are highly speculative.
The nature of the subject makes this inevitable. The treaty establishing the

" Buropean Economic Community has hardly come into force; and it is hard to

predict the extent to which the letter and the spirit of its provisions will be
carried out. It is even harder to predict the consequences on the U.S. economy
of these hard-to-predict changes in the economies of the Common Market coun-
tries. For present purposes, I shall assume that all provisions of the treaty will
fully go into effect as planned, including those that so far are little more than
statements of intention.

The European Economic Community, established by the Rome Treaty of 1957
and effective beginning January 1, 1959, is regarded by many as one step toward
the complete political and economic integration of the six countries (Belgium,
Western Germany, France, Italy, Luxembourg, and the Netherlands). It pro-
vides for the progressive abolition of all trade restrictions among the member
countries, for the unification of their tariffs and trade policies toward the out-
side world, for the greater mobility of their labor and capital resources, and for
some degree of coordination of the member countries’ monetary and economic
management. - All this is to be accomplished gradually, over a 12- to 15-year
period. To date, the only one of its provisions already in effect is a 10-percent
reduction of tariffs and a 20-percent liberalization of import quotas on trade
among the member countries. The treaty sets up a detailed, if flexible, time-
table for the further reduction of import restrictions among member counfries;
it is very much less specific on the other provisions, especially on the one con-
cerning the coordination of monetary policies. And yet, this last provision is, in
my opinion, among the most important. For without some such coordination,
balance-of-payments difficulties are almost certain to arise, and they would bring
into operation escape clauses that could suspend almost every provision of the
treaty. As I stated earlier, however, I shall assume in the following that the
treaty will be fully implemented.

In that case, the economies and markets of the six countries would be com-
pletely integrated by the early 1970’s. In other words, there would be a com-
mon market comprising an area one-seventh that of the United States, and
whose present population is almost as great as ours but whose combined gross
national products are now only slightly over half that of the United States.
The creation of such a large integrated market is expected to make possible, and
through increased competition encourage, the use of better productive methods
in the member countries. This would enchance their productivity and raise
their standards of living, which today are less than two-thirds of this coun-
try’s, though growing at a rate faster than ours.

" How much their productivity is likely to increase, or how much faster it is
likely to grow, is impossible to predict with any confidence. All one can say
is that there will be improvement, possibly substantial improvement, and that
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such improvement will not result solely or even primarily from the diversion of
trade from third countries.

What effect will all this have on the United States? First and foremost, it is
clear that an improvement in the economic position of our allies is of advantage
to us. Until very recently, the U.S. Government found it worthwhile to extend
economic aid to these countries, despite the fact that every dollar they received
meant the sacrifice of a dollar to us. An improvement in their economic position
resulting from the formation of the Common Market will not involve this dollar-
for-dollar relationship, partly because the United States would share with other
third countries any possible losses inflicted on their trade position, partly be-
cause, as argued earlier, such losses are bound to be smaller than the gains to
the Common Market countries if, indeed, there are any losses at all. These
considerations must form the background against which all further discussion
firms in many parts of Europe, the Far East, and Latin America.

When we come to examine the possible effects of the EEC (European Eco-
nomic Community) on the U.S. economy, we must distinguish between its
effects on individual business firms and its effects on our balance of payments,
because the two are not always similarly affected. As regards the balance of
payments, it will be improved on some counts, worsened on others; and it is
difficult to say which will prevail. The immediate effects are likely to be unfav-
orable; but in the long run, when the Community is fully established, the favor-
able effects may well offset the unfavorable ones or may even outweigh them.

The most direct and immediate effect of the Common Market on the balance
of payments will be the diversion of some of the member countries’ demand
from American and other foreign exports to the exports of fellow-member coun-
tries. This comes about as tariffs and quotas on imports from fellow members
are lowered while restrictions on imports from other countries are retained.
Such trade diversion and a resultant reduction in U.S. exports to the Common-
Market countries is almost certain ‘to happen but is not likely to be very im-
portant. The products affected are only those that the European countries can
produce themselves in sufficient quantities, which means primarily manufactures
and coal and steel. In 1958, total U.S. exports to the six countries amounted to
less than $3 billion; and only $1.5 b11110n of this was coal and steel and manu-
factures. How great a part of these vulnerable $1.5 billion U.S. exports will be
affected is impossible to estimate without detailed analysis. A rough estimate
(made some time ago by Professor Verdoorn of the Rotterdam School of Eco-
nomics) of the reduction in Common-Market imports from all outside countries,
when applied proportionately to the U.S. share, would give a $200 million reduc-
tion in U.S. exports. This is a very crude and rough guess but will serve to show
the approximate orders of magnitude involved.

Many American business firms, anticipating stiffer competition from, say,
German firms in France and from French firms in Germany, are laying plans
to meet this threat by establishing subsidiaries within the Common-Market area
itself. From their point of view, this may well be no less or even more profit-
able than the continued export of U.S.-made products; but it would not offset
the effects of diminished U.S. exports on the U.S. balance of payments. Indeed,
the export of capital implied by the establishment or buying up of European
subsidiaries would constitute a further drain on our balance of payments; al-
though the sums involved -under this head again are not very great. The net
flow of direct capital investments from the United States to the six countries was
$97 million in 1957, $115 million in 1958 and $72 million in the first quarter of
1959.

Another and very minor factor capable of affecting U.S. exports is the pro-
jected replacement of the member countries’ tariffs by a uniform Common-
Market system of duties on imports from the outside world. The unified tariff
of the EEC is to be the arithmetic average of the present tariffs of the member
countries, which means that high-tariff countries like France and Italy will
have lower tariffs, while a low-tariff country like Western Germany will have
higher ones than at present. For example, the unified tariff on U.S. grinding
machines would be 1114 percent as against the 20 percent now levied on them
in France and the 15 percent tariff imposed in Italy; whereas the unified tariff
on U.S. hosiery machinery would be 1514 percent as against the current 6 per-
cent duty levied in Germany and Holland. Such changes in tariff rates will
affect the composition of U.S. exports but are not likely to make much difference
to its total volume. .
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More important, potentially, in its effects on U.S. trade than the EEC’s tariff
and quota policies is the enhanced efficiency of European industries likely to
result from the larger size of the Common Market. It is generally feared that
this will turn European producers into considerably more formidable com-
petitors of American industry, in Europe, in third countries, and in the Ameri-
can market itself. Even today, before the Common Market has had time to
exert its influence, European industries are already outcompeting Amencan
firms in many parts of Europe, the Far BEast, and Latin America.

Increased efficiency, however, renders an industry more competitive only if it
lowers prices. If the increase in produectivity is accompanied, as it so often is,
by a proportionate increase in wages and other earnings, prices remain un-
changed. If this should happen in the EEC, not only would their exports fail to
rise but instead the higher income of Common Market consumers would raise
their demand for imports, among them U.S. imports. An increase in produc-
tivity therefore can affect the balance of payments either way, depending on
whether it primarily lowers prices or raises earnings.

This in turn depends largely on the bargaining power of labor unions, the prie-
ing policies of business, and the fiscal and monetary policies of governments.
In other words, productivity is only one among the many factors that deter-
mine relative price levels and with it relative competitiveness. The cruecial
question is whether inflationary trends will be smaller in the Common Market
countries than in the United States. This is a difficult question to answer. Past
experience shows faster price increases in the Common Market area than in the
United States—very much faster in France, a little faster in Germany, Italy,
and Holland, and a little slower in Benelux. Establishment of the Common
Market, however, may well change the basic conditions for all this. My guess,
though a very tentative guess, is that, for a while at least, prices in the EEC
may well stay lower and rise more slowly than in the United States. The in-
crease in competition among the member countries likely to result from the
integration of their markets should exert a powerful downward pressure on
prices, especially in the beginning and before labor unions begin to form supra-
national bargaining units; and the somewhat tougher fiscal policies of the new
French Government also point in this direction.

This view seems to be shared by many American businessmen. For plans to
-establish subsidiaries within the EEC are being laid not only by firms that fear
the closing of the Common Market to their exports but by many others as well.
They want to benefit by the combination of low European wages and the scope
for efficient large-scale production which, in many fields, will be opened up for
the first time by the creation of the EEC. They hope to sell their European-made
products not only within the Common Market itself but in third markets and the
United States as well. American firms, with their established goodwill and
distribution and servicing network within the United States, are in the best
position to import European-made products into this country; and if the develop-
ment of the EEC does increase European exports to the United States, American-
owned firms may well be among the main beneficiaries. The importation into this
country of English Fords and the General Motors-made German Opel car are
already existing examples of this; and there are indications that electronics,
office machinery, chemicals, and consumers’ apphances are among the American
industries most interested in setting up subsidiaries in the territory of the EEC.

If these expectations are correct and pnce and cost levels within the EEC
remain lower or advance more slowly than in the United States, then Common
Market producers would be able to encroach upon many of the markets of
American producers, and improve the balance of payments of the Common Market
at the cost of that of the United States. I doubt, however, that it is in the interest
of the Cominon Market countries to let such a situation continue for long.
Indeed, I would argue that the EEC is more likely, in the long run, to use its
improved foreign-trade position to negotiate from a position of strength for an
all-round lowering of tariffs and generally for freer and more international trade.
This was indicated in the public statements of Professor Hallstein, President of
the Commission of the EEC, during his recent visit to Washington ; and it makes
good sense from the point of view of the economic self-interest of the EEC and
its member countries.

The countries of the EEC have steadily improved their foreign-trade position
over the past few years. They raised their gold and foreign-exchange reserves
from $4 billion in 1950, to $12.6 billion by the end of 1958. During 1958 alone,
they added $2.5 billion to their gold and foreign-exchange reserves, while we
lost $3.3 billion over the same 12 months’ period. -
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These changes must be welcomed, because they help to correct a longstanding
maldistribution of the world’s gold and foreign-exchange reserves; and some
of this maldistribution stil remains. Even today, despite our losses and
Western Europe’s gains, our share in the world’s ‘gold and foreign-exchange
resérves is still twice as large as our share in world trade; whereas the share
of the Common Market countries is still some 11 percen$ below their share in
world trade. One may expect therefore that these countries would wish to add
further to their external reserves. Indeed, having suffered so very long from
the inconvenience and humiliation of inadequate reserves, they may well wish
to build up an exceptionally strong reserve position.

Nevertheless, & time will come, probably in the not too distant future, when
they will consider their reserve position adequate and feel that continuing
their export surplus and adding further to their gold reserves would be not
only unnecessary but a costly and wasteful luxury. For a country to hold too
large reserves is just as wasteful as it is for an individual to keep too much
money on a non-interest-bearing checking account; and the Common Market
countries are not so well off that they could afford such luxury. An export
surplus constitutes savings that, instead of being productively invested, are being
hoarded in an unproductive way. People in the countries of the EEC are
supremely conscious of the need and use for investment to expand their econ-
omies; and the establishment of the Common Market will provide plenty of
additional opportunities for new investment.” It is reasonable to expect there-
fore that national governments and the EEC authorities alike will wish to en-
courage such investment and to accept the elimination of their export surplus
as the cost of additional investment.

If the Common Market countries do use their improved economic position to

. step up investment, their demand for imported capltal equipment, especially

U.S. equipment, is bound to rise; just as the increased income of consumers in
these countries is bound to raise their demand for 1mported consumers’ goods
One must recall in this connection that the EEC now is and probably will remain
much more dependent on trade with the outside world than is the United States;
and for this reason, too, the Common Market countries can be expected to use
itheir stronger foreign trade position for negotiating a general easing of inter-
national trade. In the meantime, however, American industry may well face
stiffer competltlon in world markets and find itself under increased pressure not
to raise prices.

The Cuarrman. The meeting tomorrow mormng will be in this
same room at 10 o’clock. The discussion will be the subject of “The
Significance of Chfmges in the Underdeveloped Countries for the
American Economy.” The witnesses will be:

Reynold E. Carlson, professor of economics, Vanderbilt University.

Raymond F. Mikesell, professor of economics, University of Oregon.

Simon Rottenberg, professor of economlcs, University of Chicago.

The committee stands adjourned until 10 o’clock tomorrow morning.

(Whereupon, at 12:25 p.m., the committee recessed to reconvene at
10 a.m., Thursday, July 2,1959.)
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THURSDAY, JULY 2, 1959

CongrEss OF THE UNITED STATES,
Joint EcoNnomic CoMMITTEE,
Washington, D.C.

The committee met, pursuant to adjournment, in room F-63, the
Capitol, at 10 a.m., Senator Paul H. Douglas (chairman of the com-
mittee) presiding. _

Present : Senator Douglas and Representative Bolling.

The Craamrman. Gentlemen, we appreciate very much your coming
this morning. The subject, as you know, that we have for discussion
is “The Significance of Changes in the Underdeveloped Countries for
the American Economy.” We have three distinguished economists
this morning to discuss the subject: Prof. Reynold Carlson, of Van-
derbilt University ; Raymond Mikesell, of the University of Oregon;
and Simon Rottenberg of the University of Chicago.

Do yo have any preference as to the sequence in which you should
testify ? ’

- (Noresponse.) )

The CrAIRMAN. Does one of you have more of a factual statement
than the others?

(Noresponse.)

The CraRMAN. We will begin with Professor.Carlson then.

STATEMENT OF REYNOLDS E. CARLSON, PROFESSOR OF ECONOMICS,
' VANDERBILT UNIVERSITY

Mr. Caruson. The drive for economic development is one of the
phenomena of the postwar period in practically all the countries
of the world outside of Western Europe and Canada. These pres-
sures are rooted in part in the economic aspirations of countries—some
of them formerly colonial countries—which feel they should have
some economic counterpart to their new political freedom. There is

-a rising awareness in some cases that some notion of improvement in

the standard of living is associated with some improvement in po-
litical stability. So economic development is the battle cry of the post-
war period in most countries of the world._ In fact many governments
have come to power by popular vote or by revolutionary methods, and

‘inevitably the economic development plank is foremost in their advent

to power. Inmany countries, a sense of urgency is given to the prob-
lem by the enormous population pressures that we all know about.
Some of these governments then assume the role of economic leader-
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The process of growth in these various countries impinges on the
U.S. economy at various points. Here let me be fairly general and
leave it to my colleagues to fill in more of the material.

The first sector where the U.S. interests are directly affected is the
trade sector.

On the export side of U.S. trade, it has been the record of a century
or more of economic history that trade is best with the developed
countries. The more developed you are, the better are your trade
prospects ; the better your customers, the more your development. In
the last decade (1948-57), for example, total U.S. trade, both imports
and exports, increased by $14 billion. Of this, 60 percent was with
the industrial areas, Europe and Canada, and 40 percent with the
underdeveloped areas. Apparently, the more development you have,
the better market you offer.

On the import side, the United States is becoming increasingly
dependent, on raw materials to maintain its industrial system. Of our
principal suppliers in 1957, three-fourths of our raw materials came
from the so-called underdeveloped regions of the world and only one-
fourth from Canada and Western Europe. From the point of view
of economic development, this means opening up new resources, new
mineral deposits, which increase the availability of raw materials to
the U.S. economy. At the same time that the availabilities are being
increased, new techniques are being developed which, in many cases,
will reduce the cost of the raw materials coming to us, improving
thereby our own productive prospects.

Along with this is the second area in which the U.S. interests are
directly affected. This is in the area of capital development abroad,
both of official capital and of private capital. Again, just for a single
benchmark look at the last decade: Total U.S. capital invested abroad

"increased by about $18 billion. Over half of this, 51 percent, went, to
" the underdeveloped areas and something less than half went to the
more industrialized areas. As markets are growing and population
increasing in these underdeveloped areas, the prospects for profitable
investments by the United States are opening up on all fronts. One
of the interesting variations in recent years is the disposition of Amer-
ican manufacturers to locate their productive capacity inside other
countries, thereby making it possible for them to get around some of
the trade restrictions, quotas, and tariffs that have had the effect of
retarding the rate of U.S. exports to these countries. By setting up
capital equipment and productive capacity inside the country, the
market for U.S. goods.is being assured.

In this connection and also with respect to the prospects of sharing
in the growing markets in these underdeveloped countries, one big
problem is arising. That is the prospect of the United States standing
up under the competition of industrial exporters in Western Europe.
The evidence is by no means clear, but it appears that in the last
decade, and surely in the last 5 or 6 years, prices of U.S. manufactured
exports have risen at a faster rate than those of some European coun-
tries, particularly faster than those of Germany and Italy. Perhaps
France and Britain have not increased their industrial export prices
quite as much. It remains to be seen, therefore, whether or not the
United States can continue to maintain its share in this new growing
market for capital goods in the face of price and quality competition
from European producers.
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The population problem in many of the underdeveloped countries
is, of course, a well known and enormcus one, but people are also
markets. As economic development proceeds, income levels will rise,
even modestly, and many of these countries in their push for indus-
trialization are allocating more of their capital to industry and less
relatively to agricultural development. It seems possible, therefore,
that many of these underdeveloped areas will be increasing. markets for
foodstuffs. Yet, we all know that relative to the world as a whole
the United States has an enormous comparative advantage, an enor-
mously efficient plant for agricultural production. So the population
growth, plus the pressures to industrialize in these countries, means,
in many ways, an increasing market for U.S. agricultural commodities
over the next few years.

Finally, the higher income levels which these countries will be
%radually achieving over the next decade or two may make it possible

or some of them to make small but increasing contributions to the

" common pool of resources for the mutual security program. In fact,

one might think that mutual security could be made more mutual
during the next decade or two by broadening the base from which
these resources have to be drawn.

In summary, there is the trade aspect, the capital aspect, the agri-
cultural market aspect particularly, and finally the small but growing
prospect that the underdeveloped areas will be able to pull more of
their weight in the mutual security program in years to come.

Thank you. )

The Caamrman. Thank you, Mr. Carlson. Your complete written
statement will be included 1n the record at this point.

(The statement referred to follows:)

STATEMENT BY REYNOLD E. CARLSON, PROFESSOR OF ECONOMICS, VANDERBILT UNI-
VERSITY, ON THE SIGNIFICANCE OF CHANGES IN THE UNDERDEVELOPED COUNTRIES
FOR THE AMERICAN EcONOMY

The drive for economic development which has become a major goal for the.
underdeveloped countries of the world has far reaching consequences for the
American economy. The pressures for economic development have emerged most
conspicuously since the end of World War II and are rooted partly in the
economic aspirations of former colonial countries for a rising standard of
living and partly in the growing awareness that political stability' and the
maintenance of some degree of freedom are associated with an improvement in
their levels of living.

In many underdeveloped countries new governments ha¥e come to power on a
wave of popularity or by the revolutionary route. One strategic plank in the
political platform of almost every party in these countries today is the idea
of economic development, sometimes at almost any cost. These new govern-
ments have in many cases been obliged to assume the role of economic leader-
ship, and many plans and programs.are being made. A sense of urgency is
introduced by the pressures of expanding population in almost all of the
underdeveloped countries. , :

In the process of growth, changes are taking place which impinge on the
American economy at several points, presenting both problems and eppor-
tunities. Economic devélopment brings about structural changes in an econ-
omy which are reflected in the magnitude, direction, and composition of its
foreign trade. New resources are being opened up which in some cases compete
with and in other cases complement the resources pattern of the United States.
Population growth can mean expanding markets for American products, and

~ especially agricultural products which may be-in surplus. The widely accepted

view that industrialization is the hallmark of economic development is in-
ducing many countries to allocate’their limited resources in this direction,
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often according lower priorities to the expansion of agriculture. In some
countries the pressure for ecohomic development is accompanied by varying
degrees of nationalism, but there are many cases in which the investment
climate has substantially improved. This offers opportunities for direct in-
vestment of American capital in a wide range of enterprises abroad, attracted
by the growing markets and the prospect of profits that are reasonable in the
light of the risks undertaken.

Finally, the economic growth of the underdeveloped countries may eventually
lead to a reduction in the cost of mutual security to the United States. The
time may soon be approaching when these countries may be able to make an
increased contribution in the pooling of resources for the common end of as-
suring mutual security.

It now remains to examine briefly the significance of each of the changes
noted above. With respect to the structure of foreign trade, it has long been
recognized and demonstrated by a century of history that economic development
means larger incomes and a larger volume of trade. In the brief period 1948-57
total U.S. foreign trade (imports and exports) increased by $14 billion, of
which 62 percent was with Western Europe and Canada, while 38 percent was
trade with the rest of the world—the underdeveloped areas. Evidently the
more developed regions prove to be the better markets.

The composition of trade is also influenced by the development process. For
some countries that are already well launched upon the development path, such
as Brazil, India, or Japan, the volume of consumer goods imports tends to decline
while the volume of raw materials and fuel, spare parts, and capital equipment
imports have substantially increased; this increase has been greater than the
decline, if any, in the trade of final products destined for direct consumption.
Numerous illustrations of this change could be cited. In the case of paper and
pulp, for example, the Latin American region is considered to be a deficit area and
relies heavily on imports of newsprint and other paper products. But there are
resources of timber in some coutries such as Chile and Brazil which are providing
the basis for a new industry. The equipment for this industry is coming from
American machinery manufacturers, and technical assistance is being provided
by these same firms for the construction and operation of new paper and pulp
mills.

The prospects for expansion of U.S. exports in the form of capital goods and
equipment depend upon the ability of the United States to remain competitive in
the world market. The fear is sometimes expressed that the United States is
pricing itself out of the market,” but on the other hand the entry of U.S. goods in
many countries is restricted by quotas and exchange controls. Nevertheless U.S.
exports are encountering increased competition which shows up in the substitution
of Western European exports of manufactures for U.S. exports in third markets.
Thus from 1952 to 1957 Western Europe’s share of the combined export of manu-
factures to the underdeveloped countries rose from 64 to 68 percent. .

While the evidence is by no means clear that we have priced ourselves out of
world markets, we may be reaching a turning point. The U.S. share of world
exports (excluding military goods) in 1958 is roughly 15 percent below the levels
of 1950 and sets a new low. With respect to world trade in manufactures the
U.S. share dropped tq.23 percent in 1958 after running higher tiran 25 percent in
the 2 previous years. The total value of manufactured goods exported by Great
Britain, Germany, France, Belgium, and Japan rose between 1957 and 1958, while
the total value of these exports by the United States declined. If this is the
beginning of a trend, the opportunity for expanding trade in the underdeveloped
coutnries cannot be taken for granted. Nevertheless with worldwide economic
growth, U.S. exports will continue to rise by substantial amounts despite the
growing competition from the indmstrial nations of the West. ¥Rven if the rela-
tive share of the United States does not increase, the absolute level of trade will .
increase over the years.

On the import side, the U.S. economy stands to gain substantially from the
growth of the underdeveloped countries. In 1957 approximately 55 percent of
U.S. imports were primary commodities, of which coffee represented nearly 20
percent, followed by petroleum products, ores, and nonferrous metals. The growth
of the U.S. industrial system will make it increasingly dependent on these foreign
sources of supply. For example, bauxite imports, already four-fifths of total
supply, may be expected to increase twofold and threefold by 1970 to meet the
expected growth in the aluminum industry. Again in 1957 manganese and chrome
imports supplied about 50 percent of U.S. requirements, and with expansion of the
iron and steel industries these imports may increase another 40 percent in the
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next 10 years. Copper, zinc, and mercury imports range from 35 to 55 percent of
the U.S. reuirements. In some cases the United States has shifted from a net
exporter to a net importer and from a low-cost producer to a marginal pro-
ducer; the latter position is sometimes maintained only at the cost of restrictive
quotas and tariffs.

The principal U. S. suppliers in 1957 were—

Underdeveloped areas: : Percent
Latin AMeriea - e m e mm———— e 51.7
ASI A e e _— 13.8
Africa 0SB 9.4

POEAL - e e meeee e _ - T4.9

Other areas: ’
Canada e —— .- 183
Western BUrope - e 6.4
SOViet DLOC . o e .4

MOt o e e e 25.1

It seems evident that the anticipated growth in the underdeveloped areas—and
the opening of new natural resources—will increase the availability of raw ma-
terials as well as lower the cost to the U.S. industrial importer.

Rapid population growth, especially in those countries that are -indus-
trializing, means growing markets for U.S. primary commodities (foodstuffs)
as well as machinery and equipment. Take, for example, countries like India .
and Brazil. Their population is growing by large annual increments, and the
industrialization process is taking up a large share of their capital resources
which might otherwise have gone into agricultural development. Consequently
they may become increasingly important as basic commodity importers. At
the turn of the century India, for example, was actually an exporter of wheat,
but now approximately one-fourth of her imports consists of foodstuffs and
primary products, with wheat and flour the leading commodity. The expected
increase in U.S. imports of raw materials noted above will provide the dol-
lars these countries need to purchase increasing quantities of U.S. foodstuffs.

The opportunities for U.S. private direct investment abroad are also linked
with the growing markets in the underdeveloped regions. As the pace of
development increases, gradually rising income levels to be found in these
countries will attract U.S. capital. Comparing the period 1946-57, U.S. direct
investment abroad increased from $7.2 billion to $25.3 billion, an increase of
$18.1 billion. Of this increase, 51 percent went to the underdeveloped areas,
32 percent to Canada, and the remaining 17 percent to Western Europe. Direct
investment of this character not only increases the demand for American
- gquipment but, by locating productive capacity inside the boundaries of other
countries, the American producer can avoid the restrictive effects of tariff's
and quotas which otherwise tend to shrink the market for American goods.
At the same time, all investment abroad helps. to raise income levels in those
countries; the additional purchasing power created by expanding production
will spark an increase in demand for a wide range of commodities produced in
the industrialized countries. To the extent that the United States can meet
foreign competition from other industrialized countries in these markets, as
noted above, it may expect to share in the increase in volume of business with
these countries. : .

Finally, the higher income levels which the underdeveloped countries hope -
to achieve over the next decade or two will increase their capacity to con-
tribute to programs of mutual security. The major burden will continue to rest
upon the United States and Western Europe, but the contributions which the
underdeveloped countries may be able to afford are by no means negligible.
The time may come before too long when mutual sécurity can be made more
. mutual by broadening the base from which the necessary resources can be
drawn. o

The CHA_IRMAN. I will have to have a conference with certain
representatives of the administration who are in the room. I am
going to ask Congressman Bolling if he will take the chair.
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'Representative BoLrine. Have you completed your statement, sir?
Mr. Caruson. Yes.
Representative BoLring. Next, Mr. Raymond F. Mikesell.

STATEMENT OF RAYMOND F. MIKESELL, PROFESSOR OF ECONOMICS,
UNIVERSITY OF OREGON

Mr. MiggserL. Thank you, Congressman Bolling.

I would like also to summarize my prepared statement.

First, I would like to say that I do not believe that the develop-
ments which are likely to occur in less developed areas over the next
couple of decades are likely to be of major significance for employ-
ment, growth, and price levels in the United States, provided we
continue to have access to them for supplies. I do feel that develop-
ments and policies in the United States and Western Europe will
have tremendous significance for these countries and their economic
growth.

Our exports to these nonindustrialized countries will, of course,
grow over the next couple of decades. I do not think that they will
grow at the high rates which were experienced in the decade ended
1957, for reasons that I will mention in a minute.

The pattern of our exports to these countries, I am sure, will also
change. Forexample, these countries will probably become relatively
self-sufficient in textiles and in a large number of other consumer goods
items, and perhaps in a number of producer goods items as well. I
saw a recent projection by the secretariat of the Economic Commission
for Latin America the other day which showed that the Latin
American countries as a group expected or planned to become self-
sufficient over the next 20 years in textiles and in agricultural com-
modities. But this same projection showed that they expected to in-
crease very substantially their imports of machinery and automobiles.

Both the rate of economic development and our exports to the less-
developed countries will depend in large measure upon the economic
policies of the United States and Western Europe. Experience has
shown that development progress is very closely tied to imports and
to the rate of import growth by developing countries.

Over the past 20 years the nonindustrialized countries—excluding
Japan, Western Europe, and Canada—combined increased their an-

nual volume of imports by about 104 percent. But their annual export -

volume rose only about 40 percent over 20 years. If we exclude
petroleum, their export volume to the rest of the world, to the indus-
trialized countries, rose less than 20 percent. This is less than 1
percent a year. I think thisissignificant. .

The 100-percent increase in their volume of imports over the pas
20 years has been made possible in considerable measure by an im-
provement in their terms of trade; that is, by the fact that their
export prices were rising faster than their import prices, the prices
of the things they bought. Also, of course, capital imports and for-
eign aid played an important role, and some countries, like India and
Egypt, had large sterling reserves which they drew down after the
war to help finance a larger volume of imports than exports.

These are nonrecurring items. I do not look for another terms-of-
trade windfall on the part of the less-developed countries. I think
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it is rather unlikely that this will occur. As a matter of fact, terms
of trade for the nonindustrialized countries have beén falling since
1954. N

This analysis, I think, raises the question of how these countries
.are going to finance a high rate of growth of imports in the future,
which I%)elie,ve is quite essential to their economic growth. .

Considering U.S. imports from the less-developed countries, there
has really been little increase in the dollar value since 1951. If we
exclude petroleum imports by the United States, it is interesting to
note that U.S. imports from the nonindustrialized countries were sub-
stantially lower in both 1957 and 1958 than they were in 1951 and
1952. On-the other hand, U.S. exports to the less-developed coun-
tries, which were $6.2 billion in 1951, were nearly $8 billion in 1957,
dropping down about a billion dollars in 1958 to around $7 billion.

Recently, some projections have been made by the secretariat of-
the General Agreement on Tariffs and Trade organization, projec-
tions of net imports of primary products by Western Europe and by
the United States and Canada taken as a unit, from the less-developed
countries. : ,

I think these projections are very interesting. I do not think they
are too useful .as far as projections gd, because- of the wide range
between the optimistic and the pessimistic estimates—that is, the high
and the low rates of increase of our net imports of primary products
from the less-developed countries is from over 60 percent over the
next 20 years to only 12 percent. '

The interesting thing is that the difference between the high and
low estimates in these projections depends very largely on the as- -
sumptions which are made by these specialists regarding the agri-
cultural policies of the United States and Western Europe. If, for
example, Western Europe seeks to limit its dependence on agricul-
tural imports from the rest of the world through protective devices,
and if the United States increases substantially its net export surplus
of grains and cotton, and certain other agricultural commodities, the
expansion of exports by the less-developed areas will be quite limited.
It will be limited very largely to their expansion of exports of min-
erals, petroleum, and tropical foods.

Considering the fact that the less developed countries increased
the volume of their imports by over 50 percent, just between 1950
and 1957—in the case of Latin America there was a 60-percent in-
crease in the volume of imports—and taking into account the past
.relationships between import growth and economic growth gener-
ally, I think it is rather unlikely that the less developed countries can
maintain satisfactory rates of growth unless their imports increase at
something like 2 to 2.5 percent per year over the next decade or
two. .

This means that over the next 20 years these countries must in-
crease their imports by something'like 60 percent over current levels.
According to current-projections, this will not be very difficult for
countries exporting mainly fuels and minerals, but for.. countries
exporting chiefly agricultural commodities there may be great .diffi-
culties, largely depending on the agricultural policies of the indus-
" trialized countries. = ‘ I .

H
i
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But if these.countries cannot export enough to buy the imports
they need for growth, why can we not fill the gap with capital exports,
the gap between their import requirements and their exports? Of
course, we are doing this now, but loan capital and private invest-
ment cannot continue indefinitely to fill the gap between rapidly rising
imports on the one hand and slowly rising or stagnating exports
on the other. The capacity to service increased loans and foreign
investment depends upon a rising level of export earnings.

Suppose, just to take a very simple example, that a country borrows
$100 million per year at 5-percent interest, with loans amortized over
20 years, that is, 5 percent a year. At the end of 12 years, service
charges on the capital already received will be equal to the annual
new capital inflow; that is, $100 million a year. After 20 years the
debt service will amount to $150 million as against the annual $100
million inflow that we have assumed.

Obviously, at the end of 12 years, export earnings must have risen
by at least $100 million, unless import requirements have fallen by
that amount; but this is rather unlikely. The more likely thing is that
import requirements will have risen substantially above the original
gap to be filled by capital imports, so that foreign exchange earnings
must have increased sufficiently to provide for both debt service and

.increased import requirements.

In my prepared statement I drew up a little model showing what
would happen if exports increased at 2 percent a year and imports
increased at 3 percent a year, and assuming that initially imports
were $1 billion and exports were $900 million leaving an initial gap
of $100 million.

In this model, the initial gap of $100 million to be filled with capital
imports during the first year rose to $500 million in the 10th year,
and to $1.25 billion after 20 years; in other words over 12 times the
initial gap.

The purpose of this exercise is simply to indicate that aid in the
form of loans is not by itself a feasible substitute for trade. Loans
can provide an important boost for less developed countries. But
within a reasonable period of time their exports must rise at a rate
exceeding the rate of growth in import requirements, if service on
loans is to be maintained.

Of course, if aid is provided in the form of grants, you do not have
the servicing problem. But even here, if countries are to achieve a
condition of self-generating growth, they must find ways of increasing
their exports. .

While our loans and investments to the less developed countries
have been large and rising in recent years, so also have our earnings
on foreign investments. As a matter of fact, currently, earnings on
private investments and Government loans are running about $3
billion a year, and there is another billion or so that is reinvested
abroad apa mot transferved to this country.
countries will continue to exceed earnings received from investments
abroad for the next 20 or even 10 years. As a matter of fact, during
the 1949 to 1955 period, in each year earnings on foreign investments

' I think it is rather unlikely that net capital flow to the less developed
exceeded net capital outflow, both Government and private, and it
has only been in the last 3 years that net capital outflow has exceeded
our earnings. '
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' Most projections, I think, indicate that net capital exports to the
less developed areas will be lower than our earnings on existing in-
vestments. This means that if we continue to make foreign loans and
investments at current rates over the next decade or so, we may need
to adjust our economy to a rather substantial import surplus as the
volume of our gross capital outflow begins to level off. When I say
we, perhaps I should also include Western Europe as well as the
United States. .

Let me now state briefly what I believe are the implications of
this analysis for the U.S. economy. .

Assuming it is the policy of the United States to promote economic

rowth in the less developed areas with the aid of private foreign
Investments and public loan capital, the United States and Western
Europe—and I stress Western Europe in this connection—must adjust
their foreign commercial policies so as to permit a steadily rising
flow of imports from these countries, including both manufacturers
and primary products, and avoid policies which restrict markets for
commodities like cotton, wheat, and rice, in which we are competitive
with nonindustrialized countries. This will not involve a large ad-
justment for the United States. A doubling of our nonpetroleum
mmports from the less developed areas would amount to only about 1
percent of our gross national product. If we were to do this over a
period of 10 years, the adjustment problem would be negligible. -

Moreover, 1 think adjustments of this kind, that is, permitting
increased imports and avoiding subsidized exports, would increase the
real income of the United States, would help to stabilize prices and,
above all, benefit that forgotten man known as the consumer.

If, on the other hand, we insist on maintaining agricultural and
mineral policies which restrict the normal growth of exports of the
less industrialized countries, the only way we can provide the capi-
tal and the growing volume of commodities which they need for
growth will be through grants. In other words, if aid is to be pro-
vided in the form of loans, aid is not a substitute for trade.

I think it is important that those who have been arguing for the
elimination of grants in favor of more loan capital to the less de-
veloped countries realize fully the implications of their position for
U.S. foreign trade policy. I am very much in favor of loans and
private investment for development, but only if we have a foreign
trade policy which permits these loans and investments to be serviced.

Thank you. SR

Representative Boruine. Thank you,sir.

Your statement will be printed in the record at this point.

(The statement referred to follows:)

STATEMENT OF RAYMoND F. MIKEsSELL, W. E. MINER, PROFESSOR OF ECONOMICS,
UNIVERSITY OF OREGON, ON THE UNDERDEVELOPFD AREAS AND THE U.S. EcoNoMY

Unless we should be deprived of access to imports from the less developed
areas, economic changes in the less developed areas over the next decade or two
are not likely to be of major significance for employment, growth, and price
levels in the United States. There is little evidence that tight conditions of sup-
ply for basic commodity imports will occur forcing up prices of imported pri-
mary commodities. There may well be international action to mitigate sharp
fluctuations in prices of commodities such as coffee, but this. should contribute
to U.S. price stability. :

38563—59—pt. 5——12
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The underdeveloped areas account for nearly 50 percent of U.S. foreign trade;
and in 1958 our exports to them represented about 114 percent of our gross
national product. We may expect a gradual but by no means spectacular
growth in this trade. In fact, there is good reason to expect that our exports
to these countries will not continue to grow at the high rates existing prior to
1958. The pattern of this trade, particularly on the U.S. export side, will change
as these countries industrialize, and this will affect markets important to par-
ticular U.S. industries. For example, 20-year projections recently published by
the Economic Commission for Latin America indicate the virtual elimination
of imports of agricultural products and textiles from outside Latin America, but
they expect a substantial increase in their imports of machinery and automobiles.
On the other hand, U.S. exports of agricultural commodities may continue to
expand to food and fiber deficit areas. A recent study by a panel of experts
sponsored by GATT suggested that “it may be a natural and economic develop-
ment that relatively poor countries with high population densities like India
and Hong Kong should export cheap labor intensive manufactures in order to
import foodstuffs like wheat from developed countries such as Australia, Canada,
and the United States, which are rich in capital and land.”* Hence, if we want to
remain large exporters of agricultural commodities, we may need to open our
doors to imports of manufactures from some of the less developed countries.
In fact, successful industrialization in many countries that must industrialize
in order to find employment for their growing population will require the develop-
ment of substantial export markets for their manufactured products.

GROWTH RATES IN UNDERDEVELOPED COUNTRIES

The rate and pattern of growth in the less developed areas of the world is
perhaps more important for its political and strategic significance than for its
economic significance for the U.S. economy as a whole. What that growth
pattern will be depends in considerable measure on the trade, investment, and
foreign assistance policies of the United States and our Western European
allies, and these policies in turn have important economic implications for our
economy. Hence, in dealing with the problem of the significance of economic
changes in the less developed countries for the U.S. economy it is perhaps more
fruitful to examine the economic consequences of alternative policies toward
" these areas.

Over the period 1950-57, the less developed countries as a whole experienced
growth rates ranging from around 4.5 percent a year in the case of Latin
America, to somewhat lower rates in southeast Asia and the Middle East. Sub-
stantial differences in growth rates have occurred among individual countries.
For example, the rate of growth in Argentina since 1948 has been less than
2 percent, as against 8 percent for Venezuela. In southeast Asia, Pakistan’s
rate of growth has been only a little over 2 percent as against 6 to 7 percent for
Thailand, and about 3.4 percent under India’s first 5-year plan. To a consider-
able degree, differences in growth rates can be attributed to developments in
the export sector of the economy. For some countiies the rise in export earnings
in the postwar period has resulted from an increase in the volume of exports,
while for others, export volume has increased very little but export prices have
risen considerably more than the prices of the commodities they import.

Over the past couple of years there has been a noticeable decline in the rate
of growth in the less developed countries. A number of these countries have
also been experiencing serious balance-of-payments difficulties. This has oc-
curred in spite of a larger flow of capital to the less developed regions. While
the fall of primary commodity prices and export earnings beginning in .the
second half of 1957 was an important factor in reducing the rate of economic
progress, a number of countries were runuing into difficulty maintaining growth
momentum even before the 1957-58 recession. This has been due in part to the
fact that the terms of trade have been moving against most countries producing
primary products for several years, whereas before 1954 their terms of trade
tended to improve. Fundamentally, the difficulties experienced by most under-
developed countries lie in the fact that their export earnings have been lagging
behind the import requirements associated- with a steady rate of economic
growth. .

Perhaps the most important single factor in determining both the rate of growth
of the less developed areas and the impact of their development on the U.S.
economy lies in the future pattern of their exports to the industrial countries.

1 “Trends in International Trade,” GATT, Geneva, October 1958, p. 80.
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Bxperience has shown that economic progress depends beavily upon the ability
to expand imports of fuel, raw materials, capital goods, and, in some cases,
foodstuffs and consumers goods as well. While capital imports are important
for accelerating development, they can provide only a temporary means of main-
taining imports in the face of constant or slowly growing exports.

TRENDS IN EXPORTS OF NONINDUSTRIALIZED COUNTRIES

What then is the outlook for the exports of the less developed countries to the
industrial countries of the United States and Western Europe? Before con-
sidering current projections of imports from the nonindustrial countries for the
future, I want to look briefly at what has happened in the past. The findings
of a recent GATT study on this subject are revealing. Over the 20-year period
1937-38 to 1957, the nonindustrialized countries combined increased the volume
of their imports by 104 percent and the volume of their exports by only 40
percent, of which increase more than half was accountéd for by petroleum
exports. Fortunately the terms of trade of primary commodity exports rose
significantly in the early postwar period so that the real value of the export
proceeds of the nonindustrialized countries rose substantially over prewar levels.
However, between 1954 and 1958 the terms of trade between primary products
and manufactures moved against primary products to the extent of about 15
percent and by an even larger percentage if minerals and petroleum are excluded.

As compared with prewar (1937-38) the volume of exports of countries ex-
porting mainly nontropical foodstuffs—including Argentina, Burma, Cuba, New
Zealand, and certain African countries—had declined by 10 percent by 1955.
Over this same period, the volume of exports of countries exporting mainly ag-
ricultural raw materials—including Australia, Egypt, Finland, India, Pakistan,
Indonesia, Indochina, Malaya, Mexico, Philippines, Syria, and Lebanon—rose by
only 6 percent. The volume of exports of countries exporting mainly tropical
foodstuffs—including Brazil, Ceylon, Costa Rica, Dominican Republic, and sev-
eral African countries—rose by 13 percent or about three-fourths of 1 percent
per year over the 17-year period. Those countries exporting mainly minerals—
including the Belgian Congo, Chile, the Federation of Rhodesia, Peru, and the
Union of South Africa—raised their export volume by 41 percent, or by 2.3
percent per year. The handful of countries exporting mainly petroleum products
raised their export volume by nearly fourfold.”> But the vast majority of non-
industrial countries increased their export volume over the 17-year period by
less than 1 percent per year while their import volume was expanding at a rate
of over 4.5 percent per year. Moreover, for a number of nonindustrial coun-
tries, export volume has declined or has not increased appreciably either since
1937-38 or since 1928. )

The substantial rise in the volume of imports into the nonindustrial countries
has been made possible in large measure by the nearly 25 percent improvement
in the terms of trade between prewar and 1955, and by capital imports. For
countries like India and Egypt, which accumulated large sterling balances dur-
ing World War II, imports have been financed by the drawing down of these
balances. The outlook -for any significant longrun improvement in the terms
of trade is doubtful, especially for those countries that are mainly exporters of
agricultural commodities. In other words, the nonindustrialized countries can-
not count on another terms of trade windfall in the foreseeable future. In fact
they will be lucky not to lose more of what they have gained during the earlier
postwar period. .

Considering U.S. imports from the less developed areas, there has been no
increase even in the dollar value of U.S. imports since 1951. In fact if we
exclude petroleum imports, U.S. imports from nonindustrial countries were sub-
stantially lower in both 1957 and 1958 than they were in 1951 and 1952. On the
other hand, U.S. exports to less developed areas were less than $6.2 billion in
1951 ; but were $7.9 billion and $7.0 billion in 1957 and 1958 respectively.

Now let us turn to the projections of exports of primary products to Western
Burope and North America (United States and Canada) from the rest of the
world. These projections have been made on a number of different bases, but
when they are reduced to the same conceptual basis, i.e., net imports of primary
products into Western Europe and into the United States and Canada (taken
as a unit), estimates of the increase in net imports between 1953-55 and 1973-75

2 Ibid., p. 23. - /
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range from a low of 12 percent to a high of 60 percent.? While the margin
between these figures is very wide, the interesting thing to note is that the
difference between the most pessimistic and the most optimistic estimates can be
accounted for largely by differences in the estimates for net imports of non-
tropical foodstuffs into North America and Western Europe and in the esti-
mates of cotton exports by the United States to the rest of the world. Relatively
small changes in the production of agricultural commodities in the United
States, Canada and Western Europe will affect rather substantially the rate of
export growth in the nonindustrial countries. Thus if the United States
increases substantially its exports of grain and cotton, and if Western Europe
seeks to become more self-sufficient in foodstuffs, total exports of these commodi-
ties by the nonindustrialized countries will decline, thereby offsetting some of
the increases in their exports of other foods and of fuel and raw materials.
U.S. import policies with respect to petroleum and certain metals will also play
a significant role in the growth of exports of the less developed areas.

Considering the fact that the less developed countries increased their imports
«(in constant prices) by over 50 percent between 1950 and 1957 (60 percent for
Latin America) and taking into account the past relationships between imports
and output growth, it is most unlikely that the less developed countries can
maintain satisfactory rates of growth in output unless their imports grow at a
rate of 2 to 214 percent per year over the next couple of decades. This means
that over the next 20 years, their exports to the industrialized countries must in-
crease by some 50 to 60 percent over current levels. According to current projec-
tions, this will not be difficult for countries exporting mainly fuels and minerals.
But for countries exporting chiefly agricultural commodities there may be great
difficulties, largely depending upon the agricultural policies of industrialized
countries of North America and Western Europe.

RULE OF CAPITAL EXPORTS

But if the less developed countries cannot export enough to buy the imports
they need for growth, why can’t we fill the gap with capital exports? External
capital, both private and public, has been quite important in financing the im-
ports of the less developed areas in recent years. For example, in 1957 gross
capital inflow for Latin America alone amounted to over $2.2 billion (excluding
grants) and net capital inflow is estimated at over $1.6 billion. About half of
the gross capital inflow into Latin America in 1957 was private direct investment
and the remainder took the form of loans or credits from both private and gov-
ernmental sources. But loan capital and private investment cannot continue
indefinitely to fill the gap between rapidly rising imports and stagnating or
slowing rising exports. Capacity to service increased loans and foreign invest-
ment depends upon increased foreign exchange income. A simple example will
illustrate this point. Suppose that a country borrows $100 million per year at
5 percent interest with the loans amortized over a period of 20 years. At the
end of 12 years the service charges on the capital already receiyed will equal the
annual new capital inflow, and after 20 years, debt service will amount to about
$150 million per year as against gross capital inflow of $100 million per year.
Obviously at the end of 12 years export earnings must have risen by at least
$100 million unless, of course, import requirements have fallen by that amount.
However, it is more likely that import requirements will have risen substantially
in the meantime, so that foreign exchange earnings must have increased suf-
ﬁcieltatly to provide for both the debt service and the increased import require-
ments.

But why can’t capital imports continue to rise to fill the gap resulting from
exports growing at a slower rate than imports? They can, but the volume of
capital required soon grows to gigantic proportions. Let us assume that a coun-
try imports a billion dollars annually and exports $900 million, leaving a gap of
$100 million to be filled by capital imports; and that its import requirements are
growing at 3 percent per year while its exports increase at the rate of 2 percent
per year. In the first year capital imports of $100 million will fill the gap. How-

3These are GATT estimates. See “International Trade, 1956, GATT, Geneva, 1957,
p. 35. Optimistic ECE estimate is 75 percent increase from 1954-56 to 1975. See
Economic Survey of Europe in 1957, Geneva, 1958, ch. V, p. 4 ECE estimates are not
net import estimates as is the case with GATT estimates. Under certain assumptions
regarding U.8. trade in agricultural products, the rise in net imports will be lower than
the rise in gross imports. ¥For a comparison of projections see ‘“Trends in International
Trade,” op. cit., pp. 52-54.
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ever, at the end of 10 years gross capital imports of $480 million will be re-
quired to fill the gap, again assuming 5 percent interest on loans amortized over
20 years. At the end of 20 years, it will require gross capital imports of a
billion and a quarter dollars to fill the gap. In other words, at the end of 20
years it will take over 12 times the amount of gross -capital inflow to fill the
gap as it took for the first year. Moreover debt service payments will be equal
to nearly 60 percent of the country’s export earnings. It is scarcely conceivable
that our international lending institutions would continue to make lodns to
countries under these conditions, especially when a debt service-exchange earn-
ings ratio of 10 to 15 percent is regarded as a normal maximum.

The purpose of this exercise is to indicate that aid in the form of loans is not
a feasible substitute for trade. Loans can provide an important boost for less
developed economies, but within a reasonable period of time their exports must
rise at a rate exceeding the rate of increase in their import needs if services on
the loans is to be maintained. Of course, if aid were to be made available in the
form of grants, the problem would take on a somewhat different aspect since
the recipients would not have to meet the growing burden of service charges on
pastloans.,

1 should also point out that this problem cannot be solved by substituting di-
rect private investment for loans or trade, since private capital must also be
serviced, frequently at a higher rate than loan capital. In fact private capital
is not going to go into countries unless the balance of payments prospects are
favorable or unless private enterprise intends to product for an export market

" and is permitted to retain its export proceeds for remittances abroad.

While our loans and investments in the less-developed areas have been large
and rising in recent years, so also have our earnings from these investments. It
is rather unlikely that the net capital flow to these countries will continue to
exceed the earnings received from these investments for the next 20 years. In
fact, most projections I have seen indicate that net capital exports to the less-
developed areas will be lower than our earnings on existing investments. This
would mean that if we continue to make foreign loans and investments at
current rates over the next-decade or so, we may need to adjust our economy to
a rather substantial import surplus as the volume of our gross capital outfiow
beging to level off. i . .

IMPLICA"I‘IONS FOR U.S. FOREIGN TRADE POLICY

Now I would like to state briefly what I believe are the implications of this
analysis for the U.S. economy. Assuming it is the policy of the United States
to promote economic growth in the less-developed areas with the aid of private
foreign investment and public loan capital, the United States and Western Europe
must adjust their foreign commercial policies so as to permit a steadily rising
flow of imports from the less-developed countries and avoid policies which re-
strict world markets for commodities like cotton and wheat in which we are
competitive with nonindustrialized countries. This will not involve a large
adjustment for the United States. A doubling of our nonpetroleum imports
from the less-developed areas would amount to only about 1 percent of our gross
national product and if we were to do this over a period of 10 years, the adust-
ment problem would be negligible. Moreover, adjustments of this kind, i.e,
permitting increased imports and avoiding subsidized exports, would increase
Teal income in the United States, would help to stabilize prices, and above all,
benefit that forgotten man known as'the consumer.

If on the other hand we insist on maintaining agricultural and mineral policies
which restrict the normal growth of. exports of the less-industrialized countries,
the only way that we can provide the capital and the growing volume of com-
modities needed by the less-developed countries for satisfactory rates of growth
will be through grants. In other words, if aid is to be provided in the form of
loans, aid is not a substitute for trade. I think it is important that those who
have been arguing for the elimination of grants in favor of more loan capital
to the less-developed countries realize fully the implications of their position
for U.S. foreign trade policy.

Representative Borrine. Next is Simon Rottenberg.
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STATEMENT OF SIMON ROTTENBERG, PROFESSOR OF ECONOMICS,
UNIVERSITY OF CHICAGO

Mr. RorrexBere. When we speak of the underdeveloped countries
of the world, we usually mean the relatively poor countries, and the
word “underdevelopment” is really a euphemism for poverty.

The poor countries are spread over the earth and are of many dif-
ferent cultures and at many different average levels of poverty. They
are different in many respects but there are, nonetheless, sufficient qual-
ities common to many of them to make it worthwhile, for some pur-
poses, to treat them as though they were of the same class.

I shall discuss those changes and policies in the poor countries that
can have effects upon the American economy. I shall draw illustra-
tions from the experience of the Latin American countries, but much
of what characterizes them is also valid for other hemispheres and
continents.

Among the Latin American countries there is a great deal of varia-
tion in the average degree of poverty. It is a hazardous business to
make international comparative estimates of income, but one such at-
tempt found that the value of goods and services produced per head
of population ranged from a top of $588 per year for Venezuela (1954)
to a Eottom of $58 for Bolivia (1955). The corresponding (1956)
figure for the United States was $2,045. . :

The much lower level of life in Latin America than in the United
States can also be seen from selected comparative physical data in the
chart below. Some of these are shown for Argentina, one of the
richest countries of the hemisphere, and Bolivia, one of the poorest.

(The table referred to follows:) .

Income per Percent News- Infant Road
capita illiterate | print con- | mortality | miles per

(10 and sumption | per 1,000 1,000

above) (kilos per | live births square

Amount | Year capita) miles
United States $2,045 | 1956 3 34.2 26.5 1,123
Argentine 457 | 1955 14 6.5 65.2 82
Bolivia 58 | 1955 80 .9 116.7 . 22

Mr. RorrenBerG. It is clear that the poor countries have a long way
to go to catch up in the income race. Indeed, the evidence seems to
be that, at least absolutely, they are falling behind. That is to say,
the difference between per capital output of goods and services in
the United States and in the poor countries seems now to be abso-
lutely greater in magnitude than it was formerly. At least this
seems to be true for the few years for which income estimates are
-available for Latin America. The earliest serious income estimates
for these countries are a few made for some countries for some years
during the 1940’s. .

Nevertheless, it is likely that income has been growing in the secular
long run in the poor countries and that, on the average, people are
substantially better off now than they were, say a half century
ago.
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This secular growth in income is the first change I should like to
refer to as having effects for the American economy. There is, in
Latin America, a high propensity to import. People have a cer-
tain preference for imported over domestically produced goods and
this applies to both capital goods and consumer goods. I shall not
examine the reasons' for this except to mention that it is caused part-
ly by standards of fashionable taste and partly by a certain distrust
of the standards of quality of locally produced goods.

Whatever the causes, a given increase in income will provoke a
. larger proportional increase in imports than it would in the United
States. The secularly rising real income trends in the poor coun-
tries, therefore, can be expected to expand the volume of interna-
tional trading in which these countries are engaged: SN

Latin America is, of course, a rather important export market for
the United States, in 1958 one-quarter of all American exports, by
value, excluding military shipments, were destined for the Latin
American countries. For some industries it was more important still.
For example, 43 percent of all U.S. exports of transportation equip-
ment went to Latin America. _ :

The stimulus to international trade produced by rising incomes
would be even greater, if it were not for a constellation of policies
applied in Latin America which have opposite effects. '

ne of these is the policy of overvaluing national currency in terms .

of foreign currency. At first sight, it would appear that this would
stimulate imports into Latin America by cheapening imported goods
in terms of local currency. And, indeed, the objective of this policy
is precisely to cheapen imported goods because some of them are im-
portant to the consumption expenditures of the working classes and
1t is sought to prevent the cost of living for them from rising.

It can be observed, on the other hand, that overvaluation of local
currency also has the effect of making exports unattractive by causing
the prices of goods produced in Latin America to be high for foreign
buyers. Since, in the long run, the aggregate value of exports deter-
mines the aggregate value of imports, the policy of currency over-
valuation diminishes the supply of foreign exchange available to the
Latin American countries and, therefore, diminishes the quantity of
its imports. o

Another policy that tends to diminish imports is that of induced in-
dustrialization. The idea that the conquest of poverty requires a
change in the composition of the output of the economy has great

ower among the intellectual and policymaking classes of Latin
‘Kmerica. A very elaborate rationale has been contrived in its defense.

To some extent it is emotive. Producers of primary and agricul-
tural products who exchange them for manufactured goods are sup-
posed to be hewers of wood and drawers of water who stand in a
servant’s relationship to masters. 'To some other extent, the defense is
intellectual. The terms of trade are said to have moved historically
against primary products so that more of them must be given up in
exchange for a unit.of manufactured goods than formerly. S

There is said to be a high positive correlation in the world’s experi-
ence between the proportion of output that derives from the manufac-
turing sector and average levels of income, so that the one rises with
the other. The rural areas are said to be producing an abundance of



1068 EMPLOYMENT, GROWTH, AND PRICE LEVELS

people for whom employment outlets must be found elsewhere and
only two hypothetical alternatives are said to exist: Low-productivity
urban service employment and high-productivity employment in man-
ufacturing. The prices of primary products are said to fluctuate too
widely and too high a proportion of the total output of the economy is
said to be produced by primary products.

And, finally, foreign exchange is said to be a scarce and strategic
resource which ought to be used to promote growth by being spent
for capital goods; therefore, manufactured consumer goods ought to
be domestically produced to save foreign exchange for other uses.

I do not discuss the merit of this case. It suffices that it is widely
believed to be true in Latin America and has spawned a number of
policies that have generated above-average growth of the manufac-
turing sector and moved resources out of other sectors and into
manufacturing.

The outcome is diminished international trading. Some have
denied this and have suggested that the relative growth of manufac-
turing will leave the total volume of international trade unaffected
but will merely change the composition of imports such that the capi-
tal and intermediate goods used by the manufacturing sector will be-
come more important.

But it can be seen that the case for industrialization remains un-
changed at every stage of the industrialization process. Before
manufactured consumer goods—shoes, textiles, and so forth—are pro-
duced domestically, it is a case for producing them in the country.
‘When they are produced domestically, it is a case for producing capital
and intermediate goods domestically. And so on.

The movement of resources to the manufacturing sector is done by
subsidizing that sector and taxing other sectors—either directly or
indirectly. There have been, for example, cases of differential ex-
change rates for imports and exports that advantage importers of
industrial capital and intermediate goods and disadvantage exporters
of the products of agriculture and mines. There have been public
investments in social overheads that especially favor industrial users
and public investments directly in industrial plants. There have been
public capital appropriations to cover the losses of publicly sponsored
industrial enterprises. There have been export quota controls for in-
dustrial primary products that have lowered the prices of these prod-
ucts to domestic manufactures. There has been especially heavy
import duty protection for industrial producers. And the manufac-
turing sector has been given especially advantageous access to credit.

Three effects of these policies suggest themselves. One has already
been mentioned. That 1s that, in the long run, the volume of inter-
national trade will be less than it would have been, if the Latin Amer-
ican countries continued as international specialists in the production
of the things for.which they have a relative comparative advantage
over other countries, rather than becoming diversified producers.

- A second is that the composition of their imports will change such
that they will import proportionally more capital goods and pro-
portionally less consumer goods.

A third is that, to the extent that the primary-producing sectors, the
prices of primary products will be higher than they otherwise would
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Latin America is, of course, an important supplier of primary
product to the United States, as the following table shows:

Percent of total Percent. of total
U.S. imports U.8. imports
originating originating
in Latin America in Latin America
Bananas ____ 100 | Copper - 55
Coffee 87| Zine ___ - 52
Cane sugar 79| Lead ____ e 49
Cocoa 52 | Manganese ore - 48
Crude petroleum 57| Sisal and henequen______________ 76
Residual fuel oils 50| Cotton, unmanufactured.________ 45
Nickel oxide _ 80| Wool, unmanufactured —.________ 25
Iron ore . 62 | Tobacco and products_.__________ 27
Tungsten ore § 58

Not very much is known about the distribution of income among
families in Latin America. The few studies that have been made have
had to make do with untrustworthy data.

It appears to be true, however, that income is more unequally dis-

‘tributed there than in North America. That is to say, the top, say,

5 percent of income-earning families receive a larger share of the
whole income of tlie community in Latin America than in North
America. On the other hand, the number of classes has tended to be-
come larger over time and a new and numerous middle class has
grown up rapidly in recent decades. This can be taken as evidence
of a long-run tendency toward more equal income distribution and I
think we can expect, with some confidence, that this tendency will
continue into the future. ,

The composition of family expenditures of the middle income-earn-
ing families is, of course, different from those of the low income-
earning families. A very large part of the expenditures of the latter
is for foodstuffs, while the consumption of somewhat higher income
families is more diversified.

The more equal spread of income, therefore, can be expected to
have some effect upon the composition of imports and I think this
cause, independently of other causes that have other, and perhaps op-
posite, effects, should provoke an increase in the proportion of manu-
factured consumer goods in the total of all imports.

The progressive urbanization of the hemisphere can be expected
to have like effects, since the things urban families buy in the market
are different from those bought by rural families. The domiciliary
distribution of the population of Latin America has, of course,
changed profoundly. Almost everywhere in the hemisphere, urban
population has increased more rapidly than rural and in most coun-
tries for which the data are available the greater part of the increase in
urban population is attributable to migration from the rural areas.

Still another factor that will affect the composition of Latin Amer-
ican imports is the change in the age composition of the population.
The recent progress in medicine and sanitation has reduced the death
rate sharply of people at all age levels but it has reduced death rates
for infants more than for adults. As a result, the population is -
becoming progressively younger. In most countries of Latin America
more than 40 percent of the total population is less than 15 years old
and this can be compared with corresponding percentages of 37 for
the United States and between 20 and 30 for the countries of Western

Europe. :
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The Latin American and U.S. economies are related to one another
not only by the international exchange of goods but also by the inter-
national exchange of capital and services.

American investments in Latin America date from before the middle
of the 19th century. In 1957 of a total of $25.3 billion of American
foreign investment, $8.3 billion was in Latin America. '

This was distributed among sectors as follows:

Percent . Percent
Mining and smelting 14 | Public utilities 15
Petroleum 36 | Trade 6
Manufacturing. 19 | Others 10

The $8.3 billion of American direct investment in Latin America
is not a net figure and it has not been adjusted downward for rather
large portfolio holdings of American equities by Latin Americans.

The value of American investment in other countries of the hemi-
sphere has been increasing. It was $3 billion in 1946. This exchange
of capital has nourished both economies. It has produced earnings
for American investors and has helped to set aright the relative’
scarcity of capital in Latin America. It has also implicitly introduced
into Latin America technical and managerial skills, the findings of
industrial research efforts, and standards of entrepreneurship that
accompany capital, especially when it is directly invested rather than
being held in portfolios. All of these, too, are in scarce supply in
Latin America.

There are 2 number of factors, however, which have tended to dimin-
ish the quantity of foreign, including American, investment in Latin
America.

The practice of overvaluing local currency that has previously been
referred to has created chronic shortages of foreign exchange—that is,
chronic balance-of-payments crises—and induced foreign exchange
rationing. The rationing rules have sometimes made it difficult for
foreign firms to convert their earnings to dollars or other foreign cur-
rencies to remit them home.

The balance-of-payments crises have also caused time-to-time
changes in the rationing rules which have affected the price of foreign
exchange. Firms specializing in production operations have, there-
fore, found it necessary, in order to protect themselves, also to become
foreign exchange traders and to engage in arbitrage transactions
overtime.

In some countries there are sectors in which foreign investment is
unacceptable. These are usually the mining sector and here it is
said that foreign investors despoil the country of its riches, leaving
holes in the ground. ‘ ‘

In some there is a political atmosphere that regards foreign firms
as exploiters of the country’s labor.

In some there are formal or informal requirements for substantial,
and sometimes majority, equity participation of nationals of the
country.

In the case of public utilities, rate controls depress yields on capi-
tal below those in alternative uses.

And, in some countries, foreign properties have been expropriated,
sometimes with and sometimes without adequate compensation.
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This constellation of occurrences has undoubtedly caused many’
American firms that would have invested in Latin America under
more favorable circumstances to hesitate and has lessened the quantity
of American capital exports to those countries.

Impediments of much the same nature inhibit the international
exchange of services and depress the number of American service-
selling firms establishing branches or subsidiaries in Latin America.
In some countries, for example, local firms have the monopoly, vis-a-
vis foreign firms, of internal air transport service; in some, foreign
banks or insurance companies are not permitted to function.

There are obstacles also to the international exchange of persons,
and these, sometimes, apply with especial force against persons with
professional and technical skills and knowledge, despite the fact that
people of these implicit occupational classes are relatively most
scarce.

Thus there are rules that impose severe constraints upon foreign
firms with respect to the number of foreigners they may have in their
employ; rules that permit only nationals of the country to practice
accountancy, engineering, medicine, or the law; or rules that require
a degree from some local university as a condition to practice some
professions. These rules that monopolize the local market for na-
tionals prevent an easy and direct access to the Latin American mar-
ket for American technical and professional personnel. -

The practices discussed in this statement have grown up gradu-
ally ang the weight of the informal evidence seems to indicate that
they will continue and perhaps become more sharply applied. The
sum of their effects will probably be depressive upon the interna-
tional exchange of goods, services, capital, and skilled people of the
Latin American countries with the United States.

The Cramman. Congressman Bolling, will you start the questions?

Representative Borring. First, I would like to see if we have any
disagreement among the panelists with the statements that they have
made, or if it seems more appropriate to ask, is there is general
agreement one with the other? )

.Mr. RorrExBERG. I have an impression we have rather reached a
consensus. ' :

Representative Borrina. I thought you had, but I wanted to be
sure, for the record.

There were a number of things said in the various statements that
lead me to believe that all of you agreed that there were at least one or
two areas in which U.S. policy relatively simply, although perhaps not
politically easy, could make a great difference in the growth of the
underdeveloped areas. I gathered, and I think particularly Mr.
Mikesell emphasized this, that our policies, basically domestic in the
field of agriculture and minerals, created an overhang on world
markets which, combined with perhaps somewhat restrictive policies

~on imports in Western Europe, had a profound short-range longrun

effect on the capacity of the underdeveloped countries to export. Is
that assumption correct ?

Mr. MigeserL. Yes, Congressman Bulling. I cited some projec-
tions by the GATT Secretariat which were developed a couple of years
ago and reemphasized by a panel of experts, chaired by Professor
Huberler of Harvard in a GATT report entitled “Trends in Inter-
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national Trade,” published last year. The theme of this report was
the concern over just where, over the next 20 years, the nonindustrial-
ized countries are going to find the markets for the exports that they
must have if they are going to meet their import requirements and also
service the large amount of capital investment that is going into them.

The picture on the basis of what hashappened in the past is not very
favorable. Except for certain minerals and petroleum, the growth of
export volume has been very slow. Many of these countries produce
largely tropical foods and beverages. There is a sort of vegetative
growth in these commodities. Others, however, produce commodities
like cotton, fats and oils, and wheat, which are in competition with

roducers in the industrialized countries. According to current pro-
jection, whether these countries as a group are going to be able to
expand their exports in line with their import requirements over the
next couple of decades depends in large measure upon the agricultural
policies of Western Europe and the United States.

Mr. Carlson has mentioned that certain parts of the world will need
our foods and that there are food-deficit areas in the nonindustrialized
countries that perhaps would want to import from the United States.
I would like to raise two questions on this point.

In the first place, could they not import food from some of the
food-surplus areas of the nonindustrialized countries? Will they
be able to do so? And secondly, if we do continue to expand our
exports of food and fibers to these countries, what are the United
States and Western Europe, directly or indirectly, going to buy from
them? Are we going to buy industrial commodities from India? -

As a matter of fact, many of these countries will be needing foreign
markets for their industrial products. I feel very strongly that
many of these countries cannot go much further in industrializing
without developing external markets for their industrial products.

Representative Borring. I want to be sure I am keeping up with
this step by step. At their present stage—and this is in gross terms—
they primarily are exporters of raw materials?

Mr, MigrseLr. That is right.

Representative BorLrixe. As they move along they increasingly
become self-sufficient in certain manufactures and need export markets
for the things that they manufacture.

What are some of the things, aside from textiles, that some of these
countries are likely to need markets for in the manufacturing field,
in generalized terms?

Mr. Mixesern. 1 do not know enough about the export potential
of some of these countries to say very much about them. They are
exporting shoes and bicycles, goods of this type.

Representative Borrixg. Underdeveloped countries?

Mr. MIRESELL. Yes.

Representative BorLing. Bicycles?

Mr. MIKESELL. Yes.

Representative Borrixe. I did not realize that.

Mr. MixeserL. I think perhaps Mr. Carlson is more familiar with
some of the industrialization than I am. _

Representative Borring. But this would be what? The kind of
manufacture in which the value added is relatively low?
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Mr. Mixeserr. Probably in some cases they might want to export
labor-intensive commodities, and perhaps commodities that are less
research intensive, if we can make this distinction. :

Representative Borrixe. In other words, they will be wanting to
export the things that are, in oversimplified terms, simpler kinds of
manufacture rather than, on the other scale, highly complicated tech-
nical machinery, and so on, so that they will be inevitably in the
relatively simple type of manufacturing, or the labor-intensive type?

Mr. MigeseLL. That is right.

Representative Borrine. We have not gotten to the point that T am
particularly interested in, that is, how important would it be if we
were able from the point of view of the growth of the underdeveloped
areas, if we were able to neutralize completely our agricultural sur-
pluses? Can this be quantified in any way? Would this be 10 percent
of the problem, 20 percent of the problem, a large share of the problem,
asmall share?

Mr. MigeseLL. It can be quantified in accordance with the projec-
tions made by the GATT, and some other projections. There are
several sets of projections. I do not have them before me, but as I
recall, in terms of their assumptions, the projections of increases in
the nonindustrialized countries’ exports over the next 20 years, which
range from about 12 percent to over 60 percent, over half of the
difference is explained by differences in assumptions regarding the
agricultural policies of the United States and Western Europe.

Representative BorLing. Let’s separate those two at that point.

Western Europe. as a whole is what in relation to agricultural
products ?

Mr. Migeserr. They are net importers. If we project Furope’s
requirements of foods and fibers and some agricultural products, and
then make different assumptions as to what their agricultural policies
will be, we obtain different estimates of what their agricultural im-
ports will be. : A

Representative Borrine. Can you relate that in any quantified
terms to the overhang of American agricultural surpluses? You see
what I am getting at ? :

Mr. MrkEsELL. Yes; I see what you are getting at.  You would like
to know the quantitative aspect of it, the importance of U.S. policies
in this picture. I simply cannot give it to you at the present time. I
could perhaps work it out from the GATT projections.

Representative Borring. I think that would be very interesting,
because it would make it possible for those of us who feel very strongly
on this particular subject to have a little greater impact.

Mr. Mikeserr. I will be glad to do my best to supply them. I
might have to write to the GATT Secretariat for some more infor-
mation. : ' :

‘Representative Boruine. I think it would be well worth having,
because it is obvious that in general terms, this overhang is of in-
credible importance in the very sense that you have all put it. But
as far as the politician is concerned, it is important to be able to state
it in such a way that the urgency of the matter and its relationship
become clear, not only to the people who think generally as we seem
to, but to those who do not see the problem in more than very narrow
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terms. I would think that this would be the first step, perhaps a lit-
tle bit better than we have, in facing this problem realisticz {)ly.

So I think this information would be helpful.

(The information referred to follows:)

The accompanying table prepared by the GATT Secretariat gives estimates
of net imports of primary products by Western Europe and North America
(United States and Canada combined) for 1973-75 as compared with 1953-55.
The estimates of net imports range from $14.5 billion to $20.9 billion for 1973~
75, a difference of $6.4 billion between the optimistic and the pessimistic esti-
mates. It will be observed that $3 billion of this difference is accounted for by
the difference in the estimates of net exports of foods by the United States and
Canada combined and these estimates in turn are based largely on different
assumptions regarding U.8. agricultural production and export policies. In ad-
dition the range of estimates for the United States and Canadian (combined)
net raw material and fuel imports ($0.6 billion to $1.4 billion) depends in con-
giderable measure upon differences in assumptions regarding U.S. cotton policies.

‘Net imporits of primary products in Western Europe and North America,
1953-55 and prospective 1973-75* ,

[Thousand million dollars f.0.b. at 1953-55 prices]

‘Western Europe North America Total

1953-55 1973-75 1963-66 1973-75 1853-55 1973-75

Coffee, tea, and cocoa_.._...._ 1.4 2.0 1.8 2.6 3.2 4.6
Fruits and vegetables_ .7 L2 .1 .2 .8 1.4
Otherfood_..______.__________ 2.9 2.2 4.8 —1.3 —4.9 —1.9 1.6 -2.7 +2.9
Total food__.____.___________. 5.0 5.4 8.0 .6 -2.1 +.9 5.6 3.3 8.9
Total raw materials and fuels. - 6.2 (10. 6) 1.15 .6 (L4 7.35 11,2 12.0
Primary products as a whole. . 1.2 16.0 18.6 .75 —1.5 +42.3 12,95 14.5 20.9

1 Source: “‘International Trade 1956, the Contracting Parties to the General Agreement on Tariffs and
Trade, Geneva, June 1957.” p. 35.

Mr. RorrexBere. May I interject with reference to the overhang of
the surplus? It seems to me it needs to be realized that this affects the
poor countries differentially. Some of them are not affected by it
at all. The banana, cocoa, and coffee countries for example, are
among those which are not affected by them. But some of them are
affected very greatly.

Representative BoLLine. The next point I would like to get at is in -
connection with this very point, the differential nature of the effect.
Is it possible to demonstrate any relationship between the urge for
industrialization and the type of production, agricultural and mineral,
produced in the country, as it is or is not desired and imported by the
well-to-do countries like Western Europe and the United States? In
other words, is the country that produced the tropical food less inter-
ested, because it is in a relatively good situation economically ¢ Is it
less interested in moving into industrialization than a country which
produces the food or fiber competing with an overhang? Is there
any indication of this being the case?

Mr. Rorrexsere. I think in this case all we can do is sort of render
impressions. The desire to industrialize is something that sweeps
widely all over the world. People believe that this is the only way
in which economies can grow. ‘

Representative BorrLing. This, you think is likely to be true regard-
less of whether the economy is relatively prosperous or in a relatively
favorable position within the underdeveloped group ?
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Mr. Rorrexnsera. I think that is so.

The notion that this is the way you conquer poverty has its origin
in a period that precedes the adoption of policies by the United States,
by which the surplus overhangs were created. It is older than
that. ‘

Representative Borzing. Now, to go back to the manufacturer.
Assume for the moment that we solve the overhang problem in this
country. Assume that Western Furope has a more or less a middle
position with regard to self-sufficiency and decides not to be as self-
sufficient as they possibly can be, although possibly a bit more self-
sufficient than they now are; and assume this drive for increased man-
ufacturing. I take it that this situation is'in effect not quite upon us
yet but is almost upon us, namely that there will be more and more
competition, as far as the U.S. manufacturers are concerned, from
underdeveloped areas in the next 10-year period. Is that a safe
assumption ?

Mr. Caruson. Let me make one comment on that. '

It seems to me that in countries which are now industrializing most
rapidly—such as Brazil in Latin America and, in Asia, countries like
India—the domestic market is growing so rapidly that it is able to
absorb all of the vastly increased industrial production, particularly
of consumer durable goods. These countries, even with their grow-
ing production, have not been able to keep up with the demand.
Brazil is now producing some 2 million tons of steel arid soon will
be producing 3. Fifteen years ago it was producing next to nothing.
Yet, every ounce of this 1s being consumed domestically, and people
are still screaming for steel down there for their growing programs.

The same thing is true of other commodities that are being manu-
factured, including the more elaborate variety.

So it seems to me that the growing domestic market, coupled with
rising incomes, and so on, is going to absorb the lion’s share of manu-
factured goods'in these countries for at least another decade or two.

Mr. RorrenBERG. But this does not mean they will not be competi-
tive with U.S. goods, because U.S. goods had previously been marketed -
in these countries before these products were produced there.

Mr. Caruson. That is right. / '

Representative BoLrLing. Leaving out, for the moment, policies on
loans as opposed to aid, this means in effect that the one critical thing
that can be done by the United States—is to solve the overhang in
the agricultural and mineral field. Is that correct?

Mr. MixgserL. I think there is a manufactured commodity import
problem, too.” I agree, of course, with Mr. Carlson, that their domes-
tic economies are absorbing most of what they produce. I do happen
to know of several cases in Brazil where industries have been estab-
lished but have not found a sufficient domestic market as yet for
efficient production. I think this was true in the case of pharma-
ceuticals. This, of course, raises the whole question of the desirability
of a common market within Latin America or opportunities for ex-
porting, either within Latin America or elsewhere. '

. _ But the other thing I wanted to mention was the importance of
Japan. If we bought more from Japan, Japan of course would
become a much better market. for the products of southeast Asia.
I think that there is a triangular trade problem here. -
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Representative Borrine. I agree with you, but I would return to
the point. As far as American policy is concerned, assuming all the
other difficulties of triangular relationships and effects, and leaving
out for the moment the question of loans versus aid, the really critical,
immediate problem, which is at least theoretically soluble, is the
business of our highly developed country competing so heavily in
agricultural and mineral products. This is a oversimplification, but
I want to get at this one core point. Is this right or wrong?

Mr. MigeseLL. 1 regard that as a major issue.

Representative Borring. I will be satisfied with major.

The CraRMAN. I want to thank the members of the panel for the
interesting papers, make one simple comment, and then raise some
queries.

I was very glad Mr. Rottenberg pointed out that the term “under-
developed” 1s a euphemism for “poverty.” I think this is a very
praiseworthy approach to vigorous speech. I have been somewhat
sickened by the progressive deterioration of the English language in
" dealing with unpleasant realities. There used to be an honorable pro-
fession known as “undertaking”; but an undertaker has become a
“mortician.” I always thought that being a real estate.agent was an
honorable profession; but they have become “realtors.” I have al-
ways thought that death was a reality, but this is now covered up
under the phrase “passing on.”

I am glad Mr. Rottenberg pointed out that “underdevelopment”
means “poverty.” ’

Originally, when the State Department came up with these pro-
grams, they were called “aid to backward areas.” But this seemed to
offend the self-esteem of the areas; so, in order to protect them and also
to carry out the bureaucratic desire for bloodless language, the term
“underdeveloped” was used.

If we can get in a more vigorous speech—and I think semantics are
important—Mr. Rottenberg, you deserve credit for limiting some of
the gobbledegook which has been introduced.

So much for my comment.

The second question I would like to phrase is this: Do you regard
the primary importance of aid to underdeveloped areas as being the
economic benefit to the United States or political or strategic benefit,
or a humanitarian duty which the well-to-do, I think, have toward
those who are poor? ) )

Mr. Rottenberg, since you have introduced speech with muscle in
it, perhaps you can reply.

Mr. RorrenBErRG. Put some muscle into this one, too?

I think there are a variety of grounds on which this question of
foreign aid can be discussed.

The CHaRMAN. Which is the most important?

Mr. Rorrexeere. Not to select the most important one or estab-
lish a priority ranking for them, let me say I am not really competent
to talk about the political and humanitarian aspects of it.

The Cuamyman. I see no reason why good causes have to put on
self-serving raiment.

Mr. Rorrexserc. I think there is one way in which, on economic
grounds, foreign aid may be defensible. Perhaps it 1s worthwhile
mentioning this. There are gains from international trade.
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The CramMan. You mean as people prosper they can buy more
from us?

Mr. RorrENBERG. Yes. 4

First of all, there are gains in international trade in terms of
specialization, division of labor, and economies of scale that make the
use of resources more efficient.

The CraRMAN. Would you regard that as important as trying to
keep the countries from going Communist ?

r. RorrenBere. I think this is really a question for Members

of Congress rather than university faculty members, is it not?

The CHATRMAN. Wait a minute. You are citizens, and you cannot
duck your duties as citizens by throwing the responsibility upon us.

You ultimately will pass judgment upon us at the polls.

Mr. RorrenBERG. I regard both as being important, Senator Doug-
las.

Mr. MixeseLL. Considering the magnitude of the assistance which,
if we are not giving now, we should be giving, and its cost to the
American people, I do not think this can %:3 justified in such magni-
tudes on other than security grounds. On the other hand, I do be-
lieve that even if there were no cold war we would be doing a good
deal. I thing we began to plan for development assistance before
anyone ever heard of the cold war, during and after World War II.

The CrarrMan. Mr. Carlson?

*_ Mr. Carisov. I was going to vote for the economic criterion of

these three that you mentioned and cite our recently successful deal
in Western Europe. The Marshall plan is now paying off.

The CrarMAN. That was not in underdeveloped countries.

Mr. Carison. No, but I cite it as an example of an undertaking. It
has reached the payoff stage. They have built up the economies to
where they are operating under their own steam.

It seems to me, although I am not suggesting a Marshall plan or
anything of that sort for the other areas, that some kind of under-
taking on purely economic grounds, quite apart from the political or
humanitarian—which tend to be rather fuzzy and about which peo-
ple beat their breasts and so on—would lead to a payoff in other areas.
I think we are approaching a payoff in some countries of Latin
America. A country like Brazil that has gotten massive loans and
aid in the last 10 years, is reaching a point now where growth is al-
most_self-sustaining. It seems to me that this kind of pattern, on
purely economic grounds, has much to commend it.

The CaamrmaN. Perhaps you gentlemen do not want to comment
on the politics of the situation, but I have heard the argument that
robably it breeds communism. But there are certain disturbin
actors in connection with this. If you go into past revolutions, %
think you find they originated not in the most poverty-stricken re-
gions of a country, but in the most prosperous regions. It was the
overty-stricken regions of France which were most opposed to the
%rench Revolution and which rallied behind the monarchy. The
more advanced industrial and commercial interests were for the revo-

lution.

If you take Italy, until the last couple of years, the most retarded
area, Sicily, has been the most anti-Communist. The most advanced

38563—59—pt. 5——13 ,
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area of Italy, the Po Valley and Lombardy, has been the most pro-
Communist.

Within the various countries you will find that it is the intellectuals
from the well-to-do families who tend to be Communists.

So I have wondered very much how much there is to this claim that
if you eliminate poverty and develop a rising middle class, you strike
a blow at communism.

Does anybody have a comment on that?

Mr. Rorrexserc. I think what you say, Senator, is correct with
reference to the countries you have mentioned. I think it is also true
in the case of the Russian Revolution, where the intellectual class
were also the leaders and the peasants were relatively apathetic.

This incremental piece of information is about the only comment
I have to make.

Representative BoLring. Maybe I could comment on that.

The Cuarman. Yes; I wish you would.

Representative BorLing. It seems to me that the political effect in
any given situation depends on a great deal more—I am sure this is
your point—than the economics of the situation. I think none of us
here would think we were discussing this question in isolation from
many other things. It makes very little difference how good a job
we do in economics if we do not do a number of other jobs equally
well or better.

I would heartily agree with your basic point, but at the same time
not feel that this took away the political justification for these pro-
grams as one of three or four justifications.

The Caamman. I think we are in the extraordinary situation that
we have tried to justify these programs to the people at home on the
grounds that it will be good for us economicaﬁ , and we have tried
to justify them to people abroad on the grounds that this is a human-
itarian venture. I think what we have done has been to convince the
people at home that this is humanitarian and convince the people
abroad that this is economic and self-serving.

Very frankly, I happen to be one who is not afraid of saying that
I think it is a humanitarian obligation.

Representative Borrine. I would accept that. I think this is a
humanitarian responsibility; but it conveniently has an economic
payoff. That does not disturb me the least bit.

The CHATRMAN. The number of humanitarians in the world is rela-
tively limited, and the proportion of any man’s energy which could be
devoted to humanitarian purposes is relatively limited. But I do
not think we should be ashamed of having humanitarian motives, but
that we should tell the people at home.

Mz, Mrreserr, It seems to me that aid must be thought of in terms
| of helping other countries to help themselves, and that all of the aid
in the world that we might pour into a country with a weak govern-
ment, a government that is not responsive to the interests and desires
of the people, a government that is probably going to fall anyway—
where you have a very weak and unstable internal situation—will not
get us anywhere.

The Caamman. And frequently a corrupt government ?

Mr. Migesern, And frequently a corrupt one—will not mean any-
thing, and we might as well have thrown it in the sea. As a matter
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of fact, it may create a worse situation in this way : If aid temporarily
subsidizes incomes, when the aid is withdrawn incomes fall, and the
worse.thing that can happen politically, of course, is to have a rediic-
tion in the Ievel of living.

The aid that is going to mean something, it seems to me, in the long
run, is aid-to a strong government, a government that is responsive to
the will of the people. We should be helping that government to do
the things which are going to promote the aspirations of its people.
The best example I can think of 1sIndia. -

The Cuatrman. That is, as a country which should be helped ?

Mr, MixeseLL. As acountry which should behelped.

Helped to do what? Well, helped to achieve a lasting increase in
the level of living, this self-generating growth process that we hear
so much about. Temporary additions to consumption, temporary
subsidies, I think are perhaps worse than useless politically ; and also,
unless we have faith in the government and the people themselves
have faith in the government that we are trying to help, I think our
aid is going to be politicaly undesirable.

Mr. Carison. 80111(1 we add the thought that the composition of
the aid may make.a great deal of difference? If we have a famine
situation in an area where we send foodstuffs and so on, that is clearly
~ humanitarian with political overtones. But if the components of our
aid were of a kind which enabled these countries to build un their
own productive capacity, then it seems to me we can reconcile any
differences that might have existed. :

‘What worries me is that sometimes aid programs are so massive in
relation to a particular economy that the GNP of that economy is
actually declining. Recent studies in Korea and perhaps in Libya
suggest that the massive aid coming in has discouraged incentives of
local entrepreneurs to set up business, with the result that growth
in GNP, which is the long-range objective, is being slowed and 1n some
cases is actually declining in relation to population growth. So the
composition of the aid can make a great deal of difference.

The CraRMAN. In our earlier sessions this week there seemed to be
a general agreement that as far as aid to the “underdeveloped coun-
tries”—in quotation marks—was concerned, Western Europe, which
is rapidly getting on its feet, and particularly West Germany, should
do more to help. I wonder whether the panel agrees on that?

Mr. Carrson. You mean help in the sense of contributing additional
exports of capital or do you mean in terms of humanitarian reasons?

The CHAIRMAN. Yes;or other forms. .

Mr. CarusoN. Various forms?

It seems to me this is part of the hoped-for payoff in our European
venture. These European countries are now at a point where they are
becoming substantial exporters of capital and beginning, very
modestly, perhaps, but, nevertheless beginning, aid programs of their
own. Thisis most conspicuous in Latin America. ’

The Cramman. Could you not have an international program
through United Nations or affiliated with the United Nations to which

they would contribute? Or sort of a loose constellation of interna- -

tional programs bearing at least some relationship to the United
Nations? . :
Mr. Caruson. It would seem to me this would be worth exploring.
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The Cuamrman. That is a cautious statement.

Mr. CarLson. I believeit isa real thing.

The Caamrman. Do you believe it is something worth advocating?

Mr. Caruson. Yes; definitely. I was thinking it had real prospects
of implementation.

Mr. Mikzsserr. To me, this is one of the strongest arguments for
internationalized aid. I think as our relative positions change, in
terms of wealth and output—and they are changing—we should ex-
pect Western Europe, even Japan, to contribute to the underdeveloped
areas. The International Bank is floating bonds in Germany and in
Belgium and other countries. I think this is good.

The Cuamrman. But that is the guilt-edged stuff. Those are the
first mortgages, so to speak. What about the second mortgages and
the third mortgages?

Mr. Miggserr. This is just an example. I think they ought to go
further and give other types of aid.

The CrairMAN. Mr. Rottenberg ?

Mr. Rorrensere. The United Nations, of course, already has a tech-
nical assistance administration, which is internationally financed. So
to some extent other countries are participating.

The CHaRMAN. But very inadequately financed, and on the whole,
West Germany does not seem to be contributing very much.

.Mri I;O’ITENBERG. It is a program that could stand being doubled or
trippled.

The CrarMaN. We have a lot of trouble down in Latin America.
Brazil is rebelling against our alleged insistence on “sound financing,”
and the President of the Argentine is having difficulties there. I
wonder if you want to comment on those issues. Have any of you
specialized on Latin America, particularly South America?

Mr. RorrenBere. I guess Mr. Carlson has.

Mr. Carrson. One of the elements that has been building up in these
countries, especially in Brazil, is the fact that for perhaps a century,
or certainly for the last 50 years, they have had chronic inflation of a
very substantial amount, 15, 20 percent a year, year after year. This
has built a kind of inflationism into the mentality of the people. Now
we come along and say, “This is all very bad, and you have to live
within your resources and stop all this nonsense about inflation.”
Rightly or wrongly, they feel genuinely that a part of their rapid
growth, which has been one of the most rapid in the whole world in
the postwar period, is due to precisely this inflation factor.

Just to mention one instance: Real wages in an industrial center
like Sdo Paulo remained almost constant over the past 10 years, be-
cause of the inflation in Brazil. This means a substantial transfer of
income to the entrepreneur classes. There is emerging in Brazil a
bunch of red-blooded Brazilians, you might call them, of the entre-
preneural bent. They feel, “If you. ask us to stop our inflation, we
politically cannot stop our labor unions from pushing up wages, and
this nice deal we have had is going to be stopped, and our real wages
are going to start to rise.” .

The CramrMaw. Your comment is very interesting, that the people
who have profited from inflation have been the business groups, entre-
preneural groups in Brazil, not the wage earners.




EMPLOYMENT, GROWTH, AND PRICE LEVELS 1081

Mr. Carson. With one slight qualification. The gains have been
shared in this way : People have been moving into the industrial areas
from depressed agricultural areas. They have been upgrading their
income. But as for the industrial wages as such, they are on a level.
So upgrading yourself has been a gain through the whole economy.

Mr. Rorrensrre. On the other hand, the evidence of the American
economy is that we have progressed very rapidly over the secular long
run in conditions of evry substantial price stability. If you look at
the price indexes in the 1790 to 1950 period and you except the war-
time periods, our prices have been very stable.

The CrarMaN. I am very glad you say that. You are saying that
if you take the longrun swings, you have increases in grices during
wartime, because governments will not finance a war by taxes, but
instead will do it by bond issues, or in former days by direct issue of
paper money, which in turn inflates directly or indirectly the cir-
culating medium and causes a rise in prices; but that subsequent
periods of deflation have ironed out the secular increase, with the
exception of this last war. :

You have been studying pricing pretty closely. Hasthere been any
real increase in prices 1n the last year?

Mr. RorrEnBErG. I am sorry, but I have not really examined this.

The CaamrMaN. You are a historian and you do not come down to
the present, is that right?

Mr. Rorrensere. That is right. :

Representative Borring. If I remember the testimony we had
earlier, this goes back to the beginning of it, not just to the 1850

eriod.

P Mr. Mixeserr. I would like to say that I think that they can grow
much faster under conditions of stability ; that we have some good
examples in Latin America of countries that have not grown at all
for several years, largely because of the very rapid rise in prices.
One, of course, is Chile, which is no secret to anyone. There has been
virtually no progress there for several years. This country has ex-
perienced 30, 40, 50 percent a year price increases.

In answer to the question which you posed originally, my feeling-
is that we should stand firm with respect to Brazil, that we should
support the recommendations of the Monetary Fund. ‘I do not mean
that the price level should not be able to move more than a few per-
centage points, but I think when countries are reaching the point of
galloping inflation and where this is affecting their exports, their
ability to earn even exchange and their allocation of resources, which
is going to affect growth, we ought to hold back on assistance.

. The CramrMaN. Mr. Rottenberg, do you agree with that?

Mr. RorrEnBERG. Yes; I do. .

The CHaIRMAN. Mr. Carlson, do youagree with it?

‘Mr. Carcson. In Brazil during the last 10 years prices have tripled,
roughly, or have doubled at least, and yet they have a growth rate per
capita of 5 and 6 percent per year in spite of this inflation.

We all agree, of course, that their growth would be more rapid if it
were not for the erosive effects of inflation upon capital formation.
There is no question about that. o :

But convince the Brazilians of this? They say, “We have the high-
est rate of growth in Latin America in spite of our inflation.”
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The CHammman. You mean the Brazilians or the business Bra-
zilians?

Mr. CaresoN. Well, who calls the turn in Brazil, the political turns?
I think the business community, myself.

Mr. MigxrseLL. I would like to add that their balance-of-payments
position has been steadily deteriorating, and while they have had
growth in GNP, they have not had growth in exports. If they are
going to continue to grow with the aid of imports as they have, it
raises the question that I was discussing earlier : How are the imports
going to be paid for? If they get loans, how are they going to service
them? And if they do not get loans—I doubt very much and I think
the Brazilians would agree that unless they can maintain something
lizfxe re(ci:ent levels of imports for a time, this growth is going to be
affected. :

As a matter of fact, from the figures I see from ECLA, growth has
been affected in periods when their imports have fallen off. This
growth is tied to imports to a considerable degree; their industrializa-
tion program is tied to imports. This matter of inflation and sta-
bility is closely tied to their ability to earn foreign exchange and
to pay for imports and to service foreign capital.

The CramrMaN. We are having quite a battle in the Senate now
as to whether the American aid program should be put on a long-
term basis or a shorter term basis. The Senate last night, by a vote
of 48 to 42, seemed to indicate that it thought future aid programs
should be on a year-to-year basis, handled by appropriations rather
than by authorizations, and that aid would continue for a period of
years through the issuance of bonds. I suspect there will be some
rollcalls coming on this rather quickly.

Do you have any advice to give? :

Mr. Migesenr. I think this is partly an administrative problem
and partly relates to what you expect to do with your aid program.
Obviously, if your objective is to raise the level of income and output
on a self-sustaining basis over a period of years, you cannot have a
large amount one year and then cut it off. This is not the way we
grew. This is not the way the underdeveloped countries are going
to l_)edable to grow. They have to be capital importers for a long
period.

Also, if you are talking about loans, the capacity to service loans
is quite different if you assume that this is the last loan you are
going to make to a country or it is ever going to get, as compared
with its capacity, if you expect that year after year it is going to
continue to receive loans.

Then, the kind of projects that you can go into and the whole
planning that you want to do with respect to the country depends
upon continuity of external assistance. For this reason, I think
there ought to be in the hands of the granting and lending agencies
funds so that they can look ahead for several years.

The Caamman. Several? '

Mr. M1geseLL. At least.

The CamamrmaN, How many? And, of course, appropriations
which they make do not have to be expended in a given year. This
constitutional provision has long since been discarded, really. Ap-
propriations made can be later expended. We have seen that in
military aid.
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Is that not right, Mr. Bolling ¢ . ) A

Representative BoLLing. Certainly. This applies directly to for-
eign aid bills, Senator ?

The CrATRMAN, Thatisright.

Representative BorLing. Itisnot general.

The CuammaN. And it applies really to development loans.

Mr. Mikeserr. We can discuss this in two ways. In the first place,
how long will we need to provide assistance? I think for most less
developed countries this is a 20-, 25-year proposition. :

5 The CuamrmaN. From here to eternity—paraphrasing Mr. James
ones.

Mr. MixeserL. But administratively I do not know that it is neces-
sary to appropriate funds for 25 years. I cannot imagine Congress
doing it. Ii cannot imagine their going beyond, say 5 years or so.

The CHATRMAN. Arethere any other comments?

Mr. Caruson. I suppose is depends on your assumption as to
whether or not foreign aid is here to stay? And I think most of us
think it is. If we could agree on that initial assumption, then, it
seems to me, it is indicated that longer range planning is a realistic
and sensible way to do it. If you do not agree with their initial
assumption—and apparently many people do not—that is another
thing. Many still hope from year to year that this thing will pass
fromus. Perhaps thatisyourinitial difference.

The Ceamman. Do you have a question, Mr. Bolling$

Representative Borrinae. There was some discussion earlier about
the need for being selective in choosing the countries which we aided.
In this discussion there was mention of the political factors in the
countries involved. I would like to throw in another set of political
factors: Granting that you should be selective, and assuming that our
selection would include evaluation of the government’s responsiveness
to this responsibility and its ability to function over a period of time
in the interests of its own people, how much weight should we give to
the purely political aspect of competition with the Communists in
making this kind of a -decision? In other words, the possibility of
their coming in and aiding or trading or investing, and so on?

Mr. Mikeserr. I would just like to say that, in my opinion, the fact
that India is getting some aid from the Communists does not by itself
mean that we should not help India. If it does not affect the inde-
pendence of the country, then that aid presumably is supplementing
ours. :

Representative Borrinag. Let us say we have a government in an
unnamed part of the world which is very questionable as to its respon-
siveness to the people, as to its viability, and so on. Let us say our
judgment is that probably the government is going to fall ultimately.
Maybe it will last only for a few years.

I would presume there would be no economic justification, no human-
- itarian justification, but what might be termed a political justification
if it looked like its fall into Communist hands, would be expedited
by any vacuum created by us in the whole field.

This is obviously not an economic question, but a political one. But
is it not a question that should be considered in the whole array of
problems? In other words, we aid a bad government to keep it from
getting worse. : o
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Mr. Rorrensere. It is quite clear there are a variety of criteria on
the basis of which decisions are made on questions of this kind, and
surely this ought to be one of them.

Representative Borring. I %a,ther that you all agree that there
should be a larger international aid program; that there should be a
larger participation by the so-called developed nations than there is
today. This does not exclude, I assume, continuing aid, unilaterally,
but there is a general consensus that the U.N. technical assistance

rogram should be beefed up, presumably with greater participation
y the other well-off nations. Isthis generally agreed?

(No response.)

Representative Borring. Everybody would agree that in making
decisions, not in that particular program, but as perhaps unilaterally
is concerned, we should be very selective and quite hard boiled in
making decisions, that our aid should not go to just everybody that
claims to be anti-Communist; that would be agreed?

(No response.)

Representative BoLrLing. And I gather that everybody agrees at
least by implication that in the past, aid programs of individual coun-
tries have quite often contained an ill-planned, unwise mix of com-
ponents.

Y am not-talking about any short period of history. I am talking
about the whole period of aid now. This is not a partisan political
question.

Mr. RorrenBere. I do not think anyone here would disagree that
some mistakes have been made.

Representative Borring. So that in effect what we need to do is a
great deal more of careful, specific planning.

Would I be correct in an impression the small funds administered
by the United Nations have often been better planned, better pro-
gramed, better executed than a great many of the unilateral programs?

Mr. MixeseLL. Idonotknow enough about it to say.

Mr. RorreNBERG. I suspect that each of us knows about some indi-
vidual cases in which mistakes have been made by the U.N. program.
The difficulty is in knowing whether more of them or more important
ones have been made there.

The Crarman. Of course, the difficulty is, the Soviet Union shares
in the administration of the program, to which it in fact does not
contribute. Therefore, I want to modify this earlier .suggestion of
mine that the international program be carried out within the United
Nations. In my judgment, it should be carried out under the NATO
powers, with some loose affiliations with the U.N.

Representative BoLring. I have the impression that some of the
technical assistance programs carried out by the U.N., specifically
in South American countries, have suffered little or not at all from
this fact of the Soviet presence in the United Nations. I believe that
1s correct.

Mr. Rorreneere. There are a great many programs they administer
that are not political at all.

The Caatrmax. I think the two programs could go on side by side,
but I would not like to entrust any massive programing to the heads
of the United Nations, when you know that the Soviet officials would
bg on the inside, at least partially on the inside of the administration
of it.
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Mr. Bolling, do you have any further questions?
" Representative Borring. That isallT have. - ,
- The Ciarman. I have many questions, but perhaps I should not
ask them. I will merely ask one factual question, which is this:

If you take southeast Asia and India, is production increasing any
more rapidly than population? Isthere any real per capita increase?

Mr. MixgseLL. There has been a per capita increase, I believe, dur-
ing the Indian 5-year plan. I believe in the first 5-year plan the gross
national product increase was 3.4 percent a year.

The CratrMan. How much was the population increase? -

Mr. Caruson. It was much less than that, fairly low, 1.5.

The CrARMAN. 1.5, the population increase.

Mr. CarLson. Yes, but the opulation is so huge to begin with that
the annual increment is terrific. Seven million new souls are gener-
ated in India.

The CHAIRMAN. So the per capita increase is less than 2 percent ?

Mr. Caruson. Yes. It is likely 1 percent, I would guess, per capita.

Mr. Rorrensera. There is a possibility it may even be more than
that, because there is a tendency in these countries for data to be ter-
ribly untrustworthy, and especially in small production units, for out-
put not to be counted. These estimates of national income are fre-
quently understated for that reason.

The CrarLrMan. Do they overstate the figure or understate it ?

Mr. Rorteneere. Understate it.

The Caamrman. What has been the population ?

Mr. Rorreneere. It is much easier to count this, especially if mid-
wives or doctors are in presence when births take place, or if they have
to be registered—and normally are—and if deaths are registered.
People are easier to count than output. But the subsistence sectors of
mf:zny of these economies tend to have their output understated quite
often.

The CuaarrMaN. There was a figure in the morning paper estimat-
ing that the population of the world would be over 6Pbi{)lion by the
year 2000. The year 2000 bears about the same relationship to 1959 as
1959 does to the year I graduated from high school. So this happens
within a lifetime. :

Mr. RorrenBere. I think many of these projections depend upon
what you can assume regarding the developments-in the death rate.

The CratrMaN. The death rate is bound to go down.

Mr. Mikeserr. The death rate in these countries is falling very
fast; yes. I have seen some projections for the year 2000 according to
which, if you were to assume that the death rate for many of these
countries were to fall to something like what we have here, and birth-
rates continue at the present level, you would have 9 billion or 10
billion by the year 2000.

But the hope is that with-a lag of 10 or 15 years, when the death
rates fall, the%irthrates will fall, too. But this 1s only a hope.

The CramrMaN. The Senator from Illinois is- well aware of the
deep religious feelings that many people have on this issue, and I want
to make 1t clear I am not prescribing or suggesting any remedy. But
I also want to make it clear that this is a prob%em that the world
must face, including these countries as well as ourselves and Western
Europe. When you have national considerations added to this, coun-
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tries wanting large population because they think it will enable them
to throw their weight around internationally in a more effective
fashion, you get into deep problems which perhaps we should not ex-
plore at 10 minutes of 12, because I do not think they are going to be
solved by 12 o’clock.

Thank you very much for coming.

I now announce a sixth set of hearings, on “The Government Man-
agement of Its Monetary, Fiscal, and Debt Operations.” These will
be held both in Washington and in New York City, from July 24, on
which date Secretary Anderson will testify. Monday, July 27, Mr.
William McChesney Martin will testify ; Tuesday, July 28, a series of
witnesses from the life insurance companies will testify ; and Wednes-
day, July 20, a witness from a savings bank. Then, the following
week, we remove to New York City and will have testimony from the
vice president of the Federal Reserve Bank, who manages the open
market account, and from one of the dealers in Government securities.
Then, later on, we will have other witnesses from the securities market.

The committee stands adjourned until Friday, July 24, 1959.

(Whereupon, at 11:55 a.m., Thursday, July 2, 1959, the committee
adjourned, to reconvene at 10 a.m., Friday, July 24, 1959.)
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